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1. STRATEGIC SETTING

1.1 The Slovak economy has this year experienced its best growth performance since it

pulied out from thefinancial crisis of 1998. The economy is now on a recovery path, with output
and private sector employment growth expected to reach 4 percent and 2 percent this year,
respectively (see Table 1.1). However, no sooner had recovery gotten under way and begun to

gen-rate jobs, than macroeconomic imbalances resurfaced: the fiscal and external current
account deficits hover around 8 percent of GDP, while more than 18 percent of the labor force

remains unemployed.

1.2 The current situation differs however from the pre-1999 situation in at least four

important respects.

(a) First, significant structural reforns implemented throughout the post-1998 period
have managed to overhaul the supply side of the economy. The reforms have
contributed to upgrading the business environment and stimulating investment,
allowing the country to increase its penetration into international markets and to
compete in the EU markets with more technologically sophisticated products. In
parallel, the reforms have attracted strategic foreign investment that had
previously eluded the country, allowing for a much-needed technological upgrade
in production capacity.

(b) Second, while domestic demand drove growth in both periods, the sources of
domestic demand are fundamentally different. In the pre-1999 period, domestic
demand was mainly driven by state sponsored financial laxity in enterprises,
whereas it is now led by greenfield foreign investment -- which is good -- and

fiscal expansion, which is not.

(c) Third, while the economy is grounded in firmer fundamentals and able to compete
more effectively in intemational markets, the ongoing expansion faces a less
supportive international environment. Growth in the main market for Slovak
products has decelerated, dragging down the demand for Slovak exports.

(d) Fourth, while the external environment for trade is less supportive now than in the
past, the Slovak Republic has substantially greater access to external financing,
especially to non-debt forms of financing such as FDI and privatization receipts.
With ample privatization receipts, the country has found no major problems in
financing the large current account deficits of the last two years. Indeed, the
country has substantially increased its foreign reserves.

1.3 This chapter examines these four points in turn (the role of structural reforms, the sources

of domestic demand, the extemal environmnent, and external financing). From this analysis of

the current macroeconomic setting, the chapter identifies three key strategic objectives that the

incoming government will want to pursue: (i) invigorating the economic recovery, and (ii)
broadening the incipient employment growth, while (iii) securing external stability. Achieving
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all three objectives will require a combination of the following three instruments: continued trade
and enterprise reform, fiscal consolidation, and labor market liberalization. The last three
sections of this chapter discuss the specific policies involved, which are then examined in more
detail in subsequent chapters of the report.

ROLE OF STRUCTURAL REFORMS

1.4 A first important difrence from the pre-1999 period is that growth is now underpinned
by structural reforms rather than by over-investment. Structural changes imposed following the
1998 crisis managed to transform the supply side of the economy, setting new rules, altering the
underlying system of incentives, reconfiguring ownership, and moving the public sector
progressively away from the rampant interventionism and patronage of selected enterprises that
characterized the previous period. Key among these changes were the revitalization of the
privatization agenda and the dramatic transformation of the role of banks and credit allocation in
the economic setting (see Chapter 2).

1.5 Before 1999, weak bankruptcy and foreclosure laws, incestuous relationships between
enterprises and state banks, and political interference in the banks combined to loosen enterprise
financial discipline. Not surprisingly, enterprises incurred large losses and accumulated
substantial inter-enterprise and tax arrears. Two rounds of privatization, the second of which
was tainted by corruption allegations, had succeeded in rapidly transferring ownership to the
private sector, but did little to improve corporate governance and restore profitability. Quite the
contrary, mass privatization and political interventions in the process benefited insiders,
depriving enterprises of the type of capital and injections of know-how that were contributing to
revamping the corporate sector elsewhere in the region. Considerable asset stripping and loose
access to bank credit helped financed massive loses. Unsurprisingly, despite the good growth
performance of the economy at that time (real GDP grew at an annual average 6 percent over the
1994-98 period), banks were building up record-high classified loans, surpassing those in other
CEECs.' The public sector also played a role in allowing poorly managed enterprises to survive
by providing subsidies, loan guarantees, and tax forgiveness. This contributed, in parallel, to
rising fiscal deficits and building up contingent liabilities.

1.6 Aware of the country's reputation for cronyism during the previous administration, the
government that took office in late 1998 took particular care to make its fresh round of
privatization more transparent. This government moved to eliminate legal obstacles to the
privatization of utilities and initiated their restructuring and sale as well as that of banks. By
opening the process to foreign investors and improving transparency, the new government
succeeded in attracting highly regarded strategic investors to key areas of the economy. These
areas included: telecommunications (2000); the banking sector, with the three largest banks all
privatized by 2001; and in 2002, the gas pipeline operator, and the three large power distribution
companies. In all these cases, enterprise control was turned over to the strategic investor.

I See Fxpenditure Policies towards EU Accession, World Bank Technical Paper, 2002.
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Table 1.1: Key Economic Indicators, 1995-2001
= _________________________________________ 1995 1996 1997 1998 1999 2000 2001

Re: il Economy
Real GDP (growth rate) 5.8 5.6 4.0 1.3 2.2 3.3 4.0

Unemployment rate 13.1 11.3 11.8 12.5 16.2 18.9 194

Infiation (CPI, period average %) 9.8 5.8 6.1 6.7 10.6 12.0 7.3

Pri iate Consumption/GDP 50.5 52.3 52.2 53.4 55.4 55.3 55.8

Gross National Savings/GDP 28.6 25.2 25.9 25.1 23.4 22.8 22.9

Gross Domestic Investment/GDP 26.5 35.6 35.2 34.7 28.2 26.4 31.9

Ba lance of Payments
Tra de Balance/GDP -1.2 -11.2 -9.9 -10.7 -5.4 -4.5 -10.4

Exports of Goods and Services (growth rate in US$) ... -0.5 8.3 10.2 -5.6 15.2 6.8

IM)orts of Goods and Services (growth rate in US$) ... 26.3 5.4 11.6 -13.4 13.2 15.3

Cu Tent Account Balance/GDP 2.0 -10.2 -9.3 -9.7 -4.9 -3.5 -8.6

CapitalandFinancialAccount/GDP 7.2 12.0 8.6 8.3 7.6 7.5 9.1

Gross Official Reserves (billion US$, end-year) 3.4 3.4 3.3 2.9 3.4 4.1 4.2

Re;erve Cover (months of imports of G&S) ... 3.2 2.9 2.3 3.1 3.4 3.0

Gross External Debt/GDP ... ... 47.4 55.2 53.0 55.7 56.3

Ex:ernal Debt Service (% of exports of G.S.I. & T.) ... ... ... 13.3 15.5 17.1 10.5

Public Finances
General Government Balance/GDP ... -3.2 4.8 -5.1 -4.3 -9.1 -8.5

Idem, excluding extraordinary items ... -1.4 -4.3 4.7 4.5 -6.0 -6.6

Pu lic Debt/GDP (%) ... 26.4 28.8 28.8 40.1 44.1 43.0

Ins erest Rates
ANerage nominal lending rate (inpercent) 16.9 13.9 18.7 21.2 21.1 14.9 11.2

ANerage real lending rate (deflatedby CPI,inpercent) ... 7.7 11.8 13.6 9.5 2.6 3.7

ANerage nominal deposit rate (in percent) 9.0 9.3 13.4 16.3 14.4 8.5 6.4

AN erage real deposit rate (deflated by CPI, in percent) ... 3.3 6.9 9.0 3.4 -3.2 -0.8

M,)ney and Credit
Money (annual growth) ... 15.8 4.4 -11.4 4.2 21.5 21.3

Qt asi-Money (annual growth) ... 16.4 18.3 14.6 15.0 12.5 7.7

Credit to Enterprises and Households (% growth) 2/ ... 6.0 42.7 34.9 9.2 20.9 25.2

La bor and Wages
Nominal gross wage growth (%, penod average) 14.3 13.3 13.1 8.4 7.2 6.5 8.2

Real gross wage growth (%, period average) 4.1 7.1 6.6 1.6 -3.0 4.9 0.8

Ei change Rates
Nominal Exchange Rate (SKK per US$, average) 29.7 30.7 33.6 35.2 41.4 46.0 48.4

Norminal Exchange Rate (SKK per Euros, average) 40.6 39.9 38.0 39.2 44.1 42.6 43.3

Nominal Effective Exchange Rate (1995=100) 31 100 100.7 105.8 103.6 93.4 94.5 93.2

Real Effective Exchange Rate (CPI, 1995=100)3' 100 100.3 106.3 106.5 104.2 116.5 116.7

Real Effective Exchange Rate (ULC, 1995=100) 3' 100 108.6 120.0 115.6 110.6 111.0 109.8

M'mo Items
Gi oss Domestic Product (current SKK billion) 568.9 628.6 708.7 775.0 835.7 908.7 989.3

Gioss Domestic Product (current US$ billion) 19.1 20.5 21.1 22.0 20.2 19.7 20.5

Per Capita Income (US$) 3,570 3,816 3,916 4,081 3,745 3,654 3,783

Nc tes 1/ Includes debts assumed by the bank restructunng agencies in 1999-2000, and Sk 105 billion (I I percent of GDP) in bank

restructunng bonds issued in the first quarter of 2001.
2/ Adjusted by bank restructuring.
3/ Growth of the index indicates appreciation.

Soarces Ministry of Finance, National Bank of Slovakia, Statistical Office of the Slovak Republic
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1.7 In addition to consolidating ownership and attracting foreign investment, structural
reforms introduced since 1999 have helped to change the business environment. These reforms
moved the underlying incentives away from the rent-seeking behavior based on inside
positioning, preferred access to bank lending, and subsidization that characterized the pre-99
period. Legislative reforms in the commercial code, banking, and corporate governance
underpinned this move. In the banking sector, in addition to the transfer of ownership of the
largest banks to strategic investors, bank supervision has been strengthened.

SOURCES AND IMPACT OF DOMESTIC DEMAND

1.8 Where domestic demand was formerly driven by (state sponsored) financial laxity among
enterprises, it is now being fueled by greenfield investment, by changes in the pattern of
consumption and credit, but unfortunately also by
fiscal expansion (see Table 1.2). The distorted Table 1.2: Demand and Output, 1995-2002
incentives of the pre-1999 period also generated (percent)
distortions in domestic demand. Soft budget P199c98 1999a0 200142
constraints generated by biased lending and Parcent change
indirect government subsidization fueled rnvate 6.9 0.6 4.5

investment in the private sector while an Govermment
ambitious highway program pushed public onsuniption 6.9 -2.6 5.3
investment up. As a result, investment grew at Gross capital
unprecedented rates, averaging 20 percent in real formation 20.5 -10.5 10.4
terms over the 1995-98 period. Much of this Total domestic

investment however was not allocated efficiently.' dEnian 8.9 9.5 4.5

Irnports 15.5 1.9 7.6
1.9 The depreciation of the exchange rate after Gross domestic
the floating of the koruna in October 1998, and product 5.5 1.8 3.5
the strict austerity measures that ensued, caused Contribution to GDP growth
domestic demand to contract, and led to a switch ross capital
from the previously domestically driven growth to formation 5.2 -3.6 4.4Total domestic
the significant increase in net exports that demand 9.8 -3.9 7.5

dominated the 1999-2000 period. Investment, Net Exports -4.3 5.2 -4.0
which had played an expansionary role in the pre- Gross domestic
1999 period, contracted particularly sharply. product 5.5 1.8 3.5

also contriuted to theadjustment Note: The evolution in 2002 is estirmted based on preliminaiyHouseholds also contributed to the adjustment national accounts information as for I' half 2002.

effort, as real wages fell in those two years for the Source Statistical Office of the Slovak Republic.

first time since the end of the transition recession.

1.10 This contraction in domestic demand was, however, short lived. By 2001, domestic
demand was expanding again briskly (at a pace of 6.2 percent annually over 2001-02) in
response to a sharp deterioration of the fiscal position and a renewed momentum for investment.
Minimum wage escalation added fuel to this expansion and acted in combination with growing
labor market rigidities to stifle the supply response. As a result, after an initial depreciation in

2 The re-allocation of productive resources -- essential to overhauling productivity in a transition economy - was further hindered at that time by
requirements, attached to pnvatization deals, to maintain investment and employment levels in privatized enterpnses.
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the wake of the floating of the Figure 1.1 Real Effective Exchange Rate,1995-2002

currency in 1998, the real effective
RaR CPI based -Selected Countrbes

exchange promptly swung back, 19951=20 lup means apprec.)

appreciating by 16 percent between 150 -. -_

January 1999 and April 2002 (see 140 : _ _ _ '

Figure 1.1). 130 II

Private Demand 120 : 
110 - - --

1.11 Following the 1998 crisis, a 100 - -

more welcoming approach to the 90
outside world, together with os9 396 $97 $98 J99 $00 $01 01

structural reforms, began to attract t- -Slovak R. - Poland Hungary - Czech R.

FDI flows after 1999. The
greenfield component of FDI and l- ULC basod -Selected Countries

the investment brought by 1995=100 (up means apprec.)

privatization deals (some of them
specified in the privatization - --

contracts), improved the quality of 115 - , -

investment, though investment 105

rates were more moderate than in
the pre-1999 period. After
contracting throughout the 1999- 85
2000 period, investment surged 75

after 2000, becoming once again J95 J96 J-97 $98 9 $0 $01 $01

the leading demand factor. -.- eSlovak R. - Poland Hungary Czech R.

1.12 However, a sizable portion
of the incoming privatization receipts was allowed to enter the domestic economy, and inflate
domestic demand. Not only were privatization receipts used to finance the deficit, they were
also allocated for different purposes, including repaying arrears, payments on called guarantees,
and the financing of special development projects. Plans to use SPP receipts to retire domestic
rather than foreign debt would add to this pattern. The redemption in cash of National Property
Fund (NPF) bonds, amounting to 2 percent of GDP in 2001, also contributed to expand domestic
demand. In this respect privatization receipts have contributed to financing a widening fiscal
deficit without crowding out private demand. Indeed, domestic interest rates have fallen
throughout the past four years (see Table 1.1).

1.13 Private consumption was further fueled by the enticement of new supermarkets and retail
chains and easier access to credit for consumption (a new line of business for banks as will be
seen in Chapter 2). Later on, increases in real wages also contributed to this increase .

Fiscal Expansion

1.14 Following a moderate tightening in 1999, the fiscal deficit has widened sharply
thereafter. While fiscal deficits in the Slovak Republic were on the high side throughout the

second half of the 1990s, they reached unparalleled levels in 2000-01, continuing to threaten
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stability in 2002 (see Table 1.1). The measures imposed in 1999 managed to cut spending and
increase revenue collection temporarily, including through a temporary import surcharge. In this
way, and despite a substantial expansion in net lending in that year, deficit levels were brought
down to 4.3 percent of GDP. Since then, however, the overall deficit of the general government
jumped to 9.1 percent of GDP in the year 2000 and to some 8.5 percent in 2001, once
privatization receipts are excluded and the full cost of called guarantees and interest associated
with the restructuring of banks is included. In turn, indications are that the deficit of the
consolidated general government could reach some 7.5-8 percent of GDP this year.

1.15 This fiscal expansion comes at an inappropriate time. The fiscal expansion comes in the
midst of economic recovery, with growth accelerating from 1.3 percent in 1999 to 3.3 percent in
2001. While some fiscal expansion may have contributed to sustaining demand at the time of the
economic slowdown, as recovery consolidates, continuing the current policy stance may cause
the economy to overheat.

1.16 The recent fiscal deterioration primarily reflects the impact of policy-driven revenue
losses. To the general tariff reduction in the context of the Europe Agreement and the Uruguay
Round, and the elimination of the import surcharges,3 the govermment added a battery of fiscal
measures that involved tax cuts in several areas with the aim of making the country more
competitive and attractive to investors. As part of this strategy, the corporate income tax (CIT)
rate was reduced while generous tax holiday schemes were implemented, benefiting some of the
faster-growing components of the tax base (including VW and U.S. Steel, among others).
Similar cuts were implemented in personal income tax (PIT). As a result, tax to GDP ratios fell
by some 7.5 percentage points of GDP throughout the 1996-2001 period. The fall in tax to GDP
ratios was spread over almost all taxes, but was concentrated in direct taxes and import duties.
In addition, social insurance contributions fell in response to rising unemployment. Direct taxes
decreased from 10.3 to 6.7 percent of GDP, while import duties and surcharges fell to one-
quarter of their 1996 levels (in terms of GDP) and now stand at just 0.4 percent of GDP (2001).
The drop in direct tax revenues is almost fully explained by the steep reduction in CIT, which
brought CIT collection to 2.2 percent of GDP, from 5.5 percent in 1996.4 Overall, the fiscal
finance trend shows a pattern followed by many regional economies: a progressive reliance on
indirect taxes and social security contributions, and a decreasing dependence on direct taxes.

1.17 The reduction of tax to GDP ratios in the Slovak Republic is part of a trend shared by all
Visegrad countries, which reflects progress in transition, including further trade liberalization,
changes in the tax bases due to the restructuring of the economy, and reductions in tax rates.
However, in no other Visegrad country has the fall in tax to GDP ratios reached the levels in the
Slovak Republic.5 In fact, the reduction in taxes has pushed tax to GDP ratios in the Slovak
Republic (at just 30 percent of GDP presently), to the bottom among Visegrad countries. Tax
ratios in the Slovak Republic are also at the very low end of those in EU countries.

3The govemment set a 7 percent import surcharge in mid-1 999 to help contain the current account deficit and progressively reduced it during the
following year and a half, before finally removing it in January 2001.
4The CIT rate was cut from 40 percent to 29 percent in 2001 and to 25 percent this year.
5Based on the Pre-Accession economic programs (PEPs) for all ten candidate countnes, the Slovak Republic has the most radical plans to reduce
both revenues and expenditures of the general government. In fact, while on average, accession countnes plan reductions in the order of 1.4
percentage points of GDP in revenues between 2000 and 2004, the Slovak plan calls for a reduction of 6 percentage points dunng that penod (the
2001 Pre-Accession Economic Programs of candidate countries overview -Note by the EU Commission)
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1.1E On the other hand, the promised expenditure retrenchment (as reflected in the PEP), that
was supposed to accompany the revenue decline, has never materialized. Consequently, while
general government revenues lost ground by as much as 8 percentage points of GDP between
1996 and 2001, total expenditure and net lending (excluding privatization receipts) shrank by
onl.y 2.5 percentage points of GDP over the same period. The uneven implementation of fiscal
plaiis, with successes in the reduction of taxes but failures in implementing expenditure
red.ictions, reflects an inability to break with the past and initiate structural reforms in key
exr enditure areas. On the contrary, some recent spending measures in the pre-electoral phase
threaten to expand spending in areas that are primary targets for reductions. These measures
included a 17 percent increase in civil service wages, a 5 percent hike in pensions, a ban on
tuilion for "external" university students, and the universalization of previously income tested
child allowances.

1.19 The resultingfiscal deficits are not sustainable and need to be reduced promptly. Left to
unattended, ongoing primary fiscal deficits would result in explosive public debt dynamics.
According to our simulations, ongoing fiscal deficit levels, if not corrected, will cause public
debt indicators to breach the Maastricht criteria as early as 2007.6 Budget deficits are not the
on y risk involved. Other risk arise also from (i) the significant amount of government
guirantees that the Slovak Republic has accumulated (equivalent to 18 percent of GDP as of
en l-2001), mainly to ensure the continued financing of troubled state-owned enterprises, such as
the railway and power companies; (ii) the recurrent pressure to bailout critical sectors (e.g.,
health) after they have run up unbearably high payment arrears; and (iii) unexpected banking
trcubles (until such time as the deposit insurance scheme is recapitalized). Moreover, even after
thi, reforms of May 2002, the pension system's deficits are projected to rise over the long run,
fu-ther darkening the fiscal outlook.

1.'20 The result of our fiscal sustainability analysis shows that under reasonable interest rate
and growth assumptions, the sustainable level of primary deficit (the fiscal deficit less interest
pEyments) lies between 0.1 percent of GDP (assuming 4 percent per annum GDP growth and
real interest rates at 5.5 percent) and I percent of GDP (assuming GDP growth at 5 percent per
arnum and interest rates at 4.25 percent). At the current primary deficit (at 4.5 percent of GDP
in 2001), the gap between the sustainable and ongoing primary deficits ranges from 3.5 to 4.4
pc rcent of GDP. This gives a first approximation of the long-term fiscal adjustment needed.7

T able 1.3: Sustainable Primary Balances
(,ercent)

Real Interest rate 4.0 - 4.25 450 - - -5 6.0-

Real growth rate
. , .4.0< . Ž - x.-0.6 -0.5 -0.4 0.1 0.3

-0.9 -0.8 -0.6 -0.2 0.0L> S.0 -' .;.f. -1.1 -1.0 -0.9 -0.5 -0.2
N ;te For assumptions and methodology see Box I 1.

6 Simulations run on the basis of a contnuation of General Government deficits at 2001 levels (4 5 percent of GDP) over the next years would
result in a public debt to GDP rato in the order of 63 percent of GDP by 2007.

The above approach to the analysis of fiscal sustainability is based on the government's present value budget constraint, and the resulting
sustainable balances represent the levels for which the present value remains constant, that is, fiscal policy can be maintained over an infinite
period In doing so, ptivatlzation receipts are excluded from the calculation of the sustainable deficit, as they do not impose any change in the net
M orth of the government In addition, the assumed real interest rates and GDP growth rates are entered at their estinated sustainable values
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Box 1.1 Fiscal Sustainability

Fiscal sustamability entails more than the govermment's ability to finance itself; it requires a set of policies
(fiscal, income and monetary) consistent with the expected growth, inflation, and interest rates. Fiscal
sustainability does not require the cancellation of government's debt in the long run, but requires at the
minimum that real debt rises more slowly than the real rate of interest paid on it. In other words, the government
is accountable for the net real interest rate (real interest rate, r, minus the real growth rate, it) paid on the debt to
GDP ratio, bo . This can be financed either with a primary surplus g - r, or with seignorage revenue, which is
represented by the inflation tax paid on the money demand to GDP ratio, L(r+7r) (itself a decreasing function of
the nominal interest rate, (r+ir). This sustainability condition is represented as:

(g- T) + (Ir+lj-) * L(r + 7r) = (r - A) bo

The resulting sustainable long-run deficit as presented in Table 1.3, is based on the following parameters and
assumptions. Besides using the end-2002 estimated debt to GDP ratio of 43 percent, we estimated the
sustainable primary debt for different growth and interest rates, with growth ranging form 4 -5 percent while
interest rates were set by using the 20-year average of the US Treasury Bond rate (5.4 percent) to approximate
the long-run real interest rate, and setting an interval of 4-6 percent. While the net interest payments on debt
account for most of the sustainability burden on the government budget, fairly modest seignorage revenues do
not contribute greatly to reducing interest payments on debt. The inflation tax is calculated by the inflation rate
(set at a long-run value of 4 percent) times the money demand to GDP ratio. Money demand is assumed to be a
decreasing function of the nominal interest rate L (j) and is approximated accordingly. In this way, the impact of
an increase in interest rates is twofold. It increases debt service payments while also decreasing seignorage
revenue. The money demand function is estimated using the following form: ke"'( where A=0.109 and
n=l.99 have been estimated using available auarterlv data on monev and interest rate.

Incomes and Labor Market Policies

1.21 Rigidities in the labor market and an inconsistent combination of income and social
assistance policies have magnified the impact of domestic demand expansion. The structural
characteristics of the labor market and its institutional setting, including the wage setting
mechanisms, have hindered the adaptation of the labor force to the new competitive environment
favoring price rather than quantity responses. As a result, labor market rigidities have slowed
employment growth, despite the latest acceleration in output, while contributing to continuing
high unemployment. High welfare benefit levels relative to average wages contributed to
reducing labor force participation. The legal framework regulating labor further hinders labor
market flexibility.

1.22 To make matters worse, rapid minimum wage increases have outstripped average wage
growth over the last four years, rising by as much as 86 percent between 1998 and October 2002.
This policy resulted in a sharp compression at the bottom of the wage distribution (see Table
1.4).8 High payroll tax rates, which, at 50.8 percent of gross wages, are currently at the very top
among regional economies, raise labor costs and further contribute to pricing less qualified
workers out of the market. Evidence of this is found in the particularly rapid growth in
unemployment for the less qualified workers (see Table 1.4).9 Differences in unemployment

s The increasmg concentrabon at the lower end of the wage distnbution is unusual for a transition economy, where wages tend to become less
concentrated reflecting higher retums to education, among other factors.

Along these lines, evidence that wages are not set in line with productivity also comes from the high dispersion of wage to productivity ratios
by region (see Chapter 3) Not surpnsingly, the vanation of unemployment by regions is also high, with higher unemployment in those regions
with a comparatively high wage to productivity ratio.
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rates across education groups have widened over time. While in 1997 the unemployment rate'"

for a worker with an apprenticeship degree was three times higher than that for a worker with a

college degree, by 2001 the unemployment risk for the apprentice was four times that for the

college graduate, with the difference between the two groups' unemployment rates growing from

7.3 percentage points in 1997 to 14.7 in 2001.

1.23 A quick look at some comparative labor market indicators confirms these observations

(sew Table 1.5). In fact, not only has the Slovak Republic the highest unemployment rate of the

Visegrad countries," but it also has a relatively low employment to population ratio. Long-term

unemployment and youth unemployment are on the high side, above average EU levels and close

to the top among Visegrad countries. There is limited dynamism in those areas of employment

that have contributed to generating more jobs in other countries. Self-employment, fixed-term

contracts, and part-time employment are lower in the Slovak Republic than in any other Visegrad

coumtry. Less than 9 percent of those who have a job are self-employed or family workers,

wl ereas these types of working arrangements reach almost 19 percent in the rest of the Visegrad

colmtries and 16 percent in the EU. Part-time work represents a minuscule share of total

errployment in the Slovak Republic. At 2.4 percent of total employment, part-time work is at

the very bottom among the Visegrad countries (averaging 6.4 percent) and is far below the

av-rage for the EU (18 percent). Given the high social assistance benefits relative to wages,'2 it

comes as no surprise that the demand for these jobs is also low in the Slovak Republic. Only 2.4

percent of unemployed workers are looking for this type of arrangement, against 14 percent in

the EU and 7 percent on average in the rest of the Visegrad countries.

Ts ble 1.4 Selected Labor Market Indicators, 1994-2002
________________________________ 1994 1995 1996 1997 1998 1999 2000 2001

Minimum wage (Skk) 2,450 2,450 2,700 2,700 3,000 3,600 4,400 4,920

Al erage monthly wages (Skk) 6,294 7,195 8,154 9,226 10,003 10,728 11,430 12,365

4).w. in industry 6,464 7,477 8,508 9,527 10,371 11,349 12,718 14,013

Ncminalgrowthofaveragewages(%) 17.0 14.3 13.3 13.1 8.4 7.2 6.5 8.2

i).w. in industry 17.6 15.7 13.8 12.0 8.9 9.4 2.1 10.2

Realgrowthofavg.wages(%) 3.1 4.1 7.1 6.6 1.6 -3.0 -4.9 0.8

,).w. in industry 3.6 5.3 7.6 5.5 2.0 -1.1 0.1 2.7

Mnimumtoavg.wageratio(%,1997=100) 133 116 113 100 102 115 132 136

Uiieniploymentrate(%) 13.7 13.1 11.3 11.8 12.5 16.2 18.9 19.4

Uiemployment rate for apprentices(%) 14.5 14.2 12.2 11.7 13.2 17.1 20.8 21.6

So trce. Statistical Office of the Slovak Republic and staffcalculations

1.24 The stability of the unit-labor cost-based real exchange rate throughout the period (see

Figure 1.1) is therefore a misleading indication of the Slovak Republic's underlying wage

competitiveness problems. To a large extent, this stability reflects the exit or downsizing of less

productive firms under the pressure of competition. While some fast-restructuring enterprises

were able to generate sufficient productivity gains to offset wage increases, other large segments

o "the economy struggled to compete, which led to heavy job losses and soaring unemployment,

p,irticularly among low-skilled workers. The consolidation of an export-oriented sector was

10 Starting in 1997, minimum wages have grown faster than average wages

l Unemployment in the Slovak Republic remains at some 6 5 percentage points higher than the CC-Il and more than 12.0 percentage points

at ove the EU
12 Combined with a benefit structure that reduces welfare benefits by one koruna for every koruna eamed.
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paralleled by a move toward more skilled labor-intensive export products and, to a lesser extent,
toward capital-intensive types of exports (see Chapter 2). While these (FDI-based and/or
restructured) enterprises have been able to generate sufficient productivity gains to offset wage
increases and to keep or expand employment, the move has left a second type of enterprise
behind. The latter type remains unrestructured or has not been touched by FDI; these enterprises
concentrate on non-tradable or import-competing activities, pay on average lower wages, and
attract less-skilled types of workers. With little room for wage adjustments, owing in part to the
growing compression in wages, less forthcoming access to credit, and increasing competition
from imports, these enterprises failed in higher numbers, leading to mounting job losses among
the low skilled.

Table 1.5. Unemployment Rates by Education Levels
(percent)

1994 1995 1996 1997 1998 1999 2000 2001
Primary 27.0 28.4 25.0 26.5 28.4 34.2 39.3 42.
Apprenticeship 14.5 14.2 12.2 11.7 13.2 17.1 20.8 21.
Secondary (without exam) 13.7 13.3 11.5 10.7 11.9 18.6 20.3 19.3
Apprenticeship (with exam) 16.9 11.6 9.6 9.6 10.6 13.9 18.9 18.5
Full secondary general 13.5 13.5 13.0 14.3 12.8 16.0 17.4 17.
Full secondary vocational 9.3 8.2 7.4 8.5 8.4 12.7 14.0 14.
Higher . . 3.7 5.5 6.1 5.1 7.5 9.5
Bachelor . . . . . . 11.2 11.
University 4.1 3.0 2.7 3.4 3.6 4.7 5.4 4.
Research qualification . . 5.1 - 5.6 4.3 3.0 14.
Without school education 60.7 42.7 68.8 57.8 84.5 57.2 84.8 86.1
Total 13.7 13.1 11.3 11.8 12.5 16.2 18.9 19.4
Source: Slovak Labor Force Survey
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Table 1.6: Labor Force Indicators in Selected Countries, 2001
(per,ent)

SKK PLa CZ HU SI CC-1I EU-15

Eml)loyment
Eiployment rate 15-24 years 27.7 21.4 34.4 31.4 30.3 27.0 40.

25-54 years 74.6 69.5 82.0 73.1 83.8 73.8 77.

55-64 years 22.5 30.5 36.9 23.7 23.4 34.6 38.

15-64 years 56.7 53.8 65.0 56.3 63.6 57.8 63.

Part-time emnployment 2.4 10.2 5.0 3.5 6.1 9.8 18.

Employment in services/industry 153.0 163.2 134.8 172.0 133.0 152.7 233.

Enp loyment to population ratio
-15-64 years 56.9 55.2 65.8 56.6 65.3 60.2 64.

-15+ years 48.8 46.3 54.9 46.7 54.4 50.1 52.

Self-employed & family workers-(% of tot. employm.) 8.6 28.0 15.3 14.6 17.1 27.1 15.

Coniractoflimitedduration 5.0 11.9 8.1 7.5 13.1 8.0 13.

Unemployment
-Un rnployment rate (% of labor force)

-15-24 years 38.9 41.5 16.3 10.5 15.7 28.8 14.

-25-64 years 15.9 15.6 6.9 5.0 4.6 11.3 6.5

-15 + years 19.4 18.4 8.0 5.7 5.7 13.0 7.3

touh unemployment ratio 15-24 years (% of age pop.)b 17.6 15.2 6.7 3.7 5.7 10.9 6.

nemployment 12 months and more (% of tot. unempl.) 58.3 50.1 52.9 44.8 63.3 52.4 44.

Unemployed seeking apart time job (%of tot. unempl.) 2.4 6.1 9.5 6.0 - 4.8 14.1

Note;. a/ Poland estifnates cover only the population aged 15 and over.
b/ 15 to 25 year old unemployed as percent of 15 to 25 year old total population

Sourwes EUROSTAT, Statistics in Focus, Population and Social Conditions, Theme 3 - 20/2002, staff calculations.

EXTERNAL ENVIRONMENT

1.25 The return to rapid domestic demand expansion observed above has been taking place

agazinst a less supportive external environment than in the mid- to late 1990s. Growth in the

main market for Slovak exports, the EU, is estimated to decelerate in 2001-02 to almost half that

of the 1994-98 period. The growth rate of exports in 2001-02 is less than half that of the

prc:vious two years (see Table 1.2), while import growth quadrupled, due mainly to higher

domnestic demand. The current account widened in 2001, reaching deficit levels comparable to

those experienced at the time of the 1998 devaluation. After reaching levels of more than 9

pei cent of GDP in 1998, current account deficits had initially fallen to 4.9 percent of GDP in

1999 and to 3.6 percent in the following year. By the year 2001, however, the current account

balance fell back to deficits in the order of 8.6 percent of GDP, and it is estimated to remain at a

sirnilar level this year. As a result, after briefly driving growth in 1999-2000, net exports again

dragged it down in 2001-02, reducing growth by 4 percent per year, as it had in 1995-98.

EXTERNAL FINANCING

1.26 Fortunately, the country has been able to finance the gap resulting from the discrepancy

between absorption and output growth primarily through privatization receipts, instead of

through international borrowing as was done in the mid-1990s. By opening the new round of

privatizations to foreign investors and improving transparency, the new government succeeded in

at Tacting highly regarded strategic investors to key areas of the economy. With renewed interest
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in greenfield investment also, net direct investment soared to about US$0.7 billion (or some 3.7
percent of GDP) in 1999 and to US$2.1 billion in the following year (or more than 10 percent of
GDP). This late take-off of FDI started to compensate for the almost negligible levels of FDI
inflows before 1999.'3

1.27 The country's debt situation has strengthened as a result. The large FDI inflows
contributed to stabilizing gross foreign debt to GDP ratios, which remain today at around the
1998 levels. Nevertheless, while the debt situation remains at a manageable level (of about 54
percent of GDP), there is a down side in its term structure, as short-term liabilities account for
almost 40 percent of the total debt. On the other hand, close to 70 percent of the foreign debt is
owed by domestic corporations, part of which borrowed from parent companies (intra-enterprise
lending), which is considered a less risky form of lending from a current account standpoint.
With gross official foreign reserves on the order of US$ 4.2 billion net foreign debt stood at 35
percent of GDP by end-2001. However, helped by record high FDI inflows this year'4 (on the
order of 15-16 percent of GDP), net foreign debt is estimated to drop to around 19 percent of
GDP by the end of 2002, a decline of about 22 percentage points of GDP from the 1998 level.
Helped by this evolution, and despite the large external imbalances, two of the major rating
agencies have restored the Slovak Republic's debt to an investment grade rating, reversing the
reduction in the rating in 1998. Sovereign bonds are now paying 70 percent lower spreads than
at the time of the crises.

STRATEGIC CHALLENGES AND OBJECTIVES

1.28 This situation of easy external financing will unfortunately not last. With the bulk of
assets already privatized, privatization receipts are already shrinking. Unless the fiscal deficit is
brought under control, the resulting interest rate hike will be sure to choke the recovery, bringing
unemployment even higher. In fact, FDI inflows are expected to go back to more "normal"
levels of 3-3.5 percent of GDP starting next year, making any further consolidation in the
external position in the near future dependent on the narrowing of the current account balance.

1.29 In steering a policy course away from such troubled waters, one should remember that
the Slovak Republic has been a latecomer to reform. The most successful transition countries in
the region have managed to consolidate productivity gains while keeping exchange rate
appreciation and rising labor costs at bay at the time of the initial accumulation of FDI. By
doing this, they enable the export take-off to be sustained at the time of the FDI accumulation,
allowing productivity gains to trickle down to salaries and government consumption only later
on in the process. In this regard, a simple comparison of the Slovak Republic's real exchange
rate trends now with those of other regional competitors (as in Figure 1.1) may not suggest an
adequate policy stance. The Slovak Republic is at a relatively early stage of FDI accumulation
and gains in productivity. Therefore, the Slovak Republic should now pursue income and fiscal
policies that would allow the country to improve competitiveness and secure the export take-off,
as countries such as Hungary did some years ago.

13 FDI inflows in the Slovak Republic previous to 1999 were significantly lower than those received by the other CEECs. In particular, while
Hungary averaged 5.1 percent of GDP in annual flows over the 1993-98 penod and the Czech Republic and Poland averaged 3.2 and 2 8,
respectively, the Slovak Republic only received an equivalent 1 3 percent of GDP over the same penod.
14 The sale of 49 percent of the gas company totaled some US$2.7 billion and the sale of the three power distnbution companies for an additional
US$ 0.6 billion, accounted for 95 percent of the total estimated pnvatizaion receipt for this year
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1.30 In this macroeconomic setting, the incoming government will want to pursue three

objectives outlined above: invigorating the economic recovery, broadening the incipient growth

iin employment, and, at the same time, securing external stability. Achieving all three objectives

will require a combination of the following three instruments:

(a) Continued trade and enterprise reform.
(b)Fiscal consolidation.
(c)Labor market liberalization.

Trade and Enterprise Reform

1 31 A dynamic, competitive enterprise sector will be the economy's prime engine to generate

g-owth and productive jobs, as well as the exports to narrow the current account deficit. Thus, it

v" ill be a top priority for the new government to implement policies that will amplify the

domestic supply response and to boost net exports. This is the focus of Chapter 2. Key items on

tisis policy agenda include (i) speeding up farm restructuring before joining the EU's CAP, (ii)

privatizing power generation and bringing forward the energy tariff adjustments required to set

tariffs in line with EU directives; (iii) bringing down the internal border within the Czech-Slovak

C'ustoms Union (CSU) before EU accession; and (iv) strengthening the regulatory framework for

bank operations while de-bottlenecking debt resolution procedures. These measures would work

in concert with the fiscal consolidation and labor market reform policies discussed below to

create a sound environment for an efficient enterprise sector.

I'iscal Consolidation

1.32 Fiscal consolidation, the secondfundamental leg of government's medium term strategy,

i; now required both in its own right (to arrest potentially explosive public debt dynamics) and to

relieve current pressures on the balance of payments. The government needs to reverse past

t-ends and rapidly reduce the fiscal deficit. This will compress public sector demand and thus

rlake room for the ongoing investment expansion without unduly compromising external

balances. However, while the need for fiscal consolidation is clear and relatively

incontroversial, the same cannot be said of the magnitude of the required consolidation nor of
the means to achieve it. This chapter focuses on the size of the needed fiscal adjustment, while

(Chapters 3 and 4 discuss specific strategies to achieve it.

1 .33 How much fiscal consolidation would be required? To answer this question we follow a

two-step methodology proposed by the IMF staff in "The Road to EU Accession."1 5 The first

step involves the estimation of a current account deficit consistent with net debt to GDP ratios

that remain stable over the next five years. The second step consists of estimating how much

adjustment is needed in the public sector to allow the country to reach these current account

dleficits. In doing this, assumptions need to be made regarding the reaction of private sector

i,aving-investment balances to changes in the fiscal stance (see Box 1.2).

5 Following the "Road to Accession, " R. Feldman and C. Maxwell Watson, ed. IMF, mimeo, 2001, we assume that fiscal consolidation reduces

invate saving-investment balances Irrespective of whether it is expenditure or revenue dnven The magnitude of the reduction depends on the

importance of the Ricardian effects, which we assumed at 50 percent, following the above-mentioned report
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1.34 The figures presented in Box 1.2 suggest that a medium-tern target for the external
current account deficit of about 4.8 percent of GDP might be appropriate to keep net foreign debt
to GDP ratios at end-2002 levels throughout the next five years. Given the current account

Box 1.2 Current Account Deficits Consistent with Stable Net Debt to GDP Ratios.
Given the unusually high FDI inflows this year, net foreign debt (defined as gross debt net of gross official
reserves) is estimated to fall from 35 percent of GDP (end of-2001) to around 19 percent by the end of this year.
Under reasonable assumptions of real exchange rate appreciation, GDP growth, and foreign inflation over the
next five years, we found that current account deficits at or below 5 percent of GDP will maintain net foreign
debt to GDP at end-of-2002 levels.

Current account deficit that allows stable Net Debt to GDP ratio =

[I] NFD * [g/(l+g)] + net FDI = 4.8 (percent of GDP)

where NFD represents the net foreign debt as a share of GDP, and g is the annual rate of nominal GDP growth in
US$.
Assumptions regarding the evolution of the main variables over the 2003-08 period include: average external
(EU) inflation at 2.2 percent per annum; the koruna's real annual exchange rate appreciation at 1.5 percent,
which is lower than the average for the past six years; real GDP growth at 4.7 percent; and net foreign direct
investment at 3.3 percent of GDP. End-of-2002 NFD is estimated at 19 percent of GDP, whereas the nominal
rate of GDP growth in US$ (g) equals 8.5 percent; the result, in turn, of the combined effect of the assumptions
regarding the REER, real GDP growth, and external mflation.
However, over the longer term the net FDI component should be reduced, as a growing part of earnings are
expected to be transferred outside the country. Therefore, the longer-term current account deficit that assures
stability to the net debt to GDP ratio falls to just the first component of equation [I] and a fraction of the second.
If we assume that 50 percent of profits arising from FDI are not reinvested in the economy, then the longer-term
sustainable current account deficit falls to just 3.4 percent of GDP.

deficit is now at 8.6 percent of GDP, a reduction on the order of 3.8 percentage points of GDP
would be required. However, this adjustment will be facilitated by the expected expansion in EU
transfers to the Slovak Republic. With net transfers from the EU estimated to increase by 2
percentage points of GDP, the required reduction in the goods, services, and income balance is
then estimated to be close to 1.8 percent of GDP. To achieve this target would require bringing
the overall fiscal deficit down to about 2.5 percent of GDP over the next four years (resulting in
a primary fiscal surplus on the order of 0.5 percent of GDP by 2006).

1.35 To reduce the fiscal deficit (and the associated current account deficit) to the target levels
would require a fiscal consolidation on the order of 4.9 percent of GDP over the next four years.
Part of this contraction in the deficit, however, will result from the increase in transfers from the
EU mentioned above.'6 Taking into account the potential contribution of EU transfers (see
below), the size of the purely domestic fiscal effort would be around 3.5 percent of GDP by
2006, a target that seems achievable.

1
6 Assuming that CAP-related transfers and structural funds do not add to the existing spending levels
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Table 1.7: Public Sector Deficit and Debt Outcomes - Two Scenarios, 2001-09
(p9rcentage of GDP)

2001 2002 2003 2004 2005 2006 2007 2008 2009

Re orm Scenario -

1. 'Jross debt level 43.0 42.0 43.1 44.3 44.1 43.3 43.0 42.8 42.8

2. GIross assets 30.2 34.7 33.4 31.3 27.4 27.4 27.4 27.4 27.4

. '4et debt 12.8 7.3 9.7 13.0 16.6 15.9 15.6 15.4 15.4

4. ?rimary deficit 4.5 3.6 2.6 1.5 0.5 -0.5 -0.5 -0.5 -0.5

5. [nterest 3.9 3.9 3.2 3.2 3.1 3.0 3.0 3.1 3.1

6. verall deficit 8.4 7.5 5.8 4.8 3.6 2.5 2.5 2.6 2.6

NGS Reform Scenario
1. 3ross debt level 43.0 42.9 45.9 50.0 53.8 58.2 63.3 68.7 74.3

2. 3ross assets 30.2 34.7 33.4 31.3 27.4 27.4 27.4 27.4 27.4

3. Net debt 12.8 8.2 12.5 18.7 26.4 30.7 35.9 41.2 46.8

4. Primary deficit 4.5 4.5 4.5 4.5 4.5 4.5 4.5 4.5 4.5

5. [nterest 3.9 3.9 3.3 3.5 3.5 3.9 4.4 5.0 5.6

6. )verall deficit 8.4 8.4 7.8 8.0 8.0 8.4 8.9 9.5 10.1

Cc mmon Assumptions
7. Nomiinal GDP growth (PEP) 8.9 7.2 8.9 9.1 9.3 8.0 7.0 7.0 7.0

8. Privatization receipts for debt repayment 0.0 5.6 1.3 0.0 0.0 0.0 0.0 0.0 0.0

Soairce. WB estinates.

1.36 The fiscal objective proposed for 2006 is within reasonable reach and could be met

without resorting to unrealistically painful measures. However, it is important to stress that the

celculations above assume a positive net impact of EU accession in the range of 2 percent of

GDP over the medium term. This is composed of agriculture and structural funds transfers from

the EU to the Slovak Republic, net of tax transfers from the Slovak Republic to the EU. The net

fi;cal gains will be realized only if structural funds are applied to "existing" expenditure

programs (as recommended in Chapters 3 and 4) and not used to finance new spending over and

atbove these programs. If these assumptions fail to materialize, then the fiscal adjustment needed

will be correspondingly larger.

1.37 What is more important is that this interim fiscal objective be seen as setting the country

oii a path to reduce its macroeconomic deficits further, enabling it to meet the demands of the

Growth and Stability Pact once it is in the EU (and therefore in the EMU), as well as later to

rrteet the Maastricht criteria on debts and deficits for joining the euro zone at an appropriate time.

To reconcile growth, fiscal, and external balance objectives, the primary deficit of the general

go)vernment would need to be reduced over the next four years and turned into a primary surplus

o [ about 0.5 percent of GDP by 2006. This fiscal outcome should also allow stabilizing the ratio

o ftotal government debt (domestic and foreign) to GDP at around 43 percent of GDP and should

restore extemal sustainability, stabilizing net foreign debt to GDP ratios at end-2002 levels.

1.38 The adjustment through domestic fiscal efforts of about 3.5 percent of GDP over four

years, while challenging, seems feasible. Consistent with the experience of successful fiscal

aljustment in other OECD countries, the government should pursue the following three- pronged

sITategy:
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(a) The bulk of adjustment should be achieved through expenditure cuts, primarily in
enterprise subsidies and transfers and in the government's wage bill.

(b) The revenue reduction proposed under the country's pre-accession economic
program'7 should be postponed until the expected cutbacks in expenditure actually
materialize.

(c) Revenue and expenditure should be redirected and restructured to reinforce
growth and employment objectives.

1.39 As discussed in Chapter 4, key expenditure retrenchment measures would involve cutting
back enterprise subsidies (currently the highest in the CEECs), and raising the retirement age,
thereby lowering projected pension deficits and providing scope for more adequate and secure
pensions for future generations. In addition, expenditure reforms proposed for education and
health, and consolidation of the decentralization program, should, over time, reduce the
government's wage bill (the highest in the CEECs), in part through a reduction in the currently
bloated numbers of employees in education and health, and in part through avoiding
fragmentation and duplication in the decentralization process. In the longer run, reforms in
benefit levels and structures should slow the growth in spending on other social benefits,
especially by encouraging a more rapid transition from welfare to work.

1.40 On the revenue side, given the steep tax reduction implemented in the last four years, the
time has come to postpone any further overall tax reductions until fiscal consolidation objectives
are accomplished. While keeping overall revenue ratios close to the current levels, there is
substantial scope for important changes in the structure of revenues in the Slovak Republic and
to broaden the base of general revenues, thus allowing a reduction in payroll taxes. This
rebalancing of revenues should include an expansion of non-tax revenues, particularly those
linked to revenues from participation in gas and electricity enterprises, as well as an expansion of
the tax base in both the CIT and PIT. For example, there is room to expand the CIT base by
limiting tax incentives for investment to EU-compatible levels. In addition, significant revenues
are possible from the special levy proposed in Chapter 2 to tax windfall profits expected in the
gas company from the planned increase in regulated prices. 8 A similar effort should be made for
the PIT. In addition to efforts to formalize areas of the economy, those categories of income
currently exempted from PIT should be brought into the tax base. This concerns, in particular,
pensions (which would need to be appropriately rebased) and child allowances, if they continue
to be available to all parents.'" There is also room for expanding some other taxes, particularly
the VAT and excises. Increasing excises for beer and tobacco and unifying VAT tax rates at the
current top level would be the most relevant measures in this area.

1.41 These measures to broaden the revenue base would allow reductions in payroll taxes in
the areas discussed in Chapter 4 (notably health, sickness insurance, and possibly pensions). The
Slovak Republic's payroll taxes are currently the highest of all Visegrad countries. A reduction

1 From 38 percent of GDP in 2000, to a projected 35 percent of GDP, to a 33 percent of GDP target in 2004
Is While this may require some compensatory social policies for the most needy, the net outcome is expected to improve the fiscal balance
9 This would leave the redistribution role to the progressive rates embedded in the tax system
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in payroll taxes would in turn reduce country's unemployment, which is also the highest in the

reg ion, while reducing incentives to remain in the informal sector.

1.42 Finally, current andfuture inflows ofprivatization receipts from abroad should be used to

rel ire foreign rather than domestic debt. Not only is this needed to keep such inflows from

spilling over into excessive domestic demand, such approach would also be consistent with a

st ategy to optimize the currency structure of public debt and to deepen the domestic debt

m.rket. At present 52 percent of public debt is in foreign currency, which is relatively high, and

about a third of that foreign debt is currencies other than the euro, which may be unduly risky

given the country's prospect of joining ERM-2 in the not too distant future. On the other hand,

th-1 domestic debt market is under-developed, lacks predictability and transparency: there is, for

in:;tance, no firm issuance program, making it difficult for market participants in turn to plan and

manage their own cash flows. To overcome this deficiency, the government would therefore be

well advised to

(a) Integrate cash and debt management within the Ministry of Finance (international
experience would seem to advise against delegating that task to a separate debt

management agency in circumstances where oversight capacities are weak).

(b) Rely primarily on regular, non-discretionary debt issuances designed to create

liquid benchmarks spread along the yield curve.

(c) Develop an asset/liability management strategy in line with best practices among

EU members and develop attendant risk management systems.

Labor Market Reform

1.43 Reducing unemployment is perhaps the clearest mandate emanating from the recent

elections and is consequently a priority for the forthcoming government. It will be a challenging

rr andate to fulfill, as unemployment in the Slovak Republic has proved to be resilient, rising in

spite of increased economic activity over most of the past four years. Given the structural

clhanges in the input composition of export and import products, an export-oriented strategy
a] one may not suffice to reduce current unemployment to levels similar to those in countries such

as Hungary. In particular, with unemployment concentrated at the very bottom of the education-

," age distribution, and with wage mechanisms that favor wage concentration by artificially
forcing wage increases at the bottom of the distribution, growth alone will probably not suffice.

bi addition, high social assistance benefits relative to wages obstruct increases in labor force

participation. A recent OECD report20 lays out in comprehensive detail the policy agenda

involved, and many of these themes are also discussed in Chapter 4 of this report in the context

of restructuring expenditure for education and social protection.

1.44 On the labor demand side, it is necessary to reduce labor costs by reducing payroll taxes.

'IThis in turn will require, on one hand, the transfer of the costs of the social welfare components

fi om the social insurance system to general taxation. It will also require further restructuring in

the financing of the social insurance system (especially in health) to enhance efficiency and

reduce costs. Chapter 4 also discussed these possibilities in more detail. To improve labor

2( 7The Slovak Republhc, 2002 Annual Review, OECD, Pans, 2002
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demand further it is necessary to reduce tax pressure on the SMEs, a dynamic segment of the
enterprise sector that has been proven to generate the greatest number of jobs in other economies.
In this regard, reducing the tax exemptions on foreign investment (as recommended in Chapter
2) will reduce the current bias against domestic enterprises, particularly against SMEs, and allow
them to compete on a level playing field.

1.45 Increased flexibility in labor relations and wage setting mechanisms should also boost
labor demand. In this regard, it is highly recommended to put an end to the deliberate policy of
increasing minimum wages more rapidly than other wages, and, more broadly, to stop attempting
to use the minimum wage as an instrument of incomes policy.2' As presented in the PEP, the
current approach intends to "gradually increase the proportion of the minimum to the average
wage level." While this policy may encourage some extra workers to participate, it is also sure
to reduce labor demand, particularly at the low end of the wage scale. It would also be desirable
to limit the extension of regional or sectoral collective agreements only to those firms that
participated in the negotiations. The extension to firms not involved may result in wage awards
that are not justified by improvements in productivity. Along these lines, the decentralization of
wage bargaining will enable wage agreements to reflect productivity conditions at the firm level
more accurately.

1.46 Furthermore, the easing of many of the restrictive regulations currently embedded in the
new labor code could facilitate job creation and the reallocation of the labor force following the
structural changes in the enterprise sector. Regulations should be modified to improve flexibility
in the areas of part time employment and limits on working hours, to reduce the labor union's
role in management of personnel issues, to reduce red tape for the creation of SMEs, and to
soften some of the most protective employment provisions of the labor code for SMEs.

1.47 On the supply side of the labor market, it will also be necessary to encourage labor force
participation by reforming the benefit levels and structure of social assistance (following a new
household survey) to reduce the work disincentives in the current system, while containing
expenditure growth (see Chapter 4). The gap between benefit levels and wages should be wide
enough to maintain a strong work incentive. Labor force participation would also benefit from
changes in the structure of social assistance, making its activity tests more effective, and possibly
tapering the withdrawal of benefits as recipients earn income from gainful employment.' In the
longer term, efforts should be aimed at adapting the supply of human capital to the new market
requirements. Promoting general as opposed to vocational secondary education and gradually
expanding enrollment at the tertiary level would contribute to this end (see Chapter 4). Further
liberalization of the housing market would also improve labor mobility.

CONCLUSIONS

1.48 The extemal current account and fiscal deficits (net of privatization receipts) remain
unsustainably high (at about 8 percent of GDP in 2002). With a capital account surplus in the
range of 20-22 percent of GDP this year, the country may not find it particularly difficult to
finance those deficits in the short run. However, this favorable situation will not last.

21 An appropriately low minimum wage could still play a useful role in protecting workers against abuses by unscrupulous employers
22 At present social assistance benefits are reduced by the full amount of any eamed income, resulting in a marginal tax rate of 100%/o up to the
social assistance benefit level.
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Furihermore, this policy mix, through its impact on the real exchange rate, undermines the

employability of large segments of the population (particularly those with low skill levels) and

will ultimately choke growth (projected at 4 percent for 2002). While much policy attention has

gone into stimulating investment, future growth will also depend on raising the employment rate,

cun ently one of the lowest among the CEECs at 50 percent of the working age population.

1.49 This chapter has laid out the broad thrust of a policy strategy to invigorate the economic

recovery and bring the economy toward EU convergence. Such a strategy consists of three key

elernients:

(a) Continued trade and enterprise reform. This is the main topic of Chapter 2.

(b) Fiscal consolidation, focusing on cutting back expenditure and stabilizing
revenues while redirecting revenue and expenditure and expenditure policies to

become more fully supportive of growth and employment objectives. The

discussion above provided the macroeconomic context and estimated the size of
fiscal adjustment needed, while Chapters 3 and 4 discuss specific strategies for
reduce and redirect expenditures.

(c) Labor market and social protection reform to enhance labor market flexibility,
including more flexible working arrangements (such as part-time work, self-

employment and fixed-term contracts), as well as decentralized wage setting
mechanisms, better matching between labor market demands and education

system outputs, and measures to reduce both work disincentives in social
assistance programs, and job creation disincentives from high payroll taxes. The

discussion above provided an overview of the policy agenda of labor market

reform, while the review of expenditure programs in Chapter 4 presents some
specific policy options in the areas of social protection.

1.50 The substance of this strategic approach is the focus of the rest of this report. The

success of this strategy, however, is predicated on enhancing the country's governance

framnework, including the capacities to design and implement reforms and manages public
expenditures. Chapter 5 focuses on the policy options involved in realizing this objective.





2. STRUCTURAL TRANSFORMATION

2.1 The previous chapter drew attention to the macroeconomic factors behind the current
rec(ivery, as well as behind the imbalances that have reemerged during the process.
Underpinning these macroeconomic developments are more profound structural developments in
the performance of the enterprise sector. The 1998 crisis constituted in many respects a
traditional crisis of crony capitalism. State assets had been seized upon by friends of the regime
and their operation had been shielded from market tests and bankrolled by state-owned banks. A
fixcd exchange rate regime was integral to that scenario, but proved increasingly hard to sustain
in the face of rampant laxity (and corruption) in the conduct of financial affairs. The currency
crisis of (October 1998) brought that episode to an end and forced a reconsideration of the entire
polt cy scenario.

2.2 After four years of reform, one can judge the magnitude of the change. As loss-making
firnis were weeded out under tighter financial conditions, overall profitability surged, and firms -
par.icularly foreign-owned firms -- are again creating jobs. The same firms are also driving the
country's integration into the production networks of EU-based multinational corporations
(MN4Cs), while on the domestic side network industries are being unbundled and privatized (also
to strategic foreign investors).

2.3 Certain key issues remain, however which the new government will now need to tackle,
inc Luding the following: (i) performance has been lagging behind in the agriculture sector, owing
in part to a government policy to pursue food self-sufficiency and to support inefficient large
corporate farming with large subsidies; (ii) anti-small business biases in the business framework
have arisen from the preferential tax treatment provided to large (and largely foreign) investors
an(d from the absence of actionable debt resolution procedures; (iii) bank lending is thus guided
more by the degree of enforceability of creditors' rights than by underlying economic rationales,
and is in practice available only to top-echelon firms; (iv) conversely, there is a risk that banks,
now highly liquid, will seek to branch out rashly into new lines of business, such as real estate
andl commercial properties, in a bid to boost their currently low profits; (v) the country's trade
spc cialization may be veering too rapidly away from labor-intensive products; (vi) the
maintenance of an intemal border within the Czech-Slovak Customs Union (CSU) is hindering
trade expansion and has allowed the country to fall behind in aligning its trade regime with EU
requirements; and (vii) energy tariffs, particularly for gas, remain heavily distorted in favor of

residential users.

2.4 This chapter takes stock of the reform progress and identifies the outstanding policy
agenda. In the discussion below, the first section provides an overview of firm performances
since 1998. Banking sector restructuring has played a key role in the tumaround, and the second
section outlines this role and discusses the next steps. The third section deals with issues of trade
int-gration and specialization and highlights the role of EU accession on the one hand, and of the
CS U on the other, in the process. The next two sections turn to sectoral issues in agriculture and
eniergy, respectively. The final section concludes by summing up the chapter's policy
rec ommendations for bringing forward enterprise reform.
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ENTERPRISE RESTRUCTURING

2.5 The last few years have seen a sharp turnaround in enterprise performance. Interestingly
enough, most of the improvement observed at the aggregate level is due not so much to the
performance of profitable firms as to the weeding out of loss-making firms under the tighter
financial discipline faced by the latter. This section looks at the nature and sources of this
turnaround, and sets the stage for the discussion in the following sections of the remaining policy
agenda in the areas of financial sector development, trade integration, agriculture (a sector in
which restructuring has been lagging behind), and energy.

2.6 The most striking manifestation of the turnaround in enterprise performance has been the
sharp upswing in profitability recorded between 1998 and 2002. Depending on which series one
looks at (see Table 2.1), this upswing would have ranged anywhere between 9 and 11 percent of
GDP. The turnaround was particularly impressive among state-owned and domestically owned
private firms (Table 2. 1, first panel). Taken together, these two types of enterprises were forced
to turn their books from red to black: the level of profit of each of these two categories of firms
improved by about 3.5 percent of GDP. Foreign-owned enterprises also continued to improve
their profitability, albeit from already positive positions at the start of the reforms.

Table 2.1: Evolution of Enterprise Profitability, 1998-2002
(percent of GDP)

1998 1999 2000 2001 lQ2002 Change 2002 Percen
(Q1)/1998 Contribution

By firm size
0 - 9 ernployees 1.9 2.5 2.2 2.6 2.5 0.7 6.1
10-19 0.2 0.3 0.9 1.4 0.6 0.3 3.
0-49 0.5 0.3 1.0 1.1 1.2 0.8 7.1
0 - 249 0.5 0.8 0.9 1.6 3.4 3.0 27.

250-499 -0.1 0.1 1.0 0.5 1.1 1.2 11.
00 - 999 -0.5 -0.1 0.7 1.4 1.6 2.1 19.5

1,000- 0.4 5.0 3.0 5.0 3.1 2.7 25.0
Total 2.8 8.8 9.7 13.6 13.5 10.7 100.(

By forn of ownershipa
Public sector 0.0 0.8 1.2 2.2 3.4 3.5 38.
Private sector 0.7 1.7 4.2 6.5 6.3 5.5 61.
O.w.

Domest. owned -0.2 -0.1 2.0 2.1 3.1 3.4 37.3
Cooperative -0.1 -0.1 -0.1 0.1 -0.1 0.0 0.3
otherb 1.1 2.0 2.2 4.3 3.2 2.2 24.1

rotal 0.7 2.6 5.4 8.7 9.7 9.0 100.(
Non-financial enterpnses employing more than 19 employees only.

h Including foreign-owned enterpnses.

2.7 Most of the improvement in performance has been concentrated among medium and
large-scale enterprises (Table 2.1, first panel) -- perhaps because it was these enterprises that
benefited most from the previous climate of financial laxity. In 1998, the worst losses were
reported among firms ranging from 250 to 1,000 employees. Small-scale firms, in contrast, had
probably operated under hard budget constraints all along and continued to post steady profits.
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2.8 A few factors may help explain this phenomenon. First, the government managed to
prinatize or close down about 40 percent of those enterprises that remained in state hands as of
1998. As Table 2.2 shows, this affected mainly medium and large-scale enterprises, smaller ones
haing all been privatized earlier on in the transition.

2.9 Better still, the quality of privatization improved considerably. Until 1998, privatization
had officially focused on the building of a "domestic capitalist class" and had resulted in little
foreign direct investment and enterprise restructuring. In practice, asset sales had been non-
traasparent and mired in cronyism and political abuse. The new government abolished the
pr:vious Act on Strategic Enterprises, which was an obstacle to the privatization of utilities,
pu'luished a list of auctioned enterprises, reconsidered disadvantageous privatization agreements,
and initiated the restructuring and sale of large banks and utilities. The process gained credibility
wi :h markets, thanks to unusually transparent behavior and procedures and to well selected
ad uisers, and resulted in attracting reputable strategic investors.

Table 2.2: Enterprise Ownership Structure
(pprcent)

Change
_| 0-9 Oct-49 50-249 250-499 500-999 1,000 + Total 2002/1998

1998
Pualic 0.7 4.9 15.2 20.3 15.9 42.6 2.3

Pnvate 99.3 95.1 84.8 79.7 84.1 57.4 97.7

Foreignb 20.4 13.2 9.6 10.9 13.9 7.8 18.8

Private domestic 77.0 74.7 52.3 50.7 58.9 47.5 75.0
C ooperative 1.5 6.0 21.0 16.5 8.6
A.ssociationsc 0.2 0.2 0.4 1.3

C4theri 0.3 0.9 1.5 1.6 1.3 2.1 0.4

T(tal 100.0 100.0 100.0 100.0 100.0 100.0 100.0

24)02 (June)
PLblic 0.6 2.8 6.0 11.5 10.1 30.2 1.3 40.

Private 99.4 97.2 94.0 88.5 89.9 69.8 98.7 3.

E oreignb 19.4 14.3 17.0 21.4 29.2 23.6 18.6 1.5

Irivate domestic 80.0 82.9 77.0 67.1 60.7 46.2 80.1 9.4
otal 100.0 100.0 100.0 100.0 100.0 100.0 100.0 2 4

a/ ncluding enterpnses with an uncetain number of employees.
b/ Foreign and intenational enterprises.
c/ 'Uso political parties and churches.
d/ Dther calculated as a residual.
So srce Statistical Yearbook of the Slovak Republic, 1997-2001

2. 10 Second, public tariffs were raised, sometimes drastically (see below on energy prices),
a] lowing public utilities to restore their profit and self-financing margins (see Table 2.3). Tariff
ir creases in the energy sector alone ranged from 200 to 300 percent between 1998 and 2001.
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2.11 Third and perhaps most important,
enterprises began to face tighter financial Table 2.3: Average Profit Margins by Ownership
conditions. Banking sector reforms broke type, 1996-2001
up the old-boys' club mentality that used (percent)
to tie together banks and their corporate 1998 1999 2000 2001
borrowers. On its part, the government Public -0.1 1.8 3.3 5.9
became less willing to underwrite Private -0.3 0.1 2.1 3.0
corporate borrowing through a disorderly Foreign 3.2 4.4 3.2 5.5
use of government guarantees (although Total 0.4 1.4 2.7 4.4
the latter remainled a key features of the Note. Non-financial enterpnses with more than 24 employees, 1997

the latterremained key feates of the and later with miore than 19 employee

financial operations of utilities and Sources Statisical Office and staff calculations

railways). Enterprises in turn proved more
reluctant to extend credit to their clients. As a result, inter-enterprise overdue receivables,
contracted through the 1998-2002 period (see Figure 2.1).

2.12 The result was to force enterprises to restructure or to go out of business. The number of
loss-making firms dropped abruptly across the
economy (see Figure 2.2). Even those that Figure 2.1: Enterprise Past Due Receivables
stayed in business were forced cut back their
losses substantially (see Table 2.4). Indeed, 45-

most of the improvement in aggregate profits 40 a

observed above (Table 2.1) can be attributed to 35

what happened to loss-making firms. In
contrast, if the number of profitable firms 30

increased somewhat between 1998 and 2002 25

(with particularly strong performances in such 1995 1996 1997 1998 1999 2000 2001

sectors as transport equipment, chemicals, - r
textiles, leather, pulp and paper, and utilities), ,
their profit margins remained essentially
unchanged. This may be associated with the growing degree of competition brought about by
trade liberalization and EU integration (see below).

2.13 One main way in which enterprises adjusted was by shedding labor. By 2001, those
firms that survived employed on average 25 percent fewer people than in 1998. The worst hit
were the traditionally labor-intensive construction firms (which further suffered from a
contraction in the volume of public works contracts), but all sectors were affected to varying
degrees (see Table 2.5, first panel). Only foreign-owned firms appear to have been able to buck
this trend and expand their respective payrolls (Table 2.5).
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Figu re 2.2: Number of Profitable/Loss-Making Firms by Sector, 1998-2001

(pe] cent change)

Total

Agnculture and hunting

l__________________________ Forestry and fishing

Mining and quarrying

Manufactinng

Electncity, gas and water

Construction

Wholesale and retail trade

- Hotels and restaurants

Transport, post and telecom

Real estate, renting

EProfitable I*Loss-making Education

Health and social work

Other conmunity services

100 -80 -60 -40 -20 0 20

Table 2.4: Evolution of Profit Margins by Sector, 1998-2001
eprcent)

All Enterprises' Profit-Making Only' Loss-Making Only'
1998 1999 2000 2001 1998 1999 2000 2001 1998 1999 2000 2001

A. Agriculture, Hunting -2.7 -3.7 -1.1 0.9 15.2 5.6 5.0 5.5 -23.5 -14.6 -10.2 -10.4
B. Forestry&Fishing 1.8 -0.1 1.0 0.8 15.7 4.8 1.2 1.0 -11.0 -4.6 -4.0 -5.8
C. Mining&Quarrying 3.9 2.9 7.9 9.7 9.6 8.3 15.1 18.9 -10.9 -6.3 -3 8 -3.1
D. Manufacturing -1.4 0.8 2.9 4.8 7.4 5.7 5.8 6.9 -18 6 -11 7 -9 4 -9.4
E. Electricity,Gas&Water 7.4 11.8 6.1 6.6 14.2 12.3 6.5 11.1 -97 -5.3 -3.8 -8.2

F. Construction 1.4 1.0 1.5 3.2 9.2 6.6 4.6 6.1 -16.1 -10.6 -9.4 -9.6
G. Wholesale & Retail Trade 1.3 0.3 2.4 2.1 5.9 4.8 4.0 3.7 -9.7 -6.4 -3.0 -4.0
H. Hotels & Restaurants -0.6 2.3 3.4 5.1 14.2 108 7.8 9.6 -26.7 -20.2 -10.2 -6.4

1. Transp., Post & Telecom. -3.9 -4.2 -1.3 7.9 18.1 11.6 6.7 13 4 -20.4 -19.2 -13 7 -3.3
J. Real estate and Housing 2.0 3.6 4.2 6.1 16.0 11.2 10.6 10.3 -24.8 -14.0 -14.2 -13.7
K. Education -4 4 -4.2 -3 2 4.1 9.6 4.3 3.7 7.4 -14.4 -8 0 -6.5 -5.6
L. Health & Social Welfare 6 8 7.3 5.9 4.5 17.7 11.2 7.9 6.3 -15.4 -8.3 -4.7 -6.8
M. Other Community Serv. 4.5 2.0 2.6 2.1 122 10.1 8.1 9.7 -17.4 -11.2 -7.2 -13.7
To tal 0.4 1.4 2.7 4.4 9.1 7.0 5.6 7.1 -16.4 -10.8 -8.1 -7.2

a/Non-financial enterpnses employing more than 19 people only
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Table 2.5: Average Firm Size by Sector and by Form of Ownership, 1996-2001
(1998=100)

1995 1996 1997 1998 1999 2000 2001
By Sector

A. Agriculture, hunting n.s. n.s n.s n.s n.s n.s n.s.
B. Forestry and fishmg n.s. n.s n.s n.s n.s n.s n.s.
C. Mining and quarrying 31.2 122.2 103.2 100.0 92.0 75.8 61.
D. Manufacturing 103.9 114.1 110.1 100.0 85.9 76.6 67.
E. Electricity, gas and water 99.5 105.1 113.3 100.0 93.8 91.7 68.3
F. Construction 132.5 106.7 107.8 100.0 79.7 67.0 35.3

G. Wholesale and retail trade 117.4 159.9 130.3 100.0 116.9 99.8 75.
H. Hotels and restaurants 278.0 n.a.. 50.7 100.0 124.8 83.2 n.a.
1. Transport, post and telecom 167.0 140.2 113.0 100.0 102.6 76.9 76.3
J. Financial intermediation n.a. n.a. n.a. n.a. n.a. n.a. n.a.
K. Real estate, rentmg 129.0 85.1 94.1 100.0 100.2 81.6 66.
0. Other community services n.s. n.s. n.s. n.s. n.s. n.s. n.s.

Unidentified 83.2 52.4 65.6 100.0 98.6 17.8 146.0

By Form of Ownership
State 95.8 105.0 110.9 100.0 111.6 99.8 86.9
Private-dornestic 99.1 111.3 104.4 100.0 93.8 82.0 57.
Private - foreign 106.0 86.8 100.4 100.0 115.5 128.9 150.
Unidentified 80.2 56.0 70.3 100.0 85.8 15.9 130.

Total 96.3 97.8 102.7 100.0 97.3 87.5 76.5
Note. n.s. = not statistically significant.

FINANCIAL SECTOR REFORM

2.14 As already noted, the above developments in the enterprise sector owe much to the major
restructuring of the banking sector that the government undertook in 1999-2001. A series of
bank failures in 1999-2001, and the resulting banking resolution, eliminated the sick banks in the
system and hardened the firms' budget constraints. Building on these stronger premises, banking
sector growth is likely to be fueled in the future by expansion into consumer finance, leasing,
housing finance, and small business sector lending. Indeed, as we have observed, corporate
sector ownership is rapidly changing in the Slovak Republic and larger entities are being
privatized and are increasingly foreign owned. Although there will be regular growth in credit
facilities to these larger private corporations, a significant part of such funding will be provided
through cross-border credit facilities and FDI. With the forthcoming EU integration and euro-
zone participation, there is also less incentive for the growth of Slovak equity and fixed income
markets. Several factors encourage many larger companies to raise capital abroad-foreign
ownership, EU integration, and deeper, more liquid, more reliable and cheaper markets. This
would leave banks to focus on household and small business needs.

2.15 Two risks are involved in this scenario, however. One is that banks, now highly liquid,
will seek to branch out too rashly into new, high-risk business activities in a bid to boost their
currently low profits. Hence, there is a need to step up supervision. The second risk is that bank
lending will be guided more by the degree of enforceability of creditors' rights in different
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bi. siness segments and will remain atrophied in the small business segment in the absence of an
efFective bankruptcy framework. Hence, the need to remove the latter bottleneck (including
through judiciary measures) is a matter of the utmost priority.

Inipact of Bank Restructuring

2.16 The banking sector has gone through a major overhaul. In 2000-2001, the three large
state-owned banks -- Slovenska Sporitelna (SSP), VUB, and IRB -- were restructured through
re-apitalization and the transfer of non-performing loans to two state-owned asset management
companies -SKA and Konsolidacna Banka (KBB), later merged into SKA -- and subsequently
privatized. In the process of selling the state-owned banks to private foreign strategic investors,
th - government replaced SKK 113 billion (13 percent of GDP) in non-performing loans (NPLs)
w th government bonds.

2.17 As a result, the system's soundness has increased substantially (Table 2.6). The sector is
ncw more than 90 percent foreign owned (with all of the major banks controlled by much larger
foreign banks) and is at much greater arm's length from its borrowers. NPLs not covered by
provisions (net NPLs) in the system fell from 25 percent of total loans in 1998 to 7-8 percent in
2(101. Furthermore, banks are generally very well capitalized now and the entry of foreign
oNvners is expected to strengthen credit culture and govermance, as well as to bring in new,
mDdern risk management systems.

Tatble 2.6: Financial Soundness Indicators for the Banking Sector, 1997-2001 (percent)
Dec-97 Dec-98 Dec-99 Dec-00 Dec-01

Ccipital Adequacy
Regulatory capital to nsk-weighted assets* 8.0 6.6 12.71 13.08 19.7

4s set Quality
Sectoral distribution of loans to total loans

Individuals 5.2 6.5 8.7 10.7 15.3
Government 2.0 2.1 2.0 1.7 3.
Agriculture 4.5 3.8 4.6 3.6 4.
Mining 0.7 0.9 0.7 0.6 0.
Manufacturing 29.5 28.7 20.7 18.6 19.
Transportation 1.8 2.1 1.3 1.2 3.
Financial services 5.0 2.3 2.7 2.5 3.8
Other services 51.2 53.6 59.3 61.2 48.

FX loans to total loans 7.4 8.2 9.1 8.3 7 8
NPLs to gross loans* 27.2 31.6 23.7 15.3 14.01
NPLs net of provisions to capital 22.5 25.2 15.7 6.9 7.9

Li 7uidity
Liquid assets to total assets" 13.5 9.7 12.1 18.1 27.5
Liquid assets to short term liabilitiesb 47.8 38.E 59.7 90.7 61.4
Customer deposits to loans (ratio) 1.22 1.2C 1.34 1.59 2.13
Customer FX deposits to total deposits 11.6 16.2 16.2 17.4 18.3

Earnings and Profitability
Net income (ROA) 0.09 -0.48 -2.27 1.41 1.0
Operatmg profit (ROA) 1.40 1.37 -0.10 0.07 -0.0
ROE 2.81 -13.39 -36.53 25.16 25.2

*Excluding KOBL
a/ Liquid assets include govemment securities of all types and matunties, cash and reserve balances at NBS
b/ Defined as liquid assets to highly volatile liabilities in the NBS Supervisory Information System
So 4rce NBS
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Box 2.1: Overview of the Financial System

The Slovak financial sector is dominated by banks that constitute nearly 88 percent of the sector's assets
(see table below), followed by msurance companies at 6.3 percent and leasing companies at 4.7 percent.
Overall, the financial sector at 110 percent of GDP as of end 2001 is of a reasonable size compared with other
European Umon (EU) accession countries. Total assets in the financial sector have grown in absolute terms
from Sk 841.0 billion in 1997 to nearly Sk 1061.0 billion in 2001. Monetization of the economy as measured by
the ratio of broad money to GDP remained steady during 1998-2001 at 60 percent, reflecting a fairly high degree
of confidence in the Slovak koruna and the banking system.

The non-banking sector is growing rapidly, but from such a low base that to date it has not had much
impact on the size of the overall financial sector. Total non-bank assets were 10 percent of total financial
sector assets in 1997 and had grown to around 12 percent in 2001. As a percentage of GDP they have grew from
11.3 percent to 13.5 percent. Pension funds are the most rapidly growing segment but remain the smallest, while
the more slowly growing insurance sector is the largest non-bank sector.

The private insurance sector in Slovakia is one of the smaller but faster developing insurance markets in
the region. As of end 2001 there were 28 companies operating in the market, and total insurance premiums
written increased from Sk 14.0 billion in 1996 to Sk 32.0 billion in 2001. Insurance density, expressed as total
premiums in US$ per capita, was US$45.50 for life insurance and US$64.00 for non-life insurance. These
figures rank Slovakia ahead of Turkey but lower than the Czech Republic, Hungary, and Poland.

Structure of the Financial System, 1997-2001

1997 1998 1999 2000 2001
Percentage of GDP

Deposit money banks 110.4 103.5 90.6 94.0 97.C
Insurance companies 6.0 6.3 6.0 6.0 7.
Investment funds 0.3 0.3 0.4 0.7 0.9
Pension funds 0.0 0.1 0.2 0.4 0.6
Leasing companies 5.0 4.3 3.4 4.3 5.2

Total 121.8 114.5 100.6 105.4 110.6

Number offinancial institutions
Dealer/brokers 132 148 154 141 130
Deposit money banks 29 27 26 23 21
Insurance companies 23 26 28 29 28
Investmnent management companies 12 18 19 6 9
Leasing companies 41 44 44 42 35
Pension finds 2 3 4 4

Sources NBS, FMA and industry associations, and staffestimates.

2.18 Bank liquidity is also at an all-time high. This high liquidity reflects the impact of the
debt carve-outs (as banks acquired large amounts of government securities) and of the result of
the central bank's sterilized purchases of capital inflows. Excess liquidity has cut into banks'
operating profitability in the post-restructuring environment, as their loan books have shrunk and
low-yielding assets now dominate their balance sheets. The rate of return on assets shows the
system at near-zero profitability for the past three years. 3 Total loans between 1997 and 2001

23 While net income has inmproved sigificantly in recent years, this gain is based in large part c.n non-recurnng items, such as a reversal of funds
previously committed to specific provisions or to the general nsk reserve.
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went down from nearly SKK 355 billion to SKK 293 billion, and the loan-to-total assets ratio fell
from 47 percent to 31 percent during the same period.

2.19 This situation may put banks under pressure to reach for higher yield by taking on new
kind; of risks, especially market risks. In order to increase profitability, the larger banks are

likely to introduce new services and step up competition for existing financial services in the
sectcr. This will change the risk environment of banking operations and will create pressures for
relat vely weaker or unsuccessful banks to further consolidate, or to exit the system.

Regullation and Supervision

2.20 Hence, there is a need to step up regulation and supervision. Bank regulation, on the one
hand, has been significantly strengthened through the recent adoption of a new banking law. The
new law (effective January 2002) provides a stronger framework for corporate govemance, risk
management, enforcement, and consolidated supervision. The procedures for dealing with
prob em banks have also been substantially strengthened. The supervisor now possesses the
explicit authority to require corrective action plans from banks, including requirements for a
capital plan, plans for strengthening a bank's financial position, and other action that the
National Bank of Slovakia (NBS) deems necessary. Subsequent enforcement actions may be
takei if NBS requirements are not met. Supporting regulations to further define selected aspects
of the new law and to implement various provisions (e.g., regulations addressing classification of
assels, market risk and risk management, capital adequacy, and large exposures) are currently
beinly drafted and are expected to be in place by late 2002. Against this backdrop, the
government has opted to integrate regulation and supervision for all banking and non-banking
mark.ets under the jurisdiction of the NBS by 2005.

2.21 While the decision may be a pragmatic one, it will be important not to lose the focus on
building the supervisory capacity of the NBS (and the FMA) in the interim period. Indeed,
althcugh meaningful steps have been taken to strengthen bank supervision, the Slovak Republic
is still well short of meeting many of the Basle Core Principles for Effective Supervision.
Funclamental changes in the way supervision is implemented must still take place if supervisory
capa ity is to be effective and consistent with international best practices. The supervisory
proc. -ss remains heavily compliance-based, with a continued need to conduct more qualitative
assessments on bank safety and soundness, management practice, systems, and risk management.

Enhanced and reoriented supervision capabilities will need to include at least the following
acticns: (i) interpreting and applying banking legislation more flexibly, especially as concerns
the authority of the NBS to set regulatory reporting standards for banks and to issue
regulations/guidance in areas not specifically referenced in the banking law; (ii) enhancing
marlet risk supervisory capabilities and improving the reporting of exposure to market risk; (iii)

intertsifying information sharing with other banking supervisors, especially those in the countries
of origin of the strategic foreign owners of the banks; and (iv) enhancing the accuracy of
regulatory and accounting information.

Acc4.unting and Auditing

2.22 As of this date, financial statements are still prepared in accordance with inadequate
Slovak accounting standards and do not present an accurate picture of the financial condition of
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firms. Among the CEECs, the Slovak Republic stands alone with Romania in not (yet)
mandating the use of international accounting standards (IAS) - not even by financial
institutions, despite the clear public interest nature of their activity. There is, unfortunately, a
large gap between Slovak accounting requirements and IAS.24 Although listed companies are
required to prepare financial statements in accordance with IAS, in addition to statutory annual
financial statements, there is no mechanism to monitor and enforce this requirement. As a result,
many of the statements presented as IAS financial statements do not fully comply with IAS.
Furthermore, Slovak disclosure requirements fall short of IAS disclosure standards.

2.23 In the auditing area, too, a number of problems indicate the need for a well-organized
reform program. Among these problems are: the failure of auditors to comply with
internationally comparable independence and ethical requirements; the inadequate capacity of
the Slovak Chamber of Auditors to properly regulate the profession; shortcomings in educational
and training arrangements with regard to the practical application of high-quality accounting and
auditing standards and requirements; and the absence of effective mechanisms for enforcing
established rules and regulations.

2.24 The authorities have agreed to design and implement a Country Action Plan (CAP) to
bring Slovak accounting and auditing standards and practices in line with IAS/ISA and
international best practices standards. Proactive implementation of the Plan will be key to the
future growth of all segments of the financial system and, hence, financial intermediation in
support of economic growth.

Deposit Insurance

2.25 An urgent effort is also required to strengthen the finances of the Deposit Protection
Fund (DPF). The recent bank failures have depleted DPF's resources. Without a capital
injection, a minimum prudent insured deposit coverage ratio of 1.5 percent will not be reached
before end-2010. At the same time, deposit insurance coverage levels are rising rapidly. The
government and/or the NBS should therefore urgently inject funds into the DPF and put in place
emergency funding arrangements to allow it to manage any unforeseen future bank failures.
Furthermore, inappropriate allowances for the DPF and the new Investor Guarantee Fund (IGF)
to provide emergency liquidity support to banks and securities firms under temporary
administration, and for insurance companies to sell deposit insurance and investor protection
coverage over and above the insurance/coverage provided by the DPF and the IGF should be
abolished.

Debt Resolution Framework

2.26 Significant remaining weaknesses in creditor rights will need to be addressed if the
banking sector is to expand into such potential growth areas as small business sector lending. As
a general rule, creditor rights remain weak, collateral systems -- other than for the traditional
mortgage -- are poorly developed, and enforcement procedures are slow and unreliable through
the courts. As a result, credit is largely inaccessible to all but the upper echelon of corporate
borrowers and, more recently, mortgage borrowers (see growth in lending to individuals, Table

For example, Slovak standards do not require banks to use fair valuation of collateral assets or non-accrual of interest on distressed assets, and
this results in misrepresentation of bank income and capital.
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2.6). To offset the high regulatory risk this situation creates, lenders have adopted a policy of
requtiring fully secured loans in nearly all corporate transactions. Similarly, the process of
insclvency remains slow, inefficient, and poorly regulated, although recent changes in the law
havl- led to improvements. Legal and regulatory weaknesses have fueled a growing business in
lease finance, where ownership resides in the lender or creditor, making asset recovery more
effi6ient and predictable.

2.22' Court system weaknesses and inefficiencies are the most significant impediment to debt
enflorcement. While the Foreclosure (Execution) Law has greatly enhanced the ability of
creclitors to foreclose on assets, mostly real estate, the creditor is unable to avoid court
proceedings and continue enforcement without the cooperation of the debtor, which rarely
occuirs. Another notable deficiency in creditors' ability to secure their debts is the lack of a
registry for pledges on movable property. Currently, possession is required to effect a pledge on
movables. A new law and pledge registry for pledge of movables is being developed; its
ado 3tion should significantly enhance asset-based lending.

2.28. At present, bankruptcy presents the worst option for a creditor to choose in recovering
deb-.. Though amending of the Bankruptcy Law as of August 1, 2000, has strengthened creditors
rights in bankruptcy proceeding creditors continue to find that participation in bankruptcy
proceedings is not fruitful (see Table 2.7). Courts are weak as an institution in the Slovak
Republic, and bankruptcy courts are no exception. The lack of professional development and
regulation of trustees, important players in the bankruptcy process, represents another significant
institutional weakness in the bankruptcy system.

Table 2.7: Bankruptcy and Settlements
(numnber of firms)

1993 1994 1995 1996 1997 1998 1999 2000

Ban]xuptcy proceedings initiated 538 1,115 1,530 1,321 1,755 1,831 2,161 2,008
Piocessed: 169 466 591 672 488 702 1289 154

Petition withdrawal 20 104 113 -- -- -- -- -

Cssationofproceedings 85 267 388 272 275 279 451 514

Ct ses handed over to locally authorized bodies 57 69 64 -- -- -- --

R(jection due to lack of assets 7 26 26 66 100 219 425 57

Olher -- -- -- 334 113 204 413 415

Declaration of bankruptcy 11 32 74 198 427 654 665 638

Non -processed 369 649 939 2,663 3,896 5,025 5,897 6,358
Sour e Ministry of Justice, as cited in OECD 2002 Annual Review - The Slovak Republic.

2.29) This situation has hindered the resolution of the SKK 100 billion or so in bad loans that
the government carved out from the banking sector and has reduced the recoveries.25

25 TiIis is currently the responsibility of SKA, a Joint stock company owned by the state, whose investment board (staffed with independent

domestic and foreign experts) must endorse all NPL resolution actions proposed by management. SKA has adopted a three-pronged strategy for

NPL recovery, compnsing sales of claims to third parties, recovery using third party solicitors, and in-house action A package of Sk 13 billion

(US$ 280 million equivalent) of claims was sold through tender in June 2001 to a consortium of a foreign investment bank and a local industnal

holdi ig company, for 4.7 percent of its nominal value Through parallel legal collection actions SKA has additionally resolved approximately Sk

4 bill .on as of end February 2002 with an average recovery rate of 10 percent Further, SKA plans include: (i) preparation of packages of claims

on in lividuals up to Sk 10 million by region, for sale to third parties (the total of such small claims on individuals being held by SKA was Sk 5

billio 1 as of February 2002), and (n) sale of individual large claims of over Sk 100 million each (the total of such claims was Sk 8 billion as of

the s, me date) SKA may also transfer selected large claims to a tumaround fund to be created with EBRD participation. Based on the above

strategy, SKA is planning to complete its NPL resolution efforts and cease to exist by end 2004, as onginally envisaged
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Unfortunately, this also increases the moral hazard involved in the bailout operation, and,
perhaps worse, delays the release of assets from failed owners (many of whom acquired them in
questionable transactions during the Meciar years) and their return to more productive use.

2.30 An Interagency Comnmission established in February concluded that the defects in the
current bankruptcy framework were so profound as to require comprehensive reform. Key
elements of such reforms include:26 (i) a modernized legislation, providing among other features
an effective reorganization mechanism (rather than only liquidation) when the enterprise is
potentially viable and greater creditor initiative and participation; (ii) a more limited scope for
debtors, land registry offices, and other parties involved in bankruptcy cases to delay
proceedings; and (iii) more resources to bankruptcy courts, better training of judges, and stronger
regulation of trustees with a view to reducing the current backlog and making proceedings more
foolproof. Implementing the recently adopted amendment to the tax laws allowing corporations
to deduct overdue claims as business expenses would lift a serious impediment to the informal
workout procedures. 27 This would represent major progress, as formal procedures may not
become truly dependable until the structural bottlenecks in the judiciary system have been
eliminated (see Chapter 5).

TRADE INTEGRATION

2.31 Alongside of the hardening of budget constraints, trade integration has been the second
most powerful driver of enterprise restructuring, particularly in the manufacturing sector. Made
possible by trade liberalization and driven by foreign investors, the process permitted the
insertion of Slovak manufacturing into global manufacturing networks, and facilitated a
redirection of production following the breakup of Czechoslovakia. Two patterns of trade have
emerged: (i) trade with the EU has expanded briskly through the 1990s and the export
specialization has shifted toward more skilled labor-intensive products; while (ii) trade with the
Czech Republic has contracted and the export content reverted to less processed goods.

2.32 Recent export developments raise three concerns: (i) export growth seems to have lost its
earlier momentum, and this has been associated with a perhaps excessively rapid emergence
from unskilled labor-intensive industries; (ii) while the country' external tariff is already one of
the most liberal in the CEECs, the country still has a long way to go to meet EU requirements in
terms of standards, intellectual rights, etc.; and (iii) a destructive tax competition for foreign
investors has set in among Visegrad countries.

2.33 Under the circumstances, the government would be well advised to take the following
steps. First, it should seek to eliminate the internal border within the Czech-Slovak Customs
Union (CSU) ahead of EU accession -- not only to reinvigorate trade with a country that remains
the Slovak Republic's second largest trading partner, but also to catch up with EU requirements,
if only "by osmosis." Second, it should support any initiative taken in the context of the
competition chapter of the EU accession negotiations to harmonize the tax incentives offered by
Visegrad countries at the lowest possible level.

26 See the recently completed "Report on Observance of Standards and Codes for Insolvency and Creditor Rights," IMF-World Bank.
27 The law now recognizes as legitimate business expenses the wnte-off of claims overdue since January, 1.2002 (25 percent of provision if claim
is due for more than 18 months, 50 percent, 24 months, 75 percent, 36 months, 100 percent, 48 months).
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Rec ent Trade Development

2.34 In contrast to the experience of other Central European economies, not just one but two
shocks (i.e., the dissolution of the CMEA and that of Czechoslovakia) have shaped Slovak trade

performance. Following the collapse of intra-CMEA exchanges, trade with the Czech Republic
also contracted dramatically after the breakup of former Czechoslovakia (minus 20 percent in
nonminal terms between 1994 and 2000) (see Table 2.8).

Tab le 2.8: Evolution of Exports and Imports Volumes, 1993-2000
(per cent change)

i 1993 1994 1995 1996 1997 1998 1999 2000

Total exports 56 23 28 3 9 11 -6 18

Tota liniports 63 4 33 25 7 11 -15 15

Exports to the EU n.a. 42 37 14 25 32 0 18

Imports from the EU n.a. 19 38 32 27 28 -12 9
Sourcw Based on Slovakia data as reported to the UN COMTRADE database and ECE 2002 for the estimates of values of total exports and
imporsin 1992

Table 2.9: Geographic Dist rbution of Slovak Foreign Trade, 1994-2000
Country 1994 1995 1996 1997 1998 1999 2000

Export Value (US$ million)

Euro pean Union 2,343 3,208 3,645 4,539 5,970 5,977 7,024

CEEC-10(excl. Czech R.) 662 956 1,033 1,174 1,349 1,205 1,566

Czech Rep. 2,502 3,024 2,738 2,455 2,179 1,820 2,068

TOTAL 6,690 8,577 8,824 9,634 10,718 10,057 11,885
Export Share (in percent)

European Union 35 37 41 47 56 59 59
CEEC-1O (excl. Czech R.) 10 11 12 12 13 12 13

CzechRep. 37 35 31 25 20 18 17

Other 18 16 16 15 11 10 10
Import Value (U$ million)

European Union 2,213 3,049 4,030 5,136 6,553 5,753 6,245

CEE--10 (excl. Czech R.) 321 511 573 629 757 677 784
Czech Rep. 1,958 2,434 2,682 2,503 2,402 1,857 1,880

TOTA.L 6,611 8,770 10,936 11,727 13,071 11,131 12,774
Import Share (in percent)

European Umon 33 35 37 44 50 52 49

CEEC-10 (excl. Czech R.) 5 6 5 5 6 6 6

Czech Rep. 30 28 25 21 18 17 15
Other 32 32 33 29 26 26 30

Sourcw: Based on Slovakia as reporter from UN COMTRADE Statistics.

2.35 Aggressive trade liberalization has helped redirect Slovak trade to third country partners,

particularly the EU (see Table 2.9). The CSU has pursued that policy at both the regional and
the inultilateral level. At the regional level, it is part of a single European trading bloc organized
within the Pan-European Cumulation Agreement encompassing 28 European countries. As of
January 1, 2002, trade in industrial products among these countries is duty-free and subject to

diagonal cumulation of rules of origin. The latter implies that imports originating in any of 28

signatories of the Agreement are treated as local inputs. In parallel, the MIFN Common External
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Tariff CET of the CSU has been cut back following the implementation of the Uruguay Round
Agreements. As a result, the CSU's MVFN bound tariff rates second lowest (after Estonia with a
free trade regime), among CEECs and its bound tariff rates are the lowest. The bulk of Slovak
trade, however, is with preferential partners (i.e., at lower than MFN rates). In 2002, preferential
partners accounted for three-fourths of Slovak imports and for more than 90 percent of Slovak
exports (Table 2.10).

Trade with the EU

2.36 Overall Development. Following the opening up of EU markets under the country's 1993
Europe Agreement, exports to those markets surged. Except for 1999, the rates of growth were
in a double-digit range. As for other CEECs, the share of the EU in total exports thus increased
from 35 percent to 59 percent between 1994 and 2000 (Table 2.9). The increase on the import
side was smaller but significant also (from 33 to 49 percent over the samne period of time).28 The
expansion of exports to the EU (from US$1.6 billion in 1993 to US$6.5 billion in 2000) occurred
in two huge leaps: one over 1994-95, when the value of exports more than doubled, and the
second in 1998, when it increased 36 percent.

2.37 As in other CEECs, this
export expansion was driven by Table 2.10: Share of "Free Trade" Partners in Fo rein Trade
fxporteignpinvestmnt Ariver b Trading partner Share of total Share of total Simple
foreign investment. After imports in 2002 exports in 2002 average tariff
lagging behind the other (Jan.-June) (Jan.-June) rate in 2001
CEECs for most of the 1990s, EU 49.8 59.9 2.3
foreign investment began to EFTA 1.5 1.8 2.4
pour in as reforms got under CEFTA 22.5 30.0
way in earnest after 1998 o.w. Bulgaria 0.1 0.3 2.1
(Table 2.11). Companies with Czech Republic 15.1 16.6 0.0
foreign capital exceeding 10 Hungary 2.6 5.4 2.0
percent of their total equity Poland 3.2 5.8 1.9
(referred to hereafter as foreign Slovemnia 0.7 1.0 2.0

investment enterprises or FlEs) Estonia 0.0 0.0 2.4
now account for the majority of Israel 0.1 0.1 2.5
the country's exports and Latvia 0.1 0.2 2.2
imports (Table 2.12). The fact Lithuania 0.1 0.2 2.2
that the overall contribution of Turkey 0.3 0.3 2.5
FIEs to the trade balance is TOTAL 74.3 92.5
slightly negative should not Source. Derived from Slovak official foreian trade data and tanff data from WTO 2001

come as a surprise. Its small size is encouraging for the future, as it should turn strongly positive
once the impact of initial, one-time imports of capital goods subsides.

28 Where the Slovak Republic differs from other CEECs, however, is that Its exports to CEFTA members (other than the Czech Republic) also
expanded with the share growing from 10 percent in 1994 to 13 percent in 2000
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Table 2.11: Foreign Direct Investment, 1998-2002

USD | 1995 1996 1997 1998 1999 2000 2001 1Q02

Oflcial data' 
Equity capital and reinvested earnings

netannualchange 370 215 527 403 2,155 1,198 84
valuation changes -85 -148 -69 -259 -705 -233 36
cumulative 1,162 1,447 1,671 2,128 2,272 3,722 4,687 4,808

B 2lance ofpayments _

Direct investment in SR 300 301 220 684 390 1,925 1,475 70

E luity capital and
rtinvested earnings 204 505 365 2,155 1,179 84

Ither capital 16 179 25 -230 296 -14

SKK 1995 1996 1997 1998 1999 2000 2001 1Q02

C ficiaI dataI
Equity capital and re invested earnings

net annual change 11,334 7,220 18,582 16,689 99,561 57,921 4,051

valuation changes 467 -272 1,879 781 -19,199 -7,139 -2,001

cumulative 34,345 46,146 58,107 78,568 96,038 176,400 227,182 229,232

Balance ofpayments _
Direct investment in SR 8,913 9,223 7,399 24,105 16,165 88,953 71,324 3,376

Equity capital and
rc invested earnings 6,867 17,783 15,128 99,561 57,007 4,061

)ther capital 532 6,322 1,037 -10,608 14,317 -685

Discrepancy, %C 5 4 10 0 2 0

a/ Monetary Survey, NBS, July 2002. Methodological changes: In 1996, CZK was included to convertible currencies In 1997, capital in SKK

wa. included (in 1996 only capital in foreign currency).
b/ Ieporting format in 1995-1996 does not permit distinguishing between FDI and other capital

c/ iA difference between equity capital and reinvested eamings in official data and balance of payments

Taible 2.12: Share of Foreign Investment Enterprises in Foreign Trade, 2000-01
Exports of FIEs Imports of FIEs

(SKIK million) % of total exports (SKK million) % of total exports

2000 335,194 61.1 352,756 59.7

2001 316,148 51.8 378,343 53.0

Sot rces. Hosk ova, Adela, 2001, "Impact of Foreign DiTect Investmient on the Economy of Slovakia," National Bank of Slovakia, Institute of

Mcnetary and Fiancial Studies, Bratislava, and Hoskova, Adela, 2002, "Pname Zahranicne Investicie," mimeo, National Bank of Slovakia,

Ins itute of Monetary and Financial Studies, Bratislava.

2.38 After loosing momentum in 1999-2000, the Slovak penetration of EU markets would
seam to be gathering steam again. Until the late 1990s, the Slovak performance in exporting to

the EU compared favorably with that of other EU applicants. Over the 1993-2000 period, it

raiked second only to that of Estonia (see Table 2.13). Slovak growth rates fell behind the total

for other CEECs in 1999 (3 percent as compared with 5 percent) and again in 2000 (2 percent as

compared with 10 percent). The Slovak share in total CEEC-10 exports to the EU declined as a

rewult from 7.9 percent in 1998 to 7.2 percent in 2000.29 Preliminary data for 2001 suggest that

29 v significant discrepancy should be noted between the Slovak data on exports to the EU and those reported in EU statistics on imports from

Slc vakia The Slovak data show a growth of 0.1 percent (as compared with 3 4 percent recorded in EU data) in 1999, and of 17 5 percent (as

comiipared with 2.1 percent). While the value of exports was 3 and 4 percent below the EU import data in 1998 and 1999, respectively, it was 8

per ent higher in 2000
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Slovak exporters have started again to gain market shares in EU external imports.30 Quarterly
data indicate a continuation of this trend up to the second quarter of 2002 (when an uptick was
registered following the coming on stream of a new car production line).

Table 2.13: EU Imports from CEEC-10, 1993-2000
(millions of US dollars)

1993 1994 1995 1996 1997 1998 1999 2000
Bulgaria 1,201 1,719 2,435 2,202 2,413 2,547 2,355 2,442
Czech Republic 6,496 8,224 11,844 12,370 13,385 16,530 17,922 19,581
Estonia 356 738 1,307 1,568 1,883 2,133 2,137 3,094
Hungary 5,747 7,274 10,047 11,325 13,378 17,026 18,962 19,779
Latvia 878 1,274 1,653 1,859 1,945 1,859 1,517 1,915
Lithuania 854 1,051 1,382 1,529 1,565 1,671 1,757 2,117
Poland 10,019 12,211 16,145 15,769 16,635 18,631 18,916 21,624
Romania 2,106 3,364 4,508 4,616 5,167 5,624 6,103 6,852
Slovak Republic 1,649 2,659 4,045 4,292 4,532 6,148 6,359 6,493
Slovema 3,732 4,512 5,628 5,513 5,346 5,868 5,707 5,557
TOTAL 33,039 43,026 58,996 61,042 66,249 78,037 81,734 89,442

Source: Denved from trade data as reported by the EU to UN COMTRADE database.

2.39 Export Specialization. A number of factors indicate that the country's export position in
EU markets is strong. First, despite the slump in export performance, Slovak exporters did not
lose ground to competitors from the rest of the world. In both 1999 and 2000, Slovak exporters
retained their share in EU imports (Table 2.14).

Table 2.14: Share of Slovak Exports in Total EU imports, 1993-2000
(percent)

Index, 2001
1993 1994 1995 1996 1997 1998 1999 2000 2001 1993=100

Share in EU imports 0.12 0.17 0.21 0.22 0.23 0.30 0.30 0.30 0.32 375
Source: Denved from trade data as reported by the EU to UN COMTRADE database.

2.40 Second, the Slovak initial position of an exporter specializing in manufactured products
has been sustained (see Table 2.15). Within broad categories of manufactures, however, there
was a significant change in terms of new specialization patterns. The case of transport
equipment, whose share in EU-oriented exports more than tripled between 1994 and 2000 (from
9 percent to 31 percent) is the most spectacular example. Together with electric and non-electric
machinery, exports of transport equipment shaped the dynamic of Slovak export to EU markets
in the second half of the 1990s. These three product categories accounted for 57 percent of
Slovak exports of manufactures to the EU in 2000 -- up from 23 percent in 1994.

3 0 The share of Slovakia in EU external imports (i.e., excluding 'intemal' trade among EU members) was 0 76 percent in 1999, 0.67 percent in
2000, and 0.80 percent in 2001 (derived from data in Comext).
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Table 2.15: Export Specialization Indices of Selected Product Categories, 1994-2000
Preduct (SITC Rev. 1) 1994 1995 1996 1997 1998 1999 2000

Export Specialization Index
All Manufactures (5+6+7+8-68) 13 13 1.1 1.3 1.2 1.2 1.3
Chcmrcal Elements (51) 1.1 0.7 0.7 0.9 0.7 0.6 0.7
Leather Goods (61) 1.4 1.2 1.2 2.4 1.8 2.8 2.5
Wcod Manufactures (63) 3.1 2.9 2.5 1.9 1.7 1.8 1.8
Te,.tiles, Yarn and Fabric (65) 2.5 2.1 1.2 1.6 13 1.4 1.4
IroiI and Steel (67) 10.4 8.0 2.9 6.1 3.8 3.7 3.5
Metal Manufactures (69) 2.7 2.7 2.4 2.1 1.7 1.9 1.9
No i-Electric Machinery (71) 0.4 0.4 0.4 0.5 0.4 0.6 0.6
Electrical Machinery (72) 0.5 0.6 0.7 0.9 0.9 0.9 0.8
Tre nsport Equipment (73) 1.3 1.2 2.3 2.6 3.7 3.2 3.9
Fwniture (81) 4.0 4.0 3.7 3.1 2.4 2.1 3.1
Clothing (84) 1.1 1.0 0.9 1.6 1.3 1.3 1.2
Footwear (85) 1.5 1.7 1.6 2.3 2.1 2.2 2.4
Scientific Instruments (86) 0.1 0.1 0.1 0.2 0.2 0.1 0.2
Not: The Export Specialization Index is calculated as a ratio of shares of Slovak exports to the EU to the shares of the EU external Imports
Source. UN COMTRADE Statistics.

2.41 Encouragingly, "sunrise" sectors account for 21 percent of total Slovak exports to the EU
(sce Table 2.16). These are products that exhibit both outstandingly good export performance
and exceptionally strong demand on EU markets.3' Such positioning augurs well for sustaining
fuure export growth in EU markets. Moreover, expanding markets offer better prospects for
fiims simply because the 'area' of competition expands which does not compel them to sell at
di ;counted prices.

2.42 Role of Global Production Table 2.16: "Sunrise" Sectors in EU-Destined
Ni,tworks. This reflects the country's Slovak Exports, 2000
growing, albeit still uneven, integration in No. of Share in Share in
glDbal production networks. Overall, "sunrise" "sunrise" total
atbout US$2 billion worth of Slovak sectors exports (%) Exports
e).ports was associated with such networks Capital Intensive 14 48.3 25.0
in 2000 as compared with less than Natural Resources 8 19.0 10.8
US$130 million in 1993. Exports Unskilled Labor 5 18.0 17.9
as sociated with the network accounted for Skilled Labor 7 14.7 46.3
about one-third of the Slovak Republic's Source: Computations based on UN COMTRADE Statistics.

mi anufacturing exports to the EU, and the overall trade balance in this network was positive and
eqjual to US$0.57 billion in 1998 and US$0.37 billion in 2000. While in absolute values the
S tovak Republic's involvement in EU-based networks is less pronounced than that of Hungary, it
is comparable, in terms of its share in EU-destined manufacturing exports, to the performance of
tiLe Czech Republic and Poland.

31 Defined as 4-digit SITC product categones whose value of EU-onented exports from Slovakia exceeds US$5 million, whose average annual
giowth rate was at least 10 percent over 1998-2000, and for which EU-external imports expenenced an annual average growth rate of at least 5
p rcent dunng 1998-2000.
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Table 2.17: Participation in EU-Based Network Trade
(millions of US Dollars)

CZECH REPUBLIC ESTONIA HUNGARY POLAND SLOVAKIA CEEC-10
Automotive
Network 1993 1998 20W 1993 1998 2000 1993 1998 2000 1993 1998 2000 1993 1998 2000 1993 1998 2000
Finalproductexports 382 1856 2415 1 3 14 20 525 1283 536 1220 1552 43 1653 1369 1307 6184 7,365
Final product imports 487 916 1009 46 202 179 638 1037 1171 950 1622 1992 73 294 178 3058 5675 5,991

xportsofp&c 94 975 1539 1 7 11 168 3011 3097 75 489 1879 9 266 301 482 5068 7,181
mportsofp&c 176 1162 1588 5 46 40 206 1311 1465 418 1720 1836 36 1054 1120 1248 6091 6,801
Final exports minus
p&c imports 206 694 827 -4 -43 -25 -186 -786 -181 118 -501 -284 7 599 250 59 94 564
'hares m

naufactures exports
toEU(%) 9 19 22 1 1 1 5 24 25 9 12 20 4 34 29 7 17 19
Overall Balance -187 753 135 -50 -238 -1 -656 1189 1745 -758 -1633 -396 -57 571 374 -2517 -513 1,754

Information revolution network

Finalproductexports 23 69 278 0 160 541 32 1192 1635 4 528 571 2 4 27 83 2000 3,192
Fnal product imports 93 273 708 2 81 64 86 284 395 113 750 891 19 133 85 385 1894 2,552

Exportsofp&c 53 280 460 2 118 258 202 859 1199 85 328 295 5 140 173 372 1819 2,758
mportsofp&c 286 599 1143 4 298 449 396 1645 2465 403 989 1256 74 254 239 1350 4365 6,428

Final exports minus
p&c imports -263 -530 -864 -4 -138 92 -364 -452 -831 -399 -461 -685 -72 -250 -213 -1267 -2366 -3,236

hares in
manufactures exports
o EU (%) I 2 4 2 23 41 6 14 16 1 6 5 1 3 4 2 6 8

Overall Balance -302 -523 -1112 -4 -100 286 -248 123 -27 -428 -883 -1282 -85 -244 -125 -1280 -2441 -3,029
Furniture network

inalproductexports 147 219 240 9 84 93 90 120 134 519 1223 1398 52 94 91 1242 2300 2,570
Finalproductimports 94 123 107 3 34 27 93 114 105 85 187 178 17 36 28 365 709 597
Exportsofp&c 60 412 459 3 31 50 38 152 180 77 287 405 13 43 73 298 1342 1,663
Imports of p&c 34 150 137 1 10 9 24 75 96 35 126 154 5 50 24 125 495 504

Final exports minus
p&cimports 113 69 103 8 74 84 66 45 38 484 1097 1244 46 44 67 1117 1805 2,066
Shares m
manufactures exports
toEU(%) 4 4 4 8 9 7 3 2 2 9 10 10 5 3 3 6 6 6
DverallBalance 79 358 45 8 71 107 11 83 113 476 1197 1471 42 51 112 1050 2438 3,132
All Networks

Finalproductexports 552 2144 2934 9 247 648 142 1837 3052 1058 2971 3521 97 1751 1487 2632 10484 13,127
Finalproductimports 674 1312 1823 52 317 270 817 1434 1671 1148 2559 3061 109 463 290 3808 8278 9,140
Exportsofp&c 207 1667 2458 6 157 319 408 4022 4476 236 1104 2579 27 448 547 1152 8229 11,602
mports of p&c 495 1912 2868 10 354 498 625 3030 4026 855 2835 3245 115 1358 1383 2722 10951 13,733
inal exports minus

p&c imports 56 233 66 0 -106 150 483 -1193 -974 203 136 276 -18 393 104 -90 467 -606
;hares in
nanufactures exports
oEU(%) 14 26 31 10 33 50 13 40 43 20 28 35 9 39 36 16 29 33

Overall Balance 411 588 701 46 -267 199 -893 1395 1831 709 -1319 -20 -100 378 361 -2746 -516 1,857
Source. Computations based on EU data in UN COMTRADE Statistics.
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2.43 As Table 2.17 confirms, the country's most salient success has been the spectacular
inciease in its participation in the EU-based automotive production network. While in 1993

Slov akia exported only US$43 million of automobiles, this figure was 31 times higher in 2000,

amounting to US$1.37 billion. While this increase in automobile production has been

accompanied by a large increase in imports of parts and components, the statistics also indicate

gro wing exports of domestically produced parts and components.

2.44 The country's participation in the "information revolution" network, encompassing office

mac,hinery and telecommunications equipment, has been less impressive, however, and the

overall trade balance within the networks remains negative. Similarly, while some progress has

been made in the furniture network, the Slovak performance in this area is less impressive than

that of a number of other CEECs. Still, furniture is one of the most dynamic exports to the EU,

anc the furniture networks as a whole generate a positive trade balance.

2.45 Vertical Linkages. Also on a positive note, there are indications that, while difficult to

quantify, foreign investment enterprises are developing backward linkages with domestic firms.

Ca;ual observation and anecdotal evidence suggest that (i) foreign investors who entered the

Slc.vak Republic are putting down roots in the country and are being followed by key foreign

suppliers; and (ii) local sourcing by foreign investment enterprises is slowly but steadily on the

ris' . For example, Volkswagen Slovakia has been followed by more than 10 foreign investors

(involved in the production of electrical equipment, machinery, metallurgical products, and

inc ustrial chemicals) and, partly as a result, has been successful in increasing its sourcing from

finns operating in the country (albeit not all of them domestically owned). While in 1997 VW

hail only 4 direct suppliers and 9 indirect ones, this number increased to 30 and 35, respectively,

in 2000 (see the experience of Siemens, Box 2.2).

B Dx 2.2: Integration into International Production Networks

The Slovak Republic's impressive performance in the automotive network has been driven by multinational
c( rporations, such as Volkswagen, Siemens (cable harnesses, lights), INA Werke Schaffeler (ball bearings),
S.ichs Trnava (coupling assemblies for passenger cars), to name a few. Siemens has stakes in 14 Slovak
companies, which employ more than 8,900 people. Siemens subsidiaries in turn make a growing contnbution to

tie Slovak Republic's exports in the automotive network. For example, Osram Slovakia (part of the Siemens
g oup) contributed to the growth of exports of electrical lighting and signaling equipment being sold to the EU

aid the Czech Republic. Siemens is also the driving force behind exports of pumps, which is one of the fastest

g rowing product categories exported to the EU.

Siemens subsidiaries are very closely integrated with their customers as well as their suppliers abroad. SAS

A utomotive is one example. Formed in Bratislava in 2000, it supplies Volkswagen with complete assembled
cxckpits. Modules consist of dashboards, electronic components, air-conditioning, airbags, steering rods, and
pedals. The module must be assembled error-free and delivered directly to the production line of the specific car

vithin two hours from receiving the order. Supplies of the just-in-time mode require very precise coordination,
logistics, and production. Logistics ensure the supply of more than 100 parts from various European countries
and their effective storage and removal from the warehouse. Both the production staff and workers carry out
continual high quality assembly to ensure the timely supply of cockpits in order to comply with the high standards

set by Volkswagen.

2.46 Factor Intensity. The country's pattern of trade specialization may be changing more

rapidly than the underlying factor endowment would warrant(quasi-full employment of skilled

labor but high unemployment of unskilled labor; one of the lowest levels of enrollment in tertiary
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education in the region). As the country's revealed comparative advantage in unskilled labor-
intensive products (as measured by the Export Specialization Index) (see Table 2.18) eroded, the
export of products requiring a highly skilled labor force experienced the most rapid growth in
recent years (at an average annual rate of 28 percent), followed by capital-intensive products.
Capital-intensive goods are even more disproportionately represented among "sunrise" sectors
(see Table 2.16). As a result, the combined share of skilled labor-intensive and capital-intensive
products in the Slovak Republic's total EU-oriented exports was 71 percent in 2000, up from 58
percent in 1995. Conversely, unskilled labor-intensive products doubled their shares of imports.

Table 2.18: Specialization and Factor Intensity of Slovak Trade with the EU, 1 95-2000
Factor Intensity 1995 1996 1997 1998 1999 2000 Average annual growth

Exports to the EU (US$ million) 1996-2000
Natural Resources 587 627 814 753 822 731 5
Unskhlled Labor 668 651 1,020 1,149 1,096 1,216 15
Capital Intensive 730 800 1,131 1,377 1,462 1,701 19
Skilled Labor 1,079 1,018 1,571 2,688 2,593 3,146 28

Index in 2000
Composition of Exports to the EU (%) (1998=100)

Natural Resources 19.2 20.3 17.9 12.6 13.8 10.8 85.3
Unskilled Labor 21.8 21.0 22.5 19.3 18.3 17.9 92.9
Capital Intensive 23.8 25.8 24.9 23.1 24.5 25.0 108.5
Skilled Labor 35.2 32.9 34.6 45.0 43.4 46.3 102.8

Index in 2000
Export Specialization Index (1998=100)

Natural Resources 0.6 0.5 0.6 0.5 0.5 0.4 82.5
Unsklled Labor 1.6 1.3 1.6 1.3 1.3 1.4 107.8
Capital Intensive 0.6 0.6 0.7 0.6 0.6 0.7 113.7
Skilled Labor 2.4 2.1 2.5 2.8 2.7 3.4 120.1

Average annual growth
Composition of Imports from the EU (%) 1996-2000

Natural Resources 15.5 17.2 17.9 15.0 10.5 11.0 12
Unskilled Labor 7.4 9.4 14.5 16.2 11.3 14.3 41
Capital Intensive 53.5 60.9 58.1 54.4 38.9 47.0 17
Skilled Labor 24.4 36.5 38.4 42.0 27.1 35.1 34
Note: The Export Specialization Index is calculated as a ratio of the shares of Slovak exports to the EU to the shares of the EU external imports.
Source Comfputations based on Slovakia as reporter from UN COMTRADE Statistics

2.47 This observation (of a shift out of unskilled labor-intensive activities) corroborates the
findings of an earlier study of outward processing trade (OPT) transactions32 between the EU and
the Slovak Republic. The later study found traditional unskilled labor-intensive OPT activities
(such as the production of textiles, clothing, footwear, and furniture) making way for more
skilled labor activities linked to FDI (such as the production of power generating machinery,
specialized machinery, telecommunications and sound recording equipment, and electrical

32 Eltero, Andrea, 1998, "The Impact of FDI on the Foreign Trade of Four Smaller CEE Countnes," Institute for World Economics, Hungarian
Academy of Sciences Working Paper No. 96, Budapest, Hungary. OPT takes place when a manufacturer shifts some or all of its production
process (often labor-intensive parts, easily separable from other stages of the manufactunng process) to a foreign country to take advantage of
difference in factor pnces (e.g, lower labor costs). The manufacturer often supplies its subcontractors in the foreign country with all inputs as
well as product designs. Aftler being processed in the foreign country, products are exported back to the home country of the mnanufacturer with
the duty assessed based only on the foreign value added
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machinery).33 While it might be desirable for the Slovak Republic to move up in the value chain
over time, one could wonder whether the overall policy framework (including the real exchange
rate and wage setting arrangements) is not inducing a faster "graduation" than would be
desirable, and threatening to leave large segments of the population.

Trade within the Czech-Slovak Customs Union

2.48 Overall Developments. Trade developments with the Czech Republic have taken almost
the exact opposite direction from those with the EU (Table 2.19). First, as noted above, the
corntraction in mutual trade was dramatic in both relative and absolute terms. Following the
"vclvet divorce" of the Czechoslovak federation on 1 January 1993, trade between the two new
sovereign states immediately fell compared with their respective "domestic" sales in 1992. The
quick disappearance of a monetary union, followed by the devaluation of the Slovak koruna
against the Czech koruna, the establishment of an internal border and of complicated payment
systems, as well as "creeping" differences in technical standards, exacerbated the decline, which
the creation of a Czech-Slovak Customs Union failed to stop. Unsurprisingly, the share of
mi tual trade in their respective totals kept falling through the first quarter of 2002.

Table 2.19: Share of the Slovak and Czech Republics in their Respective Trade, 1993-2000
(percent)

Memo: Index 2000,
1994 1995 1996 1997 1998 1999 2000 2001 1994=100

Czech Republic
Shareinexports 16 14 14 13 11 8 7 7 44
Sbare inimports 14 12 10 8 7 6 5 5 36
Slovak Republic
Sbhare in exports 37 35 31 31 21 18 17 17 47
SEtare in imports 30 27 25 22 19 17 15 15 49
Sot rce Direction of Trade Statistics Yearbook, IMF, Washington D C., varnous issues, and official government website
htti ./www statistics.sk/webdata/english/tab/fot/iaeo I htm

2.49 This is not to say that a close coordination of foreign and customs policies has not been
miintained within the CSU. But the CSU has failed to deliver one of the two major potential
advantages of a customs union over a free trade area. The arrangement has allowed the two
ccuntries to eschew very costly rules of origin among members, as all products entering the
CL stoms union are subject to CET and other taxes and charges collected by customs. But trade
between the two countries has remained subject to customs controls. International experience
suggests that the transaction costs created by inefficient customs clearance procedures often
e, ceed tariffs. Furthermore, the internal border has allowed for a considerable discretion in
decisions affecting imports, such as the temporary imposition of import surcharges (on the
S]ovak side) or import deposits (on the Czech side), and the introduction of other technical
barriers to trade.

2.50 Trade Patterns. Patterns, as well as the volume, of trade have been drastically affected.
The Slovak export basket to the Czech Republic has shifted toward (i) agricultural products and
raw materials -- the share of manufactures fell from 79 percent in 1994 to 70 percent in 2000;

3 The share of the latter group in total OPT transactions increased from 13 7 percent in 1993 to 21.4 percent in 1997, while the share of
trmditional OPT products declined from 82 to 73 percent. Shifts in the same direction have also been observed in the Czech Republic and
H ingary.
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and (ii) less processed goods -- the combined share of foods, feeds and beverages, and industrial
supplies and materials - (a good proxy for low processed goods) rose from 19 percent to 30
percent over the period.

2.51 The previous division of labor within the industrial sectors also began to disappear.
Trade within the automotive network provides a good illustration of that phenomenon: the share
of parts and components originating in the EU in Slovak total imports of automotive parts and
components increased from 36 percent in 1995 to 92 percent in 2000, while the share of Czech
suppliers fell from 51 percent to 4 percent over the same period. 34 More generally, the Czech-
Slovak trade shows little specialization in terms of factor intensity (see Table 2.20). Skilled
labor-intensive products account for a dominant share of their mutual trade. It should be noted,
however, that the combined share of unskilled labor-intensive and natural-intensive products in
Slovak Czech-destined exports has not declined as it did in the EU trade: it expanded rapidly
between 1996 and 1999, before falling back in 2000.

Table 2.20: Factor Intensity of Slovak Trade with the Czech Republic, 1995-200
Factor Intensity 1995 1996 1997 1998 1999 2000

Exports to Czech Rep. (US$ million) Annual Growth in 2000 (%)
Natural Resources 580 480 628 594 604 394 -34.8
Unskilled Labor 367 326 268 224 180 200 10.9
Capital Intensive 759 662 636 543 435 452 4.0
Skilled Labor 1,076 695 921 817 599 682 13.9

Composition of Exports to Czech Rep. (percent) Index in 2000 (1995=100)
Natural Resources 20.3 18.7 25.6 27.3 33.2 22.8 112.5
Unskilled Labor 12.8 12.7 10.9 10.3 9.9 11.6 90.3
Capital Intensive 26.5 25.9 25.9 24.9 23.9 26.2 98.6
Skilled Labor 37.6 27.1 37.5 37.5 32.9 39.5 105.0

Export Specialization Index Index in 2000 (1998=100)
Natural Resources 0.8 0.8 1.1 1.3 1.7 1.0 76.3
Unskilled Labor 1.1 1.1 0.9 0.9 0.8 1.0 117.2
Capital Intensive 0.7 0.6 0.7 0.6 0.6 0.6 106.0
Skilled Labor 1.6 1.1 1.5 1.4 1.3 1.6 109.7

Composition of Imports from Czech Rep. (percent) Annual Growth in 2000 (%)
Natural Resources 25.3 22.9 24.3 25.1 27.5 26.7 -2.6
Unskilled Labor 11.9 11.3 11.7 12.5 11.6 12.1 4.5
Capital Intensive 27.5 26.0 25.5 22.9 23.7 24.6 4.2
Skilled Labor 34.6 32.2 38.5 39.5 37.1 36.6 -0.9

Note: The Export Speciahzation Index is calculated as a ratio of shares of Slovak exports to the EU to the shares of the EU extemal imports.
Source Computations based on Slovak data as reported to UN COMTRADE database.

Stimulating Trade

2.52 Chapter 1 underlined that the Slovak Republic needed to boost it net exports. Where
could such fresh impetus come from? First and foremost, of course, it could come from policies
that promote wage competitiveness and prevent real exchange rate appreciation (see Chapter 1).
Formal accession to the EU will give trade another boost, particularly as Slovak farmers secure
access to European markets (the calculations presented below suggest that they could be quite

34 in contrast to parts, trade in final product (i e, cars and trucks) does not seem to follow the same pattem, with Czech producers of passenger
cars recording a significant increase in their share of cars imported into the Slovak Republic
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comlpetitive in a CAP framework). A pre-condition for membership, however, is that the Slovak
Republic fully align its trade regime with the acquis communautaire. This will still require
cons' derable progress and efforts.

2.53 What this report suggests is that removing the internal economic borders within the CSU
could not only help regain lost trade opportunities but could also serve as a crucial stepping-
stone to integration into the EU. The proposed enhanced regulatory cooperation within the CSU
and ihe elimination of internal economic borders could yield rapid and substantial improvement
in th- overall business environment and would obviate the need to attract FDI through costly tax
incentives (see below).

Removing the Internal Border within the CSU

2.54 Consistent application of the mutual recognition approach (that is, products meeting
Slovak or Czech regulations offer equivalent levels of protection as those provided by domestic
regulations) standards would provide an extra boost to the integration of domestic firms into
international supply chains spread out over several countries, as common standards reinforce
linkages between component manufacturers, assembly operations, and distributors in the final
product markets. This should not be problematic, as both countries have special arrangements
for rautual recognition of certificates and test results. Both countries will have to implement the
EU r-equirements on standardization. Both have been moving in that direction, but at a different
pace .35

2.55 Strengthening the regime of intellectual property rights is also crucial for investment in
creaLive industries and industries intensive in research and development. Here again, closer CSU
cooidination would help. The current Slovak system has a long way to go to fall in line with the
acquis communautaire.36 In contrast, all areas pertinent to intellectual property rights protection
in thle Czech Republic have been reformed and the Czech regime is highly compatible with that
of the EU. Merging the two regimes would be an expedient way for the Slovak Republic to
catch up.

2.56, Those benefits (plus a reduction in transaction costs at the border) could be obtained with
little administrative difficulty. Both countries have a modern and well-run customs
adrr inistration, which augurs well for the proper distribution of customs revenue between two
couitries. Both countries observe the rules of the WTO Customs Valuation Agreement requiring
that members levy customs duties on an imported good's transaction value rather than on
notional reference prices constructed by government. Both countries maintain accurate and up-
to-date computer databases of prices that they use to detect fraudulent invoicing. The remaining
diff erence in tax rates could easily be addressed, it would seem, in negotiations between the two
governments.

35 Th transposition level in the Czech Republic-as of November 2000-amounted to about 90 percent of the total European standards while the
correnponding level of transposition in the Slovak Republic in 2001 was about 60 percent. The EU's CE mark and CE conformity are not yet
acce ted for most products, whereas they are accepted in the Czech Republic. While the number of purely national standards has been on the
dechii e in the Czech Republic, this has not been the case in the Slovak Republic
36 W th the split of the former Czech and Slovak Federal Republic, most of the staff, equipment, and know-how stayed in the Czech Republic
The ',lovak intellectual property nghts protection was established from scratch.
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Scaling Back Tax Incentives to Investment

2.57 Such improvements in the business climate could pave the way for scaling back the
currently excessive tax incentives provided to investors. After expressing skepticism, if not
outright opposition to them, Visegrad countries have gradually slipped to all-out tax competition
in this field. In the Slovak case, the pendulum has swung all the way from discriminating in
favor of domestic investors to offering ever-growing preferences to foreign investors. The
process started in 1998 when the govemrnment offered a tax credit allowing exemptions from
corporate income tax for particular activities. Subsequently, the incentive package was amended
several times, with the last changes being introduced in December 2001 (see Box 2.3).3 The
most recent innovation has been the almost indiscriminate promotion of industrial parks (the
state covers 70 percent of the development of industrial parks by the municipalities). In the
Czech Republic,38 Poland, and Hungary, the view that incentives are crucial to attracting
investment flows has similarly prevailed.

2.58 The resulting tax competition is destructive. Most research indicates that the impact of
tax incentives on investment decisions is marginal relative to other host-country determinants,
and is negative for the rest of the economy. As the tax base is narrow, tax rates tend to be higher
than they would otherwise need to be. In this sense, the package discriminates against small
firms-they cannot qualify for tax exemptions and their profits are taxed at 25 percent rather
than the zero rate that recipients of tax incentives enjoy. Moreover, the provision in the Slovak
law compelling the state budget to cover 70 percent of the development cost of the creation of an
industrial park incurred by the municipalities, even without the prior commitment of an investor
to locate there, is an invitation to waste.

2.59 The prospect of EU accession offers a golden opportunity to break the vicious circle and
initiate a climbdown. The harmonization of tax incentives has emerged as a major item in the
negotiations of the accession treaties. The Slovak authorities would be well inspired to support
any initiative to harmonize tax incentives at the lowest possible level. Furthermore, without
denying the advantages that industrial zones can provide, it would be in the country's own
interest to condition any incentive for their creation upon the fulfillment of two market tests: (i)
the demonstrated commitment of an interested investor; and (ii) the presence of a majority
private sector stake in the industrial zone itself.

3 See "Act of December 4, 2001 on Investment Incentives and on Changes and Amendments to Certain Laws," Collection of Laws No.
56512001, Bratislava.
38 A recent convert, the Czech Republic introduced an aggressive investment incentive package in 1999 ,subsequently amended in 2000 The
package offers a waiver on corporate income tax dunng the first five years and a tax bonus equal to the amount waived to be offset against
taxation in subsequent years, a zero customs duty on imported machinery, deferral of VAT payments for 90 days, and low cost land This
package is available only to investors willing to commnt at least US$10 million or US$5 million in high unemployment areas. Two new programs
recently introduced (June 2002) extended the existing framework of investment incentves for the manufactunng industry to strategic services and
technology centers Last but not least, grants and loans at interest rates below market rates are available to foreign and domestic investors
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BDx 2.3: Tax Incentives for Investment

The current incentive package has the following features.

First, the Income Tax Act offers a 100 percent five-year tax credit and an extra 50 percent tax credit for another

five years if the mvestment continues. In other words, for up to ten years, the investor's profits will not be taxed

ai the current rate of 25 percent. In order to qualify for the 100 percent tax credit, the following conditions must

b met:

* A minimum of 60 percent of the investment must be in the form of registered capital coming from

abroad.

* The minimum qualifying investment, varying depending on sector and location, is

=:> EURO 4.5 million for investment in.the production of goods

=>EURO 3.0 million for iivestment in the production of goods in an area with the unemployment rate

exceeding 10 percent

=>EURO 2.0 million for investment in the provision of selected services

=>At least 60 percent of the revenue must come from the production of goods or selected services.

* An additional 50 percent tax credit over the next five years is available for companies investing and

extra EURO 4.5 million (for the production of goods) or EURO 3 million for selected services,

provided the investment is in an area with an unemployment rate exceeding 10 percent.

* Companies already established in the Slovak Republic qualify for tax exemptions if they have yet to

realize a profit.

For companies registered after January 1, 2002, the tax credit cannot exceed 50 percent of the cumulative value of

investment in tangible fixed assets or 25 percent in intangible fixed assets. But this may not be effective in

capping tax credits, as the absence of tax profits in one year can be rolled forward until the end of a five-year

pleriod and the wording of the law appears "... to allow tax credits to be gained several times on the same capital

expenditure."

Second, the law allows for tax credits for newfy created jobs and offers cormpensation for the retraining of newly

lired employees. A subsidy equivalent to the average annual wage (SKK 140,000 - 150,000) is granted for each

job created by a greenfield investment in high unemployment areas.

Fhird, foreign firms are exempted from paying duties on imports of capital equipment.

2 60 To sum up, the discussion above lends support to three policy recommendations:

(i) To enhance the competitiveness of low-skill labor through the macroeconomic

and labor market measures discussed in Chapter 1

(ii) To remove internal economic borders in the Czech and Slovak Customs Union

even prior to accession to the EU

(iii) To scale back the existing regime of tax incentives to foreign investors and to

overhaul it.
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AGRICULTURE

2.61 The restructuring of the agriculture sector has lagged behind that of the rest of the
economy. However, the country would stand to benefit most from the adoption of the EU
Common Agricultural Policy (CAP) if it enters it with a restructured farming sector. Otherwise,
there is a danger that the large subsidies associated with EU agricultural policies will serve to
mask enduring inefficiencies in the sector rather than to modernize it, leaving it as a constant
drag on overall economic performance. The government would thus be well advised to focus its
immediate attention on speeding up farm restructuring ahead of the adoption of EU agricultural
policies upon accession. As discussed below, this would involve:

(a) Completing the post-socialist land reform by expeditiously privatizing the
remaining 25 percent of "unclaimed" land still under government control

(b) Tightening the budget constraint for farms among other ways by employing a
more effective collection of tax and utility arrears, and by speeding up
bankruptcy proceedings against delinquent debtors

(c) Removing the current policy emphasis on self-sufficiency and the policy bias
in favor of large-scale farms (expressed in a range of price support measures
and direct production incentives)

(d) Scaling back sectoral support to CAP-compatible instruments only, without,
however, applying them at EU-levels before membership

(e) Expediting the adoption of EU compliance in food safety standards by the
Slovak Republic's food processing industry, which is currently lagging
dangerously behind.

Agriculture over the Transition Figure 2.3:
GDP and Agricultural Value Added

2.62 Overall, agriculture's
performance has been much worse
than that of the rest of the economy 120 tofl990

over the transition. While GDP
rebounded after the initial downturn ,oo
to reach 110 percent of the 1990 80

level by 2001, agricultural value -GDP

added did not: it hovered at about 60 60 FGP
percent of the 1990 level for the past _-AgP__d_I
decade (Figure 2.3). 40

20

2.63 This counter-perfornance
reflects to some extent the impact of 1990 1991 1992 1993 1994 1995 1996 1997 1998 1999 2000

adverse terms of trade developments,
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common to most transition economies (Figure 2.4). After a sharp swing at the beginning of the

decade, however, agricultural terms of trade, rather than steadying, continued to erode through
2001. One of the beneficiaries was the food industry: its own terms of trade improved markedly

(see Figure 2.4). The sources of this phenomenon are not fully understood, but they might be

related to the different levels of trade protection that the agricultural and food sectors have

obtained. MFN tariffs for agricultural products average around 13 percent (compared to about 4

percent for non-agricultural products), but range beyond 100 percent for foodstuffs.39

2.64 In response to the resulting Figure 2.4:
profit squeeze (see Table 2.20), farms Terms of Trade of the Agriculture and Food Sector
resorted to cutting back on labor and
input usage, and to run down their
equipment and livestock. As a 16

consequence, recorded agricultural 1.4

employment contracted sharply. With 12

lalbor productivity at an annual rate of
4.7 percent between 1993 and 2000, 0.8 y

the sector began to purge some of its 06 L1Procssgi

tr.ditionally under-employed labor 0 _4

force." Similarly sharp declines in the
livestock herd (from 2 million standard 0 2

head in 1990 to 1 million in 1999) led 3989 1991 1993 1995 1997 1998 2001

to a significant recovery in livestock
productivity: livestock output per standard animal increased in 1999-2000 to roughly 120 percent

of the 1990 level. But as fertilizer use dropped by 75 percent and the availability of tractors by

or e-third, the productivity of land (as measured by the value of crop output per hectare of arable

laid) declined sharply. It stabilized at only two-thirds of the 1990 level, with crop yields and

livestock production parameters at between 40-70 percent of EU levels.

Imnpact of Agricultural Policies

2.5)5 Misguided sectoral policies have made things worse. As output collapsed in the early

1I990s, the emphasis of agricultural policies gradually shifted from privatization and market
reforms to food self-sufficiency. This objective was to be championed by the large corporate

farms that emerged from the former collective farms,4 ' and to be backed by a complete battery of

policy interventions targeted to them. 42

39 It should be noted that, high as they are, most Slovak tanffs on agncultural products are considerably lower than the EU ad valorem

eqtuivalents Indeed, the Slovak Republic and the Czech Republic rank among the only OECD countries with ad valorem tanffs not exceeding

151 I percent.
40 "evertheless, increases in agncultural labor productivity lag behind the increases in the overall productivity of labor in the economy, where

Gr P growth combined with decreasing labor produces fairly high rates of change in labor productivity (6.4 percent per year for 1993-2000)

41 The corporate farms are substantially smaller than in the socialist era - averaging about 1,500 hectares per farm compared to over 2,500

hei-tares before 1990 Yet they are much larger than the average commercial farm in market economies (100-200 hectares)

42 Including price support measures with "guaranteed" pnces and export subsidies for the main commodities; financial support for investments in

the agro-food sector, in the form of direct subsidies, subsidized credits, and credit guarantees; direct payments or compensation to farmers,

ens ironmental measures, support for more general agncultural services such as research, animal and crop breeding, information dissemination,
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2.66 The level of support Figure 2.5 Level of Agricultural Support
provided to corporate farms may
have declined over the years (see
Figure 2.5), but the underlying
policy direction has largely 60 Pnt

remained unchanged to this day --
witness the recent "Concept of 0E

Agricultural and Food Policy of the 40 \

Slovak Republic Until 2005," 3
which continues to interpret food
security primarily as self- 20 -

sufficiency in food production. budget \ 00r
Even at the current reduced level,
the Slovak Republic spends twice 0

1986 1989 1992 1995 1998 20)01as much (as a percentage of GDP) 1986 1989 1992 1995 1998 2001

on agricultural support as the Soume: OECD; PSE: producer support eimate
average CEEC (2.4 percent of
GDP compared to 1.2 percent in 2000, respectively).

2.67 The hopes that largely unrestructured corporate farms would lead agricultural
modernization have been frustrated. Indeed, individual farms - commercial and subsistence
operations combined - currently achieve a level of productivity four times higher than corporate
farms do, producing 30 percent of the agricultural output on 7 percent of the agricultural land,
thus (Figure 2.6 illustrates this productivity gap between individual and corporate farms).

2.68 The lower Figure 2.6:
productivity of corporate Relative Productivity of Individual and Corporate Farms*
farms in turn translates into
poor profitability. While the
commercial individual farms _
show a small aggregate profit
as a subsector, corporate
farms reported aggregate 4
losses until 2000. This is
because nearly half of the 3 Olindividual
corporate farms reported |icorporate
losses, compared with only 2 _
about 30 percent among the
commercial individual farms. Sectoraverage
In the aggregate, corporate _
farms barely break even after o
all of the production and Land Livestock
operating costs, and are thus *Average for 1995-2000
unable to cover their interest

training, and extension services. A key feature of this system is a bias against small farmers, since most of the farmer-related payments haveconditions regarding the minimum size of operations (e.g., output values corresponding to five cows or five hectares of land).
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charges. They have traditionally stayed afloat by running up arrears to banks, state-owned

utilities (for their energy inputs), the Tax and Social Security Administrations, and state-owned
input suppliers.

2.69 Another lifeline has been the availability of state land on attractive terms under leasing

arrangements with the State Land Fund. The Fund retains huge landholdings pending the

comnpletion of the ongoing restitution process. That process has been slow. If about 8 percent of

agicultural land has been restituted to previous owners, three times as much - 600,000 hectares

- iemains in the State Land Fund. The deadline for obtaining restitution, after being postponed

seiteral times, has now been set for 2005. In the meantime, a quarter of the land used by

corporate farms is leased from that source.

2.7'0 Nevertheless, there are indications that corporate farms are beginning to face harder

budget constraints. First, banks are increasingly reluctant to lend. As a result, the share of bank

(ankd government) loans in the debt of corporate farms dropped from 27 percent to 17 percent

between 1995 and 2000. Unless profitability improves, this trend is likely to accelerate now that

the main agricultural bank (the former Polnobank) has been privatized (to the UniCredito

Italiano Group). Furthermore, and for the first time in recent history, the agricultural sector

enterprises, taken a as whole, reported a small aggregate profit in 2001, reflecting a sharp drop in

the number of loss-making agricultural enterprises. Their numbers dropped from about 725 in

1999 to about 400, leading to an overall consolidation in the sector (the total number of

agricultural enterprises fell from 1,215 to 940 over the same period).

2.71 The adoption of the CAP upon EU accession is expected to give sectoral profitability a

further boost. The exact increase would depend on the amount of direct payments granted to

Slovak farmers. Even without direct payments, however, farmers' income would rise by an

estimated 18 percent as prices adjust to EU levels. The flip side of these price increases would

be. to depress average household income (by an estimated 1.3 percent in real terms), the impact

bcing worse at the lower income levels (an estimated minus 1.9 percent).

2.72 Although there are pressures for immediate increases in support and protection to EU

levels before accession, such moves should be resisted in order to maintain the current pressure
onk farms to restructure complete reforms and to remain within budgetary constraints and WTO

ccmmitments. While policy instruments should be aligned with CAP requirements, the levels of

st pport offered should be adjusted to EU levels only after the accession and with EU funding. In

the meantime, policies should focus on the following:

(i) Scaling Back and Redirecting Support Policies towards the CAP. First,

government support program needs to be pruned of all non-CAP compliant
programs (including most credit subsidies, supports for modernization and
restructuring to agro-processors, and tax refunds on diesel fuel used for

farming purposes). Second, other support programs need to be refitted to CAP
requirements, including by adjusting market support systems to incorporate the

potential use of quotas and to reforrn the current intervention scheme from an
ex ante system (based on short-term forecasts on production and consumption)
to an ex post system (based on the observed evolution of EU market prices);
and by shifting the intervention point from the farmgate to the wholesale level
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for most products. Direct payments and other current structural support
measures should also be adapted to the EU format. Third, much remains to be
done to prepare farms and food industries to compete in EU-wide markets. For
this purpose, it is indispensable that food legislation and the ability of
enforcement agencies be made fully compatible with the EU directives on food
hygiene, inspection and certification, and the legal responsibilities of
producers. Not only is this crucial for entering the single market (to avoid non-
tariff barriers within the single market), these measures are also needed to
control the products imported into the EU from third countries through Slovak
borders. Substantial work and educational efforts are still required to
implement the relevant acquis (including, as concerns animal registers, meat
testing and inspection, and the certification of food processing industries).

(ii) Completing Land Privatization. A strict deadline should be set for the
identification and resolution of "unclaimed" land ownership. Beyond that
deadline, much of the State Land Fund should be expeditiously privatized
through auctions. If at all possible, the 2005 deadline for filing restitution
claims should be brought forward (and late claimants given financial
compensation instead).43

(iii) Further Tightening of Budget Constraints. Following the privatization of
banks and major energy utilities, and with reduced subsidies, arrears on tax and
social security contributions remain the main loophole to close.

ENERGY

2.73 Public utilities refonn, particularly in the energy sector, is a powerful contributor to
overall recovery, not only in terms of improved sectoral performance but also in its offer of more
competitive services to the rest of the economy. In many respects, the Slovak Republic has been
catching up with the leaders in the field among EU candidate countries as it unbundled and
privatized key assets to strategic investors, began to adjust tariffs toward cost-recovery levels
(although that process came to a halt since January 2001), and established independent
regulation. Completing this process will result in increased efficiency, improved financial
viability, and better service to all energy consumers. The key next steps will involve the
privatization of power generators, the opening of electricity and gas markets to competition, and
the elimination of administrative pricing and the corresponding final elimination of cross-
subsidies ahead of EU accession. Because of the delays that have recently occurred in the
process of price adjustment, the resulting price adjustments will be more abruptly painful for
households, particularly at the lower end of the income scale, than they might have been. This
might call for specific mitigation measures, as suggested below.

43 Most countrnes in the world maintain a certain proportion of agncultural land in state ownership, but the administrative and bureaucratic
traditions surrounding state property in market economies are entirely different from those in former socialist countnes. Given the former
socialist tradition, with its abusive bureaucratic tendencies and the goals of reducing government intervention, it is recomnimended that the Slovak
Republic privatize as much of the State Land Fund as possible in the near future
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Restructuring and Privatization

2.74 The restructuring of the energy sector is well advanced. The gas sector utility --

SloN ensky Plynarensky (SPP) -- has been sold together with its pipeline business (at a price

equivalent to 13 percent of GDP) to a consortium comprising Gasprom, RuhrGas, and Gaz de
Frartce. Although the company was sold as a going concern, it remains desirable for it to spin off
its distribution assets. The unbundling of the power sector was completed in 2001 with the split

of Slovenske Elektrarne (SE, the former integrated power utility) into a transmission and a

generation company (distribution had already been separated in 1993). The three regional
electricity distribution companies are being privatized to strategic investors in 2002, and the
gov, rnment has announced that it plans to privatize generation next. Only transmission would
remain fully state-owned.

2.7' In privatizing SE, the best option from the point of view of speed, flexibility, and
privatization revenue is to sell nuclear and non-nuclear generation facilities separately, rather

thart as a single corporate entity. One reason for this is that there is no precedent for the sale of
nuclear plants in this region (or indeed outside of the United Kingdom and the United States),
and therefore it is difficult to predict how long selling the Slovak facilities as part of a combined
pac cage might take -- or whether it is even feasible.' It would be better not to let that question
delay the whole privatization process.

Comnpetition and Regulation

2.76; There is a more fundamental reason to prefer a sale of SE on a plant-by-plant basis:
nanlely, to enhance competition at the generation level, thereby providing incentives to reduce
generation costs. This would be in line with developments on the demand side. Under the
current schedule, electricity markets should gradually be opened to eligible consumers. This will
be done by reducing the eligibility threshold from an annual consumption of 100 GWh in 2002 to

9 GWh in 2005, and by opening up the Slovak market to foreign suppliers in 2003. Foreign

access will initially be subject to a cap of 5 percent of domestic consumption. As the Slovak
Rq)ublic reaches agreements on a reciprocal basis, as it should seek to do, the number of actors
on the electricity market will gradually expand.

2.77 The gas market has similarly begun to open up (up to 20 percent of the market, as of
January 1, 2002). Access should gradually expand, first to all power and heat plants and for
cornsumers of more than 20 million m3/year, and later to all non-household consumers. Until

2008 (i.e., when the import contract with Gazprom expires), the government should impose an
obligation on SPP to offer gas to eligible customers at the import points under prices and

coniditions equivalent to the import contracts.

2.'78 A side benefit of competition in energy markets is to alleviate the task of the newly

created Regulatory Office for Networks Industries (RONI). Experience has pointed to the
in} erent difficulty for regulators to establish their independence and authority. Thus, it would be

44 Cne question concems the due diligence process of prospective investors related to the nuclear plants - financial, looking especially at the debt

situation for Mochovce, and environmental, looking at both operational safety considerations and the extremely important decommissioning

issu.s Bohunice I and 2 may in fact not attract investors, since decommissioning will take place in 2006-2008 Bohunice 3 and 4 and

Mo hovce I and 2 are less problematic in this regard, but would still represent a significant challenge.
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better to pursue a limited agenda than to spread ambitions too widely. For example, the
existence of competition in the wholesale level of markets should limit the need for RONI to
regulate prices, essentially to the operation of natural monopoly networks serving residential and
small commercial consumers. The separation of generation, transmission, and distribution
simnilarly reduces the danger that network operators would use their monopoly powers in one
sector to bolster their competitive position in another.

2.79 For such a market model to work, there needs to be third-party access to the networks.
The principle of such access was introduced in a decree of the Ministry of Economy of
December 2001. This decree is now being amended to fall in line with the EU directives on the
gradual opening of gas and electricity markets. RONI is also responsible for setting charges for
third party access. The price regulation regime has already been defined in electricity
distribution and gas transportation. The next step will involve electricity transmission charges,
which will need to be set later in 2002 based on regulated companies' filings.

Pricing Table 2.21: End-User Prices for Electricity and Natural Gas
Electricity (US cent/kWh) 1993 2000 2001

2.80 It will also be the role of Industry
RONI to oversee the adjustments Slovak Republic 5.00 4.2 4.4
of residential tariffs to EU- Czech Republic 5.25 4.3 4.6
compliant, full cost-recovery Hungary 5.29 4.9 4.8compliant, Poland 3.30 3.7 4.4
levels. Despite an initial round OECD Europe 7.21 6.5 n.a
of tariff adjustments (electricity Households
prices tripled and gas prices Slovak Republic 3.00 5.0 6.3
doubled between 1998 and Czech Republic 2.92 5.4 6.1
2000), power and especially gas Hungary 4638 6.5 764Poland 4.63 6.5 7.4
tariffs are still far from OECD Europe 11.13 13.0 n.a
complying with EU directives. Natural Gas (US$/1O7 Kcal) 1993 2000 2001
Prices for households, in Industry
particular, are considerably Slovak Republic 120.9 101.8 102.5
below those observed in the rest Czech Republic 131.4 147.6 154.4
of OECD Europe. Among Hungary 127.9 1524.9 148.4of OECD Europe. Among ~Poland 115.9 133.0na
accession countries in Central OECD Europe 149.5 151.3 n.a
Europe, the Slovak Republic has Households
one of the lowest tariffs for both Slovak Republic 75.5 108.6 112.6
electricity and gas. Although Czech Republic 95.4 214.1 222.6cross-subsidizatio has bn Hungary 117.0 166.3 172.2cross-subsidization has been Poland 153.9 247.5 254.7
reduced, the ratio of residential to OECD Europe 398.6 404.7 n.a
industrial electricity tariffs Sources lEA and MoE
remains at about two third of the
OECD Europe level and as low as one-quarter of the levels observed in OECD Europe for gas.
Following the 2002 adjustment of industrial gas tariffs, the ratio of residential to industrial tariffs
slipped back below one (compared to 2.7 in the OECD) (see Tables 2.21 and 2.22). A side
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effect of such low prices has been the overstimulation of energy consumption, putting undue
pres;sure on the balance of payments.45

2.8 In the case of gas, low prices are linked to the non-transparent way in which SPP has
bee i able to manage its lucrative transit business (SPP operates a key gas pipeline between
Ru, sia and Westem Europe). Parts of the related location rents go to subsidize industrial users,
paris go to subsidize residential users, and much Table 2.22: Ratio of Household Prices
of Ihe rest finances the company's own internal to Industrial Prices for Energy
inefficiency. SE, on the other hand, does not have 1993 2000 2001
that luxury. As the scope for cross-subsidization Electricity
has diminished, SE's financial and commercial Slovak Republic 0.60 1.19 1.43

vial iility has deteriorated to the point at which it is Hungary 0.56 1.26 1.33Hungary ~ 0.81 1.33 1.33
unable to refinance its debt without state Poland 1.40 1.76 1.68
guarantees. OECD Europe 1.80 2.00 n.a

Natural Gas

2.82 Bringing tariffs in line with EU directives Slovak Republic 0.62 1.07 1.10
may now require residential tariff increases in the Czech Republic 0.73 1.45 1.44
range of 40 percent in the case of electricity and Hungary 0.91 1.33 1.16range ~~~~~~ ~ ~~~~~ ~~Poland 1.33 1.86 n.a
more than 100 percent in the case of gas. The OECD Europe 2.67 3.98 n.a

pattern adopted for electricity is to raise Source Staff calculations based on lEA and MoE figures

residential tariffs at four times the rate of inflation
unti l the target rate is reached. No such schedule exists as yet for gas (in part because RONI will
only assume responsibility in this field from the Ministry of Finance as of January 1, 2003).
With the expected date of EU accession fast approaching, and with the urgent need for fiscal
adjustment, there is now little scope for gradualism in phasing in the new gas tariffs. Under the
circumstances, the government would be well advised to advance the process as much as
pos;ible, even into 2002. It should also consider introducing in parallel a special royalty to tax
awa.y the windfall rent that would otherwise accrue to the privatized SPP.

Miligation Measures

2.83 The social impact of such abrupt energy tariffs may be high. Slovak households
cumnently devote 11 percent of their net incomes to energy; that percentage could rise to 18
percent after the tariff adjustments. Much of the gas tariff increase would be felt indirectly
though its impact on heating costs. The situation would be worse for low-income users who
could see their energy bill rise from 18 percent to 32 percent of their net income; this percentage
could potentially go all the way up to 5 0-60 percent for pensioners, or for single parents.

2.84 As explained in Chapter 3, the existing housing allowance is ill-designed to help low-
income family cope with such a burden. A better way to proceed might be to rely on the
following instruments:'

(i) A targeted lifeline tariff for the first block of basic electricity consumption
(estimated at 100 kWh for cooking, lighting, and refrigeraton) at half the

45 In he face of falling real pnces for electncity, residential power consumption increased by 53 percent between 1993 and 1999

46 Se Vol, Sarah, and Andrej Juns, "Alleviation of Social Impacts of Energy Tariff Rationalhzation in Slovakia, " National Economic Research
Assox rates, Washington, June 2002
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standard rate. The cost of this program (estimated at 0.1 percent of GDP, with
an eligibility threshold at 1.5 times the minimum subsistence level) could be
covered by a special fee on all residential users.

(ii) A targeted subsidy for basic heat (and hot water) consumption. Assuming
income eligibility at the same level as for the above lifeline electricity tariff
and a subsidized block equivalent to half the average consumption level (of
116 GJ per year per household), this program would impose a cost of about
0.15 percent of GDP on the budget (other funding options being impractical).
This compares to the almost 1 percentage point of GDP that the tariff increase
would raise from the consumer (two-thirds of which the government should
recapture in the form of profit tax, royalties, and dividends from SPP).

2.85 These temporary subsidies could be phased out over time, as the increased cost of energy
is incorporated in a revised MLS, based on fresh household survey data (see Chapter 3).

CONCLUSIONS

2.86 The turnaround that the enterprise sector has undergone in recent years has been, in many
respects, remarkable. As a result, those firns that survived the adjustment process are now on a
sounder financial footing, and are more likely to be integrated into and to compete in the EU-
wide market. Formal accession to the EU is likely to give this process a further boost. To
prepare for that moment of reckoning, the discussion above has pointed out the need to keep up
reform efforts along a broad front, highlighting the following priorities:

(i) De-bottlenecking debt resolution procedures -- including by launching a long
overdue reform of the judiciary (see Chapter 5) - with a view toward
facilitating a second round transfer of asset ownership away from those who
acquired assets during the Meciar years (including through a resolution of the
SKA portfolio) and removing a critical obstacle to bank lending to SMEs.

(ii) Strengthening the regulatory framework for bank operations, among other
ways by mandating the use of IAS first by banks, and then by other
corporations, and by not allowing the creation of an integrated financial sector
regulator to distract from the efforts to enhance the supervisory capacity of the
exiting regulatory bodies (NBS and FMA).

(iii) Stoking up farm restructuring ahead of joining the EU's CAP, among other
ways by expediting the privatization of "unclaimed land" and scaling back and
redirecting support policies toward the CAP format.

(iv) Bringing down the intemal border within the Czech-Slovak Customs Union
(CSU) ahead of EU accession with a view towards removing barriers to mutual
trade with a country, but also as a means of expediting the alignment of the
trade regime with EU requirements.
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(v) Encouraging any initiative taken in the context of the competition chapter of
the EU accession negotiations to harmonize the tax incentives offered by
Visegrad countries at the lowest possible level.

(vi) Bringing forward the energy tariff adjustments required to set tariffs in line
with EU directives (i.e., in the range of 40 percent for electricity and more than
100 percent in the case of gas), with targeted lifeline blocks for low-income
consumers.

(vii) Privatizing power generation (with nuclear and non-nuclear generation
facilities being sold separately).





3. REGIONAL DIMENSIONS

3.1 With the approach of EU accession, the issue of regional development -- a major EU
pol icy concern -- is fast becoming a top policy issue in the Slovak Republic. The magnitude of
the funding potentially involved is considerable (up to 4 percent of GDP in EU transfers plus
counterpart funds) and could conceivably help fuel the country's convergence toward EU
stanidards. In the absence of a carefully thought out strategy, however, this potential could easily
be squandered.

3.2 This chapter suggests that while substantial regional disparities exist in terms of output
per capita, their significance for policy and planning purposes should not be misjudged. First,
there is little indication that these disparities are particularly large by European standards.
Second, these disparities are not widening. Third, they are hardly reflected in disparities in
household income. This is due in part to the way labor market structures operate (centralized
collective bargaining and single wage tariff at the national level) and also to the impact of
uni ^orm social transfers. The combination of those two factors unfortunately contributes to the
per ;istence of wide regional disparities in terms of unemployment. The first section below takes
stock of these various dimensions of regional disparities and the related policy implications.

3.3 The experience of other low-income countries in joining the EU seems to indicate that
rapid income convergence may be associated with an initial widening of regional differences in
GDP per capita, as growth first takes hold within localized "growth poles." The second section
discusses how that experience applies to the Slovak Republic.

3.4 Based on this, the final section draws the contours of what a regional convergence
strategy might involve for the Slovak Republic. One aspect might be to focus investments on a
lim ted number of growth poles -- starting with Bratislava -- where external effects on
productivity are likely to be highest, and then gradually spreading externalities toward the East.
In vriew of fiscal consolidation objectives, such public intervention policies would need to be
pur;ued by redirecting, rather than expanding, government programs toward those key strategic
obje4ctives (regions, sectors). To be successful, such a strategy would require both labor and
soci al welfare reform in order to give people a greater incentive to move to where the jobs are
beii kg created and to induce firms to establish themselves outside of the Bratislava growth pole.

LEVEL AND SOURCES OF REGIONAL DISPARITIES

3.5 As most observers of the Slovak economy have stressed, a significant cleavage exists
between the modern and well-performing Bratislava region and the much less prosperous rest of
the country. With about 11 percent of the Slovak population, Bratislava produces more than 22
percent of the Slovak GDP. If we use a regional decomposition into eight NUTS 3 regions
(following the nomenclature used by the Eurostat), we find that the GDP per capita in the
Bratislava region reaches twice the level of the national average and more than three times that
of tie poorest Slovak region, Presov (see Table 3.1).
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3.6 These Table 3.1: Regional GDP per Capita at PPS, 1996-99
disparities arise from ercent)
differences in both % of EU average % of Slovak average

productivity levels 1996 1997 1998 1999 1996 1997 1998 1999

and employment rates Bratislava 92 100 99 100 203 203 202 197

(see Table 3.2). Tmava 51 51 50 55 106 106 103 109

Bratislava comes out Trencin 44 44 44 46 92 93 91 92

ahead of the rest of Nitra 37 39 40 42 82 82 83 83

the country on both 2ilina 38 40 41 42 84 84 84 83

counts. Banskl Bystrica 42 43 44 45 91 91 90 90
Presov 30 31 32 32 66 66 66 65
Kosice 44 44 47 50 93 93 97 99

Slovak Republic 46 48 49 50 100 100 100 100

Sources. Statstical Office of the Slovak Republic, Eurostat, and staff calculations

Sources of Regional Differences in Productivity

3.7 Many factors combine to make Bratislava more productive than the rest of the country:
the nature of its productive structure, the density of its small and medium-scale enterprises
(SMEs), higher investment rates, a greater attractiveness for foreign direct investment, linked in

part to the region's proximity to EU markets and accessibility to them, and its comparative
concentration of university graduates.

3.8 Productive Structure. The structural Table 3.2: Regional Differences in Productivity
change from an industrial economy focused and Employment
around large state-owned enterprises, many of Productivitya Employment
them in heavy industry, to an economy (% of average) Rateb

predominantly based on services and with a Bratislava 158.7 60.2

predominance of small and medium Tmava 105.5 50.1

enterprises, has not been equally rapid and Trencin 88.9 50.2

successful in all of the regions. The two Nitra 89.7 44.9

richest regions, Bratislava and Kosice, are also Zilina 82.3 48.9

tlose that have made the greatest progress Banska Bystrica 95.3 45.8

toward a service-based economy and that Presov 67.8 46.5

currently have the highest share of services in Kosice 109.6 43.8

output amnong all Slovak regions (see Figre Total 100.0 48.5
o Regional value added per person employed, 1999.

3.1). Services account for almost three- b Asof2001

quarters of value added and employment in
Bratislava. At the other extreme are large parts of southern and eastern Slovakia that have
suffered from substantial declines in agricultural production (see Chapter 2) as well as those
industrial towns that were hit by the collapse of military production.
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Figure 3.1: Regional Value Added and Employment by Sector, 1999

Value added by sectors (1999) Employment by sectors (1999)

Bratislava Bratislava

Kotice _ilina

Zilina Trenein

Trendfn Kolice

Pre,ov Prelov

B inska Bystnca Tnava

Tmava Banska Bystrica

Nitra Nitra

SLOVAKIA SLOVAKIA

0% 20% 40% 600/0 80% 100% 0% 20% 40% 60% 80% 100%

[ U Agriculture U Industry 0 Services | | Agriculture U Industry 03 Services|

SolArce Statistical Office of the Slovak Republic.

3.") Role of SMEs. Small and medium-size enterprises (SMEs) have typically driven the
transformation process. On this count,
again, Bratislava's performance is Table 3.3: Regional Distribution of Small and Medium
much better than that of all other Enterprises, 2001
regyions. Although the Bratislava percent)
region accounts for 11 percent of the Less than 50 50-250 Population
Slovak population, more than 32 employees employees (%
percent of all Slovak small enterprises Tmatva 8 11 10
with less then 50 employees are based Trennin 10 12 11
there (see Table 3.3). Nitra 8 13 13

Zilina 10 12 13
3.lO Investment Rates. The larger Banska Bystrica 11 11 12
part of the country's capital stock is Presov 10 12 15
concentrated in the Bratislava region. Kosice 13 10 14
Its investment to GDP ratio has SLOVAKIA 100 100 100
consistently reached almost twice the Source. Statistical Office of the Slovak Republic.

national average (see Table 3.4). In
per capita terms, investment in Bratislava has been 6.4 times higher than the average for all other
regions and 14 times higher than for the region of Presov.

3. [1 Foreign Direct Investment. One factor behind such high investment rates is that
Biatislava has attracted the bulk of the incoming FDI (see Table 3.5). By the end of 2001, 51.4
percent of FDI stock in the corporate sector was concentrated in Bratislava. The only region that
has come close has been Kosice, following the purchase of VSZ by U.S. Steel Corp.
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3.12 Geographic Location and Distance from Markets. As in other economies in Central

and Eastem Europe, Table 3A: Gross Fixed Capital Formation by Region, 1996-99
geography has played Dercent of GDP)
an important role in . 1996 1997 1998 1999 Average

shaping FDI Bratislava 68.7 67.4 68.2 61.3 66.4

decisions. Empirical Tmava 18.3 19.8 21.7 15.2 18.7
studies of investment Trencin 20.8 31.7 31.4 21.5 26.4

pattems confirm that Nitra 28.5 31.4 42.8 31.0 33.4

foreign investments 2ilina 24.6 24.3 26.9 20.5 24.1
are motivated by Banski Bystrica 24.9 26.6 27.3 19.3 24.5

market proximity.4 7 Pregov 17.1 17.9 17.8 13.1 16.5

Regions situated in Kogice 29.8 30.9 31.7 26.6 29.7

the west and along Total 34.2 35.9 38.0 30.4 34.6
major transportation Source: Statistical Office of the Slovak ReDublic.

corridors perform much better than those situated along the eastern borders with Hungary,
Poland, and Ukraine. Westem European centers situated close to borders with the accession

countries exercise a particular influence on the neighboring border regions.4 8 Bratislava has a
particular advantage in its proximity to Westem markets, access to decision-makers, good
infrastructure, and existence of network economies. Proximity to Bratislava and Austria may
explain to a large extent the high FDI inflow into the Tmava region.

Table 3.5: Forei In Direct Investment by Region, 1999-2001
FDI Stock Corporate Total (Including Banking Sector)

million mnllion %
USD USD

1999 2000 2001 1999 2000 2001 1999 2000 2001 1999 2000 2001

Bratislava 1,035 1,749 1,856 53.1 51.9 51. 1,342 2,069 2,550 59.5 56.0 59.3
Trnava 201 200 197 10.3 5.9 5.5 201 200 197 8.9 5.4 4.6

Trendin 153 143 144 7.9 4.2 4. 153 143 144 6.8 3.9 3.3

Nitra 86 94 145 4.4 2.8 4. 86 94 145 3.8 2.6 3.4
2ilina 78 175 194 4.0 5.2 5. 78 175 194 3.4 4.7 4.5
BanskiBystrica 111 112 188 5.7 3.3 5. 111 112 188 4.9 3.0 4.4
Prelov 99 98 110 5.1 2.9 3.1 99 98 110 4.4 2.6 2.6
Kogice 187 802 773 9.6 23.8 21. 187 802 773 8.3 21.7 18.0
SLOVAKIA 1,949 3,373 3,608 100 100 10t 2,256 3,692 4,302 100 100 100

Source Nabonal Bank of Slovakia.

3.13 The eastern regions face an opposite situation. They border similarly poor and

economically problematic regions in the neighboring countries and are quite remote from their
main future markets in the EU and from deep-water ports such as Rotterdam and Hamburg.

Potential investors in the region, in agricultural processing and light industry as well as in

tourism, are deterred by poor road accessibility.

47 Boen, T., et al. (2000), The Impact of Eastern Enlargement on Employment and Labour Markets in the EU Member States, Report for
European Commission's Employment and Social Affairs Directorate, European Integration Consortium (DIW, CEPR, FIEF, IAS, IGIER),
Berlin/Milan, Germany/Italy; D6hrn, R. (1996), EU Enlargement and Transformation in Eastern Europe Consequencesfor Foreign Investment
in Eastern Europe, Konjunkturpolitik, Vol 42, No 2-3, pp. 113-132.

48 Gorzelak, G , and Zarycki, G (1995), Regional Development and Policy in Poland after 1990, EUROREG, University of Warsaw.
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3.14 Concentration of University Graduates. Another reason why investors choose

Bratislava over other locations is its high concentration of university graduates (see Table 3.6).
Bratislava has an almost 2.5 times higher share of university graduates in the labor force than the
national average. This helps to
accolmt for the high productivity Table 3.6: Share of University Graduates among the

and low unemployment rates in Unemployed and in the Economically Active Population, 2001

Bratislava. Even in regions with _percent)
very high unemployment, Economically Active

someone with a university degree Unemployed (%) Population* (%)

is approximately three times less Bratislava 5.3 24.1
likely to be unemployed. Trnava 2.1 9.4

Trencin 2.5 9.6

Mitig,ating Factors Nitra 2.8 9.4

Banska Bystrica 2.9 9.2
3.15 Nevertheless, the Presov 3.6 10.0

significance of these regional Kosice 2.7 8.6

differences should be not blown Total 3.0 11.2

out of proportion. There are *Populaton 15 years and over

good reasons to believe that the Source: Statistical Office of the Slovak Republic.

existing statistics (although fully
cons stent with the Eurostat methodology) overstate the underlying reality. First, regional GDP
per capita statistics record, in Bratislava, the value added generated by the large workforce that
commutes from outside the region. Dividing the regional output by the number of residents
(irrespective of the number of people employed) inflates the output per capita figures in the
regic n of Bratislava accordingly. Furthermore, statistics on regional GDP per capita at PPS are
calctulated on the basis of a single set of prices for the whole country. The prices are taken from
a sw vey in Bratislava only, where prices are higher than in the rest of the country, thereby
leading to the underestimating of comparative GDP levels in outlying areas.

3.16 Second, leaving aside the outliers of Bratislava and Presov, the regional variation in GDP
per capita is actually fairly small. All other regions range between 42 and 55 percent of the EU
average (see Table 3.1). Third, it is worth noting that regional differences in GDP per capita
have been narrowing, not widening in recent years (see Table 3.1).

3.17 Fourth, the gap observed Table 3.7: Relative Level of GDP Per Capita
between the capital city and the rest of in Selected Capital Regions, 1999

the c-ountry is not exceptional at a (percent of national average)
European level. The gap between the Inner London* 238

GDP per capita in the region of Prague Prague 212

or irner London and their respective Bratislava 198

national averages is even greater than Brussels* 152

that in the Slovak Republic (see Table Mazowieckie (Warsaw) 151

3.7). Actually, the magnitude of the Kozep-Magyarorszag (Budapest) 149

gap between the capital city region and Vienna* 146

the rest of the country depends * Data for 1998
Sources. Statistical Office of the Slovak Republic, Eurostat, and staff

crucially on the geographical size of rAlc.ilstinn.

the statistical region that includes the
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capital city. The smaller the size of the capital region, the higher its GDP per capita gap is likely
to be, reflecting a growing density of economic activities as one moves toward city centers. In
Poland and Hungary, the gap in GDP per capita between the capital region and the rest of the
country may look narrower, but this in part because the NUTS-3 regions of Bratislava, Prague,
and inner London are very small, while the NUTS-3 regions of Warsaw and Budapest also
include a wide circle of surrounding areas.

Impact on Living Standards

3.18 Furthermore, reflecting the impact of Table 3.8: Gross and Net Money Income
social safety nets as well as labor market per Person per Month, 2000
outcomes, there is much less disparity in (percent of national average)
household income across regions than there Gross Money Net Money
is in output per capita (see Table 3.8). Income Income
Barely 34 percent separates the average Bratislava 125 122
disposable incomes of the top and bottom of Trnava 96 96
the range. It would be surprising if regional Trencin 97 97
differences in cost of living were much Nitra 98 100
smaller. 2ilina 93 93

Banski Bystrica 99 99

3.19 However, the mechanisms at play Presov 90 91
exacerbate the one truly worrisome form of Kotice 102 101
regional disparity: that in (un)employment Source: Statistical Office of the Slovak Republic.
rates. Reflecting, on the one hand, the
impact of centralized collective bargaining (and of the nation-wide wage tariffs collective
bargaining arrangement set) and of a uniform minimum wage, there is far less wage variation
across regions than the underlying differences in productivity would warrant (see Table 3.9).
The case is particularly stark in the industrial sector: while industrial productivity varies by a
factor of 3.5 between the Table 3.9: Regional Differences in Productivity and Wages
most and the least productive bercent of national averaee)
regions, the difference in (Erage) Industry_
industrial wages between AveEnm Average
these the two regions is less Productivity' Wage Productivity Wage
than 50 percent. Bratislava 159 138 205 132

Trnava 106 98 124 93
3.20 The net result is that Trencin 89 96 93 94
higher unit labor costs price Nitra 90 89 80 93
out the most depressed 2ilina 82 94 71 90
regions, irrespective of what Banskl Bystrica 95 91 100 90
transport costs and other Presov 68 84 61 84
aggravating factors (see Kosice 110 103 104 103
above) might be. Total 100 100 100 100
Conversely, it comes as little Regional value added per person employed, 1999.

surprise that the employment As of 2001.
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rate:; that we observed at the outset of this discussion (see Table 3.2) are highest in those regions
where the wage/productivity ratio is most favorable, or that those same regions also attract most
foreign direct investment.

3.21 The presence of large social transfers to the unemployed makes the situation tolerable
and limits its impact on household disposable income (as seen in Table 3.8). The impact of
social transfers goes beyond that, however. As benefits are uniform, they provide a higher
pur(:hasing power in depressed regions than in more affluent ones. Thus, it is not surprising that,
in sl)ite of large differences in employment rates between Bratislava and the rest of the country,
the Slovak Republic would have the lowest inter-regional labor mobility in the OECD area.49

Only 3 persons per 1,000 population moved between regions in the Slovak Republic in 2000,
compared to regional mobility rates of 10 to 25 migrants per 1,000 population in most OECD
couiitries.

3.22 Nevertheless, this uniform Table 3.10: Regional Unemployment Rate, 1997-2001

approach to labor relations and social 1997 1998 1999 2000 2001
wel fare contributes to entrenching Bratislava 4.1 5.1 7.2 6.4 5.8

regional unemployment and therefore Trnava 10.6 12.5 16.3 14.9 15.5

to exacerbating, rather than lessening, Trencin 8.3 10.8 13.5 12.7 12.7
regional disparities. While the Nitra 14.3 17.6 21.5 21.7 23.1

unemployment rate has consistently 2ilina 10.8 14.1 17.7 16.8 16.4

remained at a relatively low level in Banska Bystrica 14.9 19.7 23.1 21.8 23.6

Bra islava and significantly below the Presov 17.8 22.1 26.0 22.1 24.0

national average (see Table 3.10), it Kosce 17.1 20.8 25.1 24.4 25.6
incieased dramatically in all other Total 12.5 15.6 19.1 17.9 18.6

regions between 1997 and 1999. The Source. Statistical Office of the Slovak Republic.
regions between 1997 and 1999. The
unemployment rate in the region with
the worst performing labor market was 4.4 times higher than in Bratislava.

IMPACT OF EU ACCESSION

3.23 The experience of existing EU members suggests that the Slovak government may face

sonme stark choices in fueling convergence toward EU levels while dealing with inter-regional
equality. Indeed, while all Cohesion countries (i.e., Greece, Ireland, Portugal, and Spain) have
experienced at least some degree of income convergence at the national level, convergence at the
sub -national level has been meager. In countries that have converged at very rapid rates,
national growth has tended to be driven by growth poles (usually around capital cities and major
agglomerations), with the relatively lower growth in other parts of the country resulting in
widening regional disparities.

3.24 This trade-off between economic efficiency (i.e., rapid convergence at the national level
driven by a small number of growth poles) and inter-regional equality has been confirmed and

49 This statistics iS based on administrative data on people's residence that may underestimate the magnitude of migratory flows



64 Chapter 3. Regional Dimensions

quantified in several studies.50 While all regions in Ireland, for example, converged rapidly
toward average EU incomes between 1991 and 1997, the performance of the southern and
eastern regions was comparatively stronger; disparities thus widened. Similarly, between 1980
and 1996, Spain's convergence was driven by rapid growth in regions such as Madrid and
Catalonia. Almost all regions also converged toward EU levels but at a slower pace; regional
differences thus increased.

3.25 This observation is in line with the findings of the "New Economic Geography" types of
models that analyze the ways in which spatial patterns of agglomeration of economic activities
may lead to differences in income levels. These models predict that more advanced economies
(including regional economies) will benefit more from a partial integration, as firms will exploit
economies of scale by concentrating there. However, as integration advances beyond a certain
threshold, industries will move to regions where they can benefit from labor cost advantages,
enabling poorer economies that have retained such advantage to catch up.

3.26 The Slovak Republic appears to be at the stage at which relatively low trade costs induce
firms to exploit economies of scale by concentrating their production in or close to the Bratislava
region, where there are more customers and suppliers, knowledge spillovers, and other location-
specific benefits. This results in a process of endogenous concentration in which more and more
firms and works are attracted to the region. The benefits that these firms derive from their
location in this agglomeration boost productivity and outweigh higher (absolute) wage levels,
giving rise to a growth pole syndrome in the region of Bratislava. The models suggest that as the
economic integration deepens, trade costs become lower and tend to disappear, higher wage
costs in Bratislava should lead industries to move to other regions that have preserved their lower
labor cost advantages.

3.27 In the initial stage after Slovakia joins the EU, however, the economic importance and
concentration of economic activities in the Bratislava region may increase rather than decrease.
Situated only 65 km from Vienna and with a new highway connecting the two cities scheduled to
be completed by 2005, Bratislava will probably experience rapid economic integration with
Vienna. Firms situated in Vienna are likely to take advantage of the demand in a rapidly
growing Bratislava by paying increased attention to this market. Moreover, servicing each
other's markets from the other city will become significantly easier once Slovakia joins the EU
and the Schengen Area as the border controls are removed and laws and regulations become
highly harmonized. Thanks to Bratislava's high productivity - which is already comparable to
that in the neighboring Niederoesterreich region" - and its relatively low labor costs, many
Austrian firms may also relocate their production there. Domestic Slovak finns located in
Bratislava will also be able to benefit from the opportunities provided by the Vienna market.
Moreover, after the transition period of labor migrations, labor markets between the two cities
are likely to become much more integrated, with a significant number of employees initially
commuting from Bratislava to Vienna.

50 See, for example, De la Fuente, A. (1996), Inversi6n pdblaca y redistribuci6n regional el caso de Espania en la decada de los ochenta, Papers
de Treball, No 50 96, Barcelona.
51 Weise, C, et al (2001), The Impact of EU Enlargement on Cohesion, Preparatory study for European Commission's "Second Report on
Economic and Social Cohesion," Brussels.
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3.28 Conversely, as most of the neighboring eastern regions in Poland and Hungary are as
depressed as the Slovak areas, EU accession is not likely initially to boost the local demand for
SloNak firms situated in the east. Although economic integration with the EU should provide
major economic benefits and should stimulate the convergence of the Slovak Republic as a
whole, it may also, if not properly addressed, exacerbate economic disparities between the
capi ;al and the rest of the country.

OUTLINE OF A REGIONAL DEVELOPMENT STRATEGY

3.29 The appropriate response is not to suppress the growth potential of the capital region (for

exarriple, by diverting resources away from it) but to maximize it while facilitating the diffusion
of the convergence process to other regions, first of all through labor markets (to improve the
wag - competitiveness in poorer regions) and social welfare reforms (also to help poorer regions

and to stimulate labor mobility). Improving transport access between Bratislava and the east
would help make Bratislava a springboard toward those regions that establish or maintain wage
competitiveness.

Inve stment Priorities

3.30 The EU structural funds have the potential to help the country make the transition. As a
candlidate for EU membership, the country has already benefited from EU grant funding through
its a.cess to the pre-accession funds. Upon entering the EU, the amount of available EU funding
fronL the Cohesion Fund and the Structural Funds (the so-called "structural funds") could
increase substantially. While the current inflows of EU grant assistance amount to less than I

percent of the Slovak GDP, they could eventually reach up to 4.0 percent of the Slovak GDP.

3.31 In planning for the use of the structural funds, two important considerations should be
kept in mind. First, the country should seek to maximize the related supply (as different from

demand) effects. The inflow of structural funds may lift demand and disposable income in the
short term, but without supply side effects (arising from the improved stock of human and
physical capital, physical infrastructure, and broader market environment), the impact of
Structural Funds will be ephemeral. In the short term, the magnitude of demand effects may be
higher (close to the amount of actual spending), but it is their impact on lifting the recipient
country's potential growth rates that will make a lasting difference in the longer run. Various

studies suggest that the direct supply side effects added approximately one half of one percentage
point to the real GDP growth rate in Ireland and Portugal over the course of the 1990s.52

3.32 How large these effects will turn out to be will depend crucially on the strength of the
econLomic rates of return that the related investments are going to generate. The higher the

economic return is, the higher the supply effect will be. In practice and in the light of the
discussion above, it may well be that many of those high return investment opportunities lay in

the richer Bratislava region. This should not be a reason to ignore them.

52 Thise estimates are based on conservative assumptions, and the true magnitude of the supply-effects of the structural funds may actually be

larger (see, for example, Pereira, A, and Gaspar, V (1999), "An Intertemporal Analysis of Development Policies in the EU," Journal of Policy

Mode, ing, Vol. 21, No. 7, pp 799-822, and Barry, F, et. al. (2001), "The Single Market, the Structural Funds and Ireland's Recent Economic

Grow h," Journal of Common Market Studies, Vol. 39, No 3, pp 537-52.
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3.33 On the contrary, the government would be well advised to reconsider the recent decision
to exclude the region of Bratislava from the benefit of EU funding under Objective 1 (which
benefits from the largest allocation of Structural Funds). Even though a support of the Bratislava
growth pole might initially lead to some exacerbation of regional disparities in output per capita,
the increased regional variation should be socially sustainable in the short term.53 Perhaps the
simplest way to achieve this would be to revise the NUTS-3 structure of the country to subsume
Bratislava within its surrounding region.

3.34 In addition to Bratislava, the government may wish to explicitly foster the later
development of other growth poles. There are some signs that such a pole may be emerging
around Kosice. In addition to a relatively fast shift to a service-based economy, the regional
economy has been growing more rapidly since 1997 than any other region in the Slovak
Republic. Kosice has a relatively good endowment of human capital, thanks to several major
universities and a relatively high stock of foreign direct investment.

3.35 An important aspect of stimulating the regional economies and the outflow of economic
activities from Bratislava to other regions will be to reduce trade costs through significant
improvements in transportation infrastructure (including a high speed road link connecting the
eastern part of the country and Bratislava). Building on the experience that the Slovak
authorities have already acquired in the pre-accession period with the ISPA Fund, this could be
the main focus of Cohesion Fund resources.

3.36 The second priority area of public investment should be human capital. The importance
of investment in human capital has been confirmed by several recent empirical studies and
experiences of the current EU members. 54 A major focus on education policy is particularly
important in order to create the appropriate conditions for generating endogenous growth
processes and attracting industries with leading technologies. While medium tech and high-tech
industries are expanding toward the periphery in the EU, studies find that their location remains
sensitive to countries' endowments in terms of researchers. Although the Slovak Republic has a
fairly good endowment of researchers in technical disciplines, govemment support of R&D is
currently very low compared to other European technological leaders. With a full accession into
the EU, researchers will face further strong incentives to relocate to other EU member countries.
This could lead to an accelerated "brain drain" process, with a strong negative impact on long-
term growth prospects in the Slovak Republic.

Labor Market and SociaD Welfare Reforms

3.37 In order to foster national and inter-regional convergence, the government should
implement labor market reforms that will decrease the disparities in employment and
unemployment rates across regions, particularly between Bratislava and the rest of the country.
The specific reforms involved are discussed in chapter 1 and chapter 4. They should strive for
two main goals: to increase the employment rates in regions outside of Bratislava and to

53 In the post-2006 programmng penod, which should also coincide with a full integration of the Slovak Republic into the Schengen area,
Bratislava may increasingly benefit from an economic integration with Vienna. At this point, focused public development initiative may no
longer be justified in Bratislava

Alesina, A et al. "Redistnbution through public employment the case of Italy", IMF Working Paper, No 177, 1999 and European
Commission, "The economic and financial situation in Italy" Office for Official Publications of the European Communities, Luxembourg, 1993.
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inc,rease the outflow of labor from depressed regions to regions with better employment
ofrportunities. Raising the employment rates in poor regions would decrease the gap in regional
oLtput per capita levels, by boosting production in poor regions. Improving labor migration
would decrease the regional disparities in unemployment levels and per capita output by
decreasing the non-productive population in poor regions.

Fiscal Sustainability

3.38 To be viable, this investment strategy will need to fit within the overall fiscal
ccnsolidation strategy. In other words, the utilization of structuralfunds will need to fit within a

d&clining overall expenditure envelope. This is the objective the country has set itself in the
ccntext of its pre-accession economic program (PEP). The discussion in Chapter 1 highlighted
ju3t how central that objective was to the entire development scenario.

3.39 The role of this overall budget constraint can hardly be exaggerated. Depending on the
assumptions about macroeconomic variables and about the rate of utilization of EU funds, the
Slovak Republic could be receiving funding equal to 1.6-1.8 percent of GDP in 2004 (see Table

3.11). Together with cofinancing Table 3.11: Potential Utilization from Cohesion and
from the Slovak sources, the Structural Funds, 2004-06
st-uctural operations supported by 2004 2005 2006

the EU funds may amount to 2.5 -
2.8 percent of GDP in 2004 and TotalU(Euromllion) 480 560 710

3.0-3.5 percent in 2006. By that Per capita 92 107 137

time, if the PEP is to be taken %ofGDP 1.6- 1.8 1.8- 1.9 1.9-2.3

seriously, government expenditure rounterpart fmancingb(% of GDP) 0.9- 1.0 1.0- 1.1 1.1 - 1.2

outside of subsidies and transfers Total (% of GDP) 2.5 - 2.8 2.8 - 3.0 3.0 - 3.5

should have come down to about a/At 1999 constant pnces.

1! percent of GDP. The b/Assuming aveage EU co-financing of 65 perent

iniplication is that, by that time also, more than one-quarter of the monies spent on government
c(onsumption and investment will need to come from EU Structural Funds. To put it another
way, if the government decided to apply Structural Funds to finance investment only, the entire
projected public investment program would need to be financed from that source to absorb the
amounts discussed.

3.40 To make this possible, the Slovak government should avoid the temptation of using EU
fi nding on newly created spending programs. On the contrary, what is required is a massive
re direction of existing government programs in such a manner as to meet the eligibility criteria

fcr EUfunding (including the so-called "additionality" criteria). The financial resources from
t1 e structural funds should be viewed as additional revenues that should be fully integrated into

ti e existing public investment planning.

3.41 Indeed, the government has already taken important steps in this direction by amending
tt e existing laws to allow the EU funds to become a part of the national budget revenues,
flowing through the Treasury and managed by the Ministry of Finance. The Slovak government
has also adopted a wise decision to assign the function of payment authority for both Cohesion
and Structural Funds to the Ministry of Finance. Such an institutional setup will permit a more
efficient and transparent conduct of the payment functions.
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3.42 Furthermore, in order to enhance the country's absorption of Structural Funds, it may be
preferable to focus the necessary reprogramming of government expenditure and related capacity
building efforts on a small number of sectors. At the moment, the government is developing five
sectoral operational programs (SOPs) for the utilization of the Structural Funds. Based on what
was suggested above, it might be advisable to cut these programs down to two or three --
transport infrastructure, the environment, and human capital - and to de-prioritize the proposed
SOPs for agriculture, rural development, and fisheries, and for general economic development.

CONCLUSIONS

3.43 The observation that significant regional differences exist in the Slovak Republic in terms
of output per capita should not lead to the wrong policy conclusions. First, these differences
reflect similarly large productivity differentials. Second, they have only a limited impact on
household income and living standards. Indeed, it is the attempt to equalize living standards
(through labor market and social polices) irrespective of productivity differentials that is at the
core of the most worrisome form of regional disparity: disparity in unemployment rates. It
would be similarly wrong to direct regional development funds away from the regions with the
best growth potential on the basis of the assumption that they would already be more productive.

3.44 Instead, the experience of the Cohesion countries suggests that, to achieve the most rapid
overall convergence possible, the govemment should target public investment to those areas in
which such investment generates the highest returns, even if that involves an initial widening of
regional GDP differences.

3.45 Three strategic priorities have emerged from the discussions above. The actions they
would entail are listed below:

(i) Foster the development of a limited number of growth poles, starting with that
of Bratislava, where extemal effects are highest, focusing public investment,
including the EU funds, on human capital and productive public
infrastructure, particularly transport infrastructure.

(ii) Improve the functioning of the labor market to facilitate a rapid diffusion of the
induced growth.

(iii) Redirect, rather than expand, the existing expenditure programs to meet the
eligibility criteria for Structural Funds financing.



4. EXPENDITURE STRATEGIES

4.1 Strategies to reduce and redirect public expenditures can help the Slovak Republic

achieve its broader strategic objectives of sustained economic recovery, employment growth and

ma.cro-economic stability, not only by contributing directly to fiscal consolidation, but also by

supporting growth and employment objectives more effectively.55 This Chapter discusses how

this can be done, beginning in the next section with a broad review of the overall levels, trends

andl composition of the Slovak Republic's public spending, followed by a more detailed review

of the spending programs and reform needs in selected sectors.

Pu blic Expenditure Overview

4.,' Table 4.1 provides an overview of the trends in the Slovak Republic's public spending (as

a 3ercent of GDP) as seen through the economic and functional classification of its fiscal

accounts. Comparative data on spending by the other CEECs are shown in the last column.56

T1 e table highlights several important aspects of the country's spending:

(a) The rise in total spending (Table 4.1, line A.2.1) over the past three years (by 1.8

percent of GDP), while revenues dropped by over 3 percent (line A.1),

underscores the need to postpone further revenue reductions until real

expenditure reductions have been achieved.

(b) Subsidies (both capital and current transfers) to non-financial enterprises have
grown significantly (by 1.8 percent of GDP) since 1999, and are now, at 6.0

percent of GDP, 40 percent higher than the CEEC average (memo item, Table
4.1). A sharp reduction in these subsidies (which are focused mainly on

agriculture, railways, energy, and hospitals) would go a long way toward
achieving the necessary fiscal consolidation. Spending on agriculture and related

activities (line B.9.2 in the functional classification), which consists largely of
subsidies, has averaged more than 2 percent of GDP since the mid-1990s, about
60 percent higher than in the comparator countries. An approach to reducing the
subsidies in agriculture is discussed below.

(c) Wages and salaries (line A.3.1a) also claim an unusually high share of public
spending in the Slovak Republic. Though slowly declining, this category of

spending is still about 1.5 percent of GDP higher than in the comparator
countries. This reflects the overstaffing in education and health (discussed further

below). It also underscores the need to consolidate steps taken so far in the

decentralization process to reduce the risks of an excessive expansion of public
employment due to duplication, fragmentation, and loss of economies of scale.

55 In particular by removing distortions resulting from enterpnse subsidies, and by reducing some of the bamers to a better-functioning labor

m; rket (such as the payroll tax burden in financing health and sickness insurance and possibly pensions), work disincentives in Social Assistance

pnigrams, and the disconnect between the education system and labor market (and student) needs

Compansons drawn from World Bank, Expenditure Policies towards EU Accession, (forthcoming, 2002). The comparator countnes are the

C2ech Republic, Bulgana, Estonia, 1Hungary, Latvia, Lithuania, Poland, Romania, and Slovenia
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(d) While spending on social protection as a share of GDP (line B.6) has not shown a
rising trend, and is about average compared with the other CEECs, these
aggregate figures mask major problems. As discussed below, urgent reforms are
needed to: prevent looming pension system deficits; curb the rising cash
assistance payments and correct the disincentives preventing recipients from to
working their way out of welfare; reduce the payroll tax burden; and contain
spending.

Table 4.1: Expenditures of the Consolidated General Government
(percent of GDP)

Other
1996 1997 1998 1999 2000 2001 CEECs 2000

ECONOMIC CLASSIFICATION
A.1 Total Revenue and Grants 43.5 40.1 37.8 39.8 37.9 35.7 38.0
A.2 Total Expenditure and Net Lending 46.7 45.0 42.9 44.0 47.0 44.2 39.6
A.2.1 Total Expenditure 45.5 43.9 41.9 40.3 43.1 42.1 40.5
A.3 Current Expenditure 39.0 37.2 36.6 36.4 37.5 36.6 36.3

.3.1 Exp. on Goods and Services 17.3 17.7 16.4 15.9 15.8 15.9 16.6
A.3.1a Wages and Salaries 10.1 9.8 9.7 9.4 9.1 8.6 7.1
A.3.lb Other Goods and Services 7.2 7.9 6.7 6.5 6.8 7.3 9.6
A.3.2 Interest Payments 2.1 1.9 2.8 3.2 3.2 4.0 2.6
A.3.3 Subsidies and Other Curr. Transf. 19.6 17.5 17.4 17.3 18.4 16.7 17.0

.4 Capital Expenditure 6.5 6.7 5.3 3.9 5.7 5.5 4.2
A.4.1 Investment. 4.4 5.4 3.9 3.2 3.2 3.2 2.7
A.4.2 Capital Transfers 2.1 1.4 1.4 0.7 2.4 2.3 1.4
A.5 Lending rminus Repayment 1.2 1.1 0.9 3.8 3.9 2.1 -0.9

Overall Deficit/Surplus -3.2 -4.8 -5.1 -4.3 -9.1 -8.5 -2.5
memo item
_ Transfers to Enterprises 8.0 53 5.1 4.2 7.3 6.0 4.3

FUNCTIONAL CLASSIFICATION
A.2.1 Total Expenditure 45.5 43.9 41.9 40.3 43.1 42.1 40.5
B.1 General Public Services 3.7 3.7 3.1 3.0 3.3 3.7 2.9
B.2 Defense 2.3 2.1 1.9 1.7 1.8 1.6 1.5
B.3 Public Order and Safety 2.3 2.3 2.2 1.6 1.6 1.7 2.0

.4 Education 4.4 4.2 4.0 3.9 3.8 3.7 5.2
B.5 Health 6.3 6.0 5.5 5.5 5.7 5.7 4.6
B.6 Social Security and Welfare 13.7 13.6 13.6 13.8 13.6 13.1 14.2

.7 Housing and Conmmunal Services 2.3 1.8 2.1 2.1 1.9 1.7 1.9
B.8 Recreation and Culture 1.1 1.0 1.0 0.8 0.9 0.9 1.1
B.9 Economnic Services 7.4 8.0 6.5 5.3 8.3 6.6 4.5
B.9.1 Fuel and Energy 0.8 0.7 0.5 0.2 0.0 0.1 0.1

.9.2 Agriculture 2.5 2.4 2.0 1.5 2.4 1.8 1.1
B.9.3 Nonfuel Mimng and Mineral 0.7 0.5 0.5 0.2 0.6 0.4 0.2
B.9.4 Transport and Conmnunication 1.6 1.4 1.1 0.6 1.9 1.6 2.4
B.9.5 Other Economic Services 1.8 3.0 2.5 2.9 3.5 2.7 0.8

Interest Payments 2.1 1.9 2.8 3.2 3.2 4.0 2.6
Miscellaneous -0.1 -0.7 -0.8 -0.7 -1.1 -0.6 -0.1

Sources IMF, Govemment Finance Statistics, Ministry of Finance, Staff Calculations
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(e) Health spending (line B.5) has been rising, and is substantially (more than 20
percent) higher as a share of GDP than in the comparator countries. Deep reforms

are needed to contain and rationalize the rising demand pressures, improve the

financing mechanism, and reduce high costs of supply that result in large part

from overstaffing and excess facilities. These reforms are discussed in some

detail below.

(f) Aggregate spending on education (line B.4) has declined as a share of GDP, and

is more than one percent of GDP lower than in comparator countries. However,

in this case the demographic shift has worked to reduce pressure for increased

spending, and, as argued below, the scope for reducing excessive numbers of

teachers and schools at the primary and secondary levels is only beginning to be

tapped. This consolidation needs to be intensified and accompanied by reforms to

reorient secondary education and gradually expand the tertiary level to create a

better match between system outputs and labor market (and student) needs.

4.3 The sections below focus on agriculture, social protection, health, and education, sectors

thal, together with the enterprise subsidies noted above, accounted for over two-thirds of total

public spending in 2001. It is difficult to see how the needed expenditure adjustment could be

rea ized and sustained without dealing with these sectors, and with the regional development

spending issues discussed in Chapter 3. Of course, other important areas of spending not

discussed in this report (e.g., energy, environment, defense, general public services and other

eccnomic services) should also be subject to rigorous review as part of an overall strategy to

corntain spending. The discussions below seek to illustrate the range and complexity of the issues

that confront the Slovak Republic's policymakers as they seek to contain public expenditures and

make them more effective. While this part of the report proposes both short and medium-term

reconimendations, it does not pretend to provide a fully detailed, comprehensive reforms

blueprint. Rather, it seeks to highlight the difficult issues that need to be confronted, and at the

sarie time reinforce the case for improvements in fiscal management. In each sector, the

discussion focuses not on across-the-board cuts, but rather on reform options that can help to

reduce or contain spending while improving its effectiveness in supporting the strategic goals of

grc,wth, employment, and stability.

4.4 It should be stressed that while there are some important measures that can and should be

tak en in the short term (especially reducing enterprise subsidies and starting to raise the

retirement age), most important measures to contain expenditures in a sustainable way will

require a thorough, comprehensive review of the overall expenditure program, not as a one-shot

exercise, but as a continuous process to identify reforms of the main expenditure programs,

including a careful assessment (and subsequent monitoring) of the impact of reform on the poor,

especially the Roma. This process will involve choices over time about what the public sector

should do, how much it should do, and how it can do it most effectively. Many of these choices

will be politically sensitive, so an important part of the effort needs to be to develop an

understanding and political consensus for the need for such reforms.

4.' This is why this report emphasizes the critical need for the Slovak Republic to develop

the institutions, capacities and processes that will help generate the assessments of program

performance and reforms needed to bring about continuous improvements in the effectiveness of
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the public sector and the efficiency of public expenditure. This would call for the development
of analytical capacities in core and line agencies alike, including continued improvements in the
measurement and comprehensiveness of budget accounts, the development of a more formal and
systematic medium-term approach to fiscal programming in both the Ministry of Finance and in
the line ministries, and a move towards a greater performance orientation in budgeting, as well as
the establishment of periodic, representative household budget surveys.

AGRICULTURE

4.6 As noted in Chapter 2, the Slovak Republic spends an excessive amount on agricultural
support to support a policy framework that is condemned to disappear with the imminent
accession to the EU's Common Agricultural Policy (CAP). To facilitate the transition, it is now
time to prune down and reformat the support programs so that they conform to CAP
requirements. This would make it possible to cut back expenditure commitments on agriculture
by about 15-20 percent. Upon accession, much of the remaining charges should be transferred to
the EU budget, relieving the Slovak budget accordingly of this uncommonly high burden.

Forms and Levels of Agricultural Support

4.7 Slovak budget expenditures on agriculture Figure 4.1
not only exceed the levels observed in all other StructureofBudgetSupporttoAgriculture2001
candidate countries, but they are much higher as a
percentage of GDP than those of the EU and of
the large OECD economies. In 2000-01, current Dpays
subsidies to producers (which include price 30% 22s

support and direct payments for current measures
- excluding capital expenditure) absorbed over 50
percent of the agricultural budget (see Figure 4.1). '
Most of these amounts are subsidies to crop and 12% e

livestock production, as well as generous Cviaj

subsidies to farming in less favored areas (each 7%

category received over 20 percent of the total). 1%
Capital expenditure subsidies (including small To__bud_et___expend_tum_12_4_bill___

credit subsidies for investment loans) account for
another 10-15 percent of the total, and the rest is equally divided among subsidies to general
services, agri-environmental and rural development subsidies, and tax concessions (about 10
percent each year in each category). A key feature of this system is a bias against small farmers,
since most of the farmer-related payments have conditions regarding the minimum size of
operations (e.g., 5 cows, output values corresponding to 5 ha, etc.).

A Two-Step Approach to CAP Harmonization

4.8 The current agricultural support system mixes heavy government intervention with the
principles of a market-based agriculture but does not yet correspond to CAP requirements.
Efforts should be concentrated on the adaptation of the same policy instruments as in the EU, but
without yet applying them at the same level. Although there is pressure to immediately increase
support and to converge at EU levels before accession, the level of support and border measures
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should remain at the current level in order to maintain the pressure to complete reforms and to

rerriain within budgetary constraints and WTO commitments. The level of support would then

automatically rise to CAP levels after the accession, but the burden of that expenditure would

shift to the EU budget.

4.9 Using the Agenda 2000 proposals for the reform of the EU's CAP as a reference, the

following adjustments would need to be made promptly.

(a) Market support (including border measures as well as direct and indirect
intervention in the market) and direct payments are provided in the EU at a level
of price support higher than that in the Slovak Republic on average. Therefore,
little in the way of expenditure reductions can probably be realized here prior to
accession. The instruments used, however, need to be adjusted to a transparent,
CAP-conforming framework incorporating the potential use of quotas in the case
of some products. Changes should be made in the current intervention, which is
based on an ex ante system (the intervention is based on short-term forecasts on
production and consumption) to an ex post CAP-type intervention mechanism in
which market intervention decisions by the private sector are based on the
observed evolution of EU market prices. In addition, to be consistent with the
principles of the CAP, price support would need to be transferred to the wholesale
level instead of the farmgate for most products. As concerns direct payments
stricto sensu, the generalized area payment scheme outside of the less favored
areas could be adapted and fitted into the national envelopes proposed for the
dairy and beef sectors under the Agenda 2000.

(b) Expenditures on supporting inputs for irrigation and for the preservation of

selected genetically valuable livestock are not provided in the EU and should be
eliminated.

(c) The existing credit guarantee scheme should be made fully consistent with EU
standards, and most credit subsidies should be discontinued in their present
format. None of the current support measures aiming to improve the access to
financing of capital and non-capital expenditures is admissible under the CAP.

(d) Subsidies for modernization and restructuring also need to be streamlined in line
with EU guidelines." However, no subsidy to agro-processors is admissible in the

EU for modernizing and restructuring. These should be eliminated.

(e) Tax preferences for farners are not allowed in the EU and these will have to be

eliminated entirely before accession (including the current tax refunds on diesel
fuel used for farming purposes).

4.i 0 The potential impact of these measures on budget expenditures on agriculture and food

cai be seen in Table 4.2. Policy items that can be terminated are highlighted in bold typeface in

57 1he EU currently allows some grants for structural development measures, but these must meet one or more of the following objectives reduce

pro luction costs; improve product quality, preserve and improve the environment, meet hygiene and animal welfare conditions, encourage

divorsification in agncultural activities
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the table; they add up to 16 percent of the 2001 agricultural budget. Policy items that can be at
least partly reduced are highlighted in italics.

Table 4.2: Structure of Budget Expenditure on Agriculture and Food, 2000-01
(percent)

2000 2001
1.1 Subsidies To Crop Producers 10.5 9.9
1.2 Subsidies To Livestock Production 9.5 12.4
1. MARKET PRICE SUPPORT 20.0 22.3
2.1 Subsidies To Farming In Less Favored Areas 22.9 25.7
2.2 Subsidies For Non-Capital Inputs (Irrigation, Livestock Genetic Pool) 2.4 3.4
2. DIRECT PAYMENTS 25.3 29.1
3.1 Disaster Insurance 0.4 0.6
3.2 Special Drought Payments 12.2 0.0
3. INCOME STABILIZATION PAYMENTS 12.6 0.6
4.1 Subsidies For Capital Expenditures To Farmers 9.6 15.1
4.2 Subsidies For Capital Expenditures To Processors 0.4 0.6
4. CAPITAL EXPENDITURE SUBSIDIES 10.1 15.7
5.1 Investment Credit Subsidies To Farmners 1.0 1.6
5.2 Investment Credit Subsidies To Processors 0.2 0.1
5. INVESTMENT CREDIT SUBSIDIES 1.2 1.7
6.1 Soil Improvement And Reclamation 4.2 2.6
6.2 Agri-Environmental Schemes 6.2 4.2
6.3 Rural Development Schemes 0.2 0.6
6. SUBSIDIES TO GENERAL SERVICES 10.1 11.1
7. AGRO-ENVIRONT. AND RURAL DEV. SUBSIDIES 10.6 7.4
8. TAX RELIEF 10.1 12.0
TOTAL 100.0 100.0

TRANSPORT

Introduction

4.11 The transport sector in the Slovak Republic faces fundamental challenges in the coming
years. On one hand, the sector needs to adapt and respond to long-term changes in the
underlying patterns of demand. On the other hand the sector needs to correct years of
misallocation of scarce resources that have left the basic sector infrastructure under-maintained.
In addition, the supply response needs now to make room for additional demands arising from
the upcoming integration with the EU.

4.12 The sector needs to be transformed to respond to the following problems/demands: (i) the
sweeping transition-induced shifts in demand across transport modes, with rail freight dropping
by over 25 percent, while road freight grew by about 70 percent (1993-2000, see Table 4.3 and
Table 4.4)58; (ii) large operating losses and mounting debts and arrears in railways; (iii) the build-
up of a large backlog of maintenance in roads, railways and public transport; and (iv) a major
program of new transport investments, mainly for the Trans-European Network (TEN) corridors.
In addition to resolving these issues, the policy response should also: (a) make room for
increased participation by the private sector in transport through privatization and

Similar changes occurred in passenger transportation with railways dropping by almost 60 percent and road nsing by almost 25 percent
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comrnercialization of existing transport activities; (b) reconsider the use of Public Service

Obligations (PSOs) as a vehicle for social policy in light of the leaks to non-targeted population

and he price distortions they impose; and (c) make a more intensive use of cost recovery options

such as electronic tolls to help finance Table 4.3: Trends in Goods and Passenger Transport
new investment and maintenance. billions of ton-km or lassenger-km)

1993 2000 %
4.13 The sector response to these chan130

neecs remains inadequate. As in other Goods Transport

Ceniral European Countries, this Rail 14.17 11.23 -26

response is characterized by: (i) an Road 16.80 28.58 +70

overemphasis on new motorway Inland Water 1.60 0.022 -59

con truction -accounting for 82 percent Oil Pipeline - 2.08 -

of 1.otal road expenditures- and (ii) Total 32.63 43.29 +32

excoessive rail services. The bias towards Passenger Transport

new motorway construction contributes Rail 4.57 2.87 -59

to the increasing backlog in road Automobile 14.36 24.41 +69

maintenance59 and delays the necessary Inland Water 12.34 8.004 -540

upgrading of the existing road network Air 4.46 2.51 -77

to EU standards; while the oversupply of Total 35.74 38.47 +8

rail services contributes to boost losses. (Thousand passengers/year)

They all combine to put extra pressures Urban Public Transport l 649 405 -60

to the already strained fiscal situation in Source. Statistical Yearbooks of the Slovak Republic

Slovakia.

Table 4.4: Transport Basic Indicators, 1996-2000
1990 1996 1997 1998 1999 2000

Rom d public transport
Trai isported passengers, thousands 937,528 699,758 667,427 656,230 621,567 604,249

Citi' transport
Transported passengers, thousands 574,405 542,389 527,662 509,862 485,472 404,539

Nur-3ber of employees, persons 6,337a 5,667 5,656 5,608 5,582 5,480

Railway transport
Transported passengers, thousands 119,262 74,294 71,489 70,008 69,431 66,806
TraaLsportofgoods,thousandtons 117,237 58,147 59,377 56,569 49,115 54,177

Nur aber of employees, persons 60,074a 51,770 49,517 49,427 47,671 46,813

Water transport
Traisportofgoods,thousandtons 3,715 1,413 1,378 1,172 1,507 1,607

Cai s and motorways
Nuraber of passenger cars, thousands 837 1,058 1,136 1,196 1,236 1,274

Lengthofmotorways,km na 215 219 288 295 296

DatLi for 1991.
Source. Statistical Yearbooks of the Slovak Republic

4.14 In dealing with these expenditure pressures, the Slovak Republic will need to concentrate

scaice public resources exclusively on those activities where the private sector cannot operate

and'or invest effectively. In addition, it needs to reallocate public funding progressively away

frori decaying sub-sectors such as railways, into the most dynamic ones, such as roads with due

59 Only 18 percent of the total expenditure on roads is allocated to mnaintenance.
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consideration of environmental and social issues. The country needs also to focus on completing
the remaining areas for transport commercialization and restructuring (especially in railways)
and to balance carefully the urgent needs for repair and maintenance against proposals for new
investment.

Transport Expenditures

4.15 Total transport spending and amortizations in 2001, amounted to about US$812 million,
or some 4.2 percent of GDP; with the Central Government contributing with some US$510
million (2.6 percent of GDP, see Table 4.4) in the forms of transfers and payment for called
guarantees. The sections below outline the use of these funds and some of the most important
technical and economic issues regarding the two main sub-sectors: road infrastructure and
railways.

Table 4.4: Central Government Funds to and Expenditures in the Transport sector, 2001
(millions of US Dollars)

Railways Roads Inland Aviation Grand Total
Waterways

Total Central Government Flows of Funds for Transport Sector
Constr./Rebab./Maintenance 122.9 102.9 1.4 4.2 231.5
pSo a 200.0 - - - 200.0
Operating/Labor Costs - 22.0 11.0 2.6 35.6
Debt Service b 39.6 3.1 - - 42.7
Total 362.5 128.0 12.4 6.8 509.8
as % of 2001 GDP 1.88 0.66 0.06 0.04 2.64
Total Transport Expenditures
Construction ' 125.1 175.8 0.6 2.7 304.2
Rehabilitation /Maintenance' 131.0 38.6 2.4 6.0 178.0
Operating/Labor Costs 190.4 22.0 11.0 2.6 226.0
Debt Service 42.0 62.0 - - 104.0
Total 488.5 298.4 14.0 11.3 812.3
as % of 2001 GDP 2.53 1.55 0.07 0.06 4.21
PSO lumnp-sum payment for 1997-2000

b Interest only.
; Including loans to road and railways entities, including government guarantees which are significant contingent liabilities of the government.
Source: Slovak Republic Report to EU on the Accession Progress, Ministry of Finance, MTPC, and staff calculations.

Road Infrastructure

4.16 As in many countries in the region, financial imbalances in the sector translate into
inadequate maintenance of road infrastructure. In fact, if the backlog in maintenance was to be
eliminated within a five-year period, it would require an average US$90 million per year. On top
of this, routine and periodic maintenance would require another US$110 per year. The two
combine for a total US$200 million per year over the next five years. In contrast, only US$39
million was spent in 2001 in maintenance, further contributing to the rising backlog. Without a
detailed analysis, needed capacity increases in the basic national road network (non-motorways)
are difficult to estimate. Nevertheless, in light of the EU requirements for expanded axle weight
limits in the main corridors, a lower bound estimate could be around US$100 million per year
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over the next five years. Finally, for motorways, the completion of the proposed network would

require US$340 million. However, assuming a considerably reduced high standard road

program, an amount of about US$200 per year over the next five years seems more realistic and
ac equate. Therefore, assuming that the correction of the backlog in maintenance, as well as the

capacity increases in both, the basic road network and the high standard road network is

implemented, the needed expenditures would be about US$500 million per year. This compared
to an actual of US$215 million/year, would require a 2.3 fold increase.

4.17 The need for extra funding does not necessarily translate into a corresponding increase in

state budget allocations for this purpose. In fact, as argued below, a number of alternative source

ol funding, including the structural and cohesion funds, are becoming increasingly available to

the Slovak Republic. These sources could cover up to 75 percent of individual Slovakia TINA

(1Telecommunications/Informatics Infrastructure New Assistance) projects; which are estimated

at Euro 4-7.5 billion - subject to further verification of unit costs and feasibility. Alternatively,

the financing of motorways and expressways could be based on the use of electronic tolls, and

more generally, on various public-private partnerships. The combination of these alternative

sources of funds should reduce the requirements on the state budget.

4.18 Decentralization and development of the network The imminent decentralization of

government functions will bring about a radical change in the way roads are administered. It

will also become a window of opportunity to implement further needed changes in the sector.
However, in parallel to the transfer of the responsibility for road maintenance to the local and

regional government, it is necessary to provide these governments with the appropriate funding

and technical expertise. So far this transfer has been missing. For the first time in 2002, the

S ovak Road Administration (SRA) signed an annual road administration contract with the

Ministry of Transport, Posts and Communications (MTPC). Under the current decentralization

proposals, about three-quarters of the road network will be transferred from the SRA to the eight

ne,w regional governments by 2005. The remaining roads will be transferred to the

rr unicipalities, while according to current plans, 4,700km of motorways, expressways and Class

I roads will remain with the SRA. However, up until now, there have been no proposals for the

transfer of revenues or technical expertise to regional governments.

4 19 Motorways. Although the motorways were not designed as toll roads, it would be feasible

tc' create an open toll road network from them that would generate more net revenue than the

pi-esent vignette system. Electronic toll systems that could eliminate the need for manned toll

slations already exist and are rapidly being introduced in other countries. The EU is now

p -eparing a unified system to be introduced in all member states by 2004. A Motorway
Company (MC) would be able to securitize its revenue from the existing toll network for the

issuing of bonds to finance its expansion. The Motorway Company could initially be state

o Nvned, but once the revenue stream from tolls had been established, it should be concessioned

(or sold) on a long-term basis to a private company. The motorway development plan to be

uadertaken over the period of the concession would be included in the terms of the concession.

This plan should cover the network as a whole and not individual roads or parts of them. The

p reparation of the development plan should take account not only of the revenue earning

capacity of each section of the network to be constructed but also overall network finances. It

M ould be the responsibility of the bidders for the concession to propose a construction schedule
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and financing plan compatible with their estimate of the revenue earning capacity of their
development schedule.

4.20 Revenues from tolls could provide sufficient funds for the construction of about 100km
of motorway per year, allowing completion of the remaining 3561an of the planned 648km
network within about 4 years after the existing debt was paid off. In fact, with an electronic
tolling system that would avoid the need for toll plazas, a toll equivalent to about US$0.025 per
car km could produce an annual revenue of about US$23 million in 2005 from the existing
motorway network. Most of these proceeds would go to amortize the securitized bonds.

Railways

4.21 The railways' expenditure for construction and reconstruction in 2001 amounted to about
US$ 250 million, which was covered in part by the state budget and in part by ElIB loans. In
addition, the Public Service Obligations (PSOs)" in 2001 amounted to some US$130 million,
which the state did not cover. The current situation is unsustainable, with the railways resorting
to expensive short term borrowing. On top of the operating expenses, the financing of the
restructuring/modernization of the railways needs to be covered. While the current charges for
the use of rail infrastructure appear to be sufficient; a too large rail surface coverage (which is
not compensated for by PSO) causes further losses. In addition, operation of lines that are
uneconomic due to low of traffic gives the railways companies the excuse/justification not to
decrease staffing. Not surprisingly, the staff productivity of Zeleznice Slovenskej Republiky
(ZSR) has declined from 340,000 TU (Traffic Unit)6' per employee in 1995 to 302,000 in 2000.
This compares unfavorably with railways systems of similar network size and traffic density.6Q

4.22 Railway Restructuring. In the short term, reduction of the government's control of ZSR
through the creation of a separate operating company, Zeleznicna Spolocnost (ZS), coincides
with the decentralization of responsibility for funding the PSO for passenger services. This
provides an excellent opportunity to reorient the railway. Given its relative small size, it would
be inappropriate to divide the infrastructure company, ZSR, into separate regional railways.
However, the large differences between its principal (freight, long distance passenger, and local
passenger services) suggests that a separation along business lines would be desirable.
Nevertheless, this separation would not deal directly with the infrastructure issue. The EU only
requires an accounting separation of infrastructure from operations, so that track charges for
other railway users can be determined on an equitable basis. This is what most EU railways have
done. The separation of ZS -the railway operator company- into different lines of business while
keeping the infrastructure company ZSR integrated, appears to the best approach. Ongoing
deliberations suggest that this is the Government's approach.

4.23 In light of the ongoing decentralization, it would be desirable to have a stable system of
PSO payment by multiple regional governments in place -one that will not have to be changed
within a few years- to accommodate the new institutional structure of the railway.

60 PSOs are contractual arrangements to subsidy certain type of consumption of public services by qualifying groups
61 A combined indicator for freight traffic -ton/km and passenger traffic - passenger/km).
62 The Austnan rail productivity per employee is about 482,000 TU, while the Polish is about 400,000 TU after significant downsizing
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4.''4 The present restructuring plan for the railways includes a modest proposal for staff
reductions. As it is, it does not suffice to improve efficiency to the level of private railways.
E).perience in much of the world suggests that estimates of minimum staffing made in advance
of privatization fall short of the actual reductions attained after a few years of private operation.
In fact, once they are stripped of non-essential activities the three railway businesses (freight,
in] ercity and regional passengers) should be able to operate with fewer than 25,000 staff. This
could be further reduced if the new regional govermnents decide they cannot support the current
lo':al passenger services. ZSR could reduce staffing by about 10,000 employees -provided a
source of funding is available to cover redundancy costs- four years ahead of the seven years
in,licated in the current restructuring plan.

4.25 The ministry of Transport, Posts and Communications (MTPC), in co-operation with
Z,1R elaborated a concept of fees for use of railway transport infrastructure under which the fees
arI established on the basis of marginal costs. Fixed costs will be paid by the state. The fixed to
mirginal cost ratio is within 39-61 percent range. This proportion is based on the EU Directive
Nc. 14/2001 and on the new Slovak legislation in force. It should be gradually implemented in
2002-2005. 63

4.26 Should a local passenger services company be created, it could attract a private operator.
However, it might have relatively high fixed infrastructure costs, and be dependent on the new
regional governments for a large part of its annual revenue. This has been done in the UK while
Sweden and Germany are concessioning their social services through negative concessions.

4.27 As the size of the country is more appropriate to motorway-based bus services than to
e).press passenger trains, the long distance rail passenger company would have an uncertain
future. Few EU countries can maintain a profitable inter-urban passenger service and most
depend on subsidies. Therefore, the chosen scheme, which combines the existing passenger
railway assets -provided by the state at a nominal value- with private operation of an strategic
operator into a joint venture is commendable. This scheme could attract existing passenger
operators in EU countries with close connections to Slovakia. On the other hand, the freight
operations of ZS could be a prime candidate for privatization.'

SOCIAL PROTECTION PROGRAMS

Ijitroduction

4.28 The Slovak Republic's social protection prograns have benefited from recent reforms,
but there is still substantial need and scope to improve these programs to contain costs, establish
finiancial sustainability, improve the poverty focus, and reduce disincentives to work.65 The

re.view highlights the following points:

(a) The state pension system faces serious financial difficulties given the aging
population. Projections show that the system will run into increasing deficits in

63 Establishment of the notification and regulation office is under preparation.

64 This was done in the U K., the Netherlands and Denmark and is being considered in Switzerland

65 This secton draws on "Social Protection" in The Slovak Republic- Social Sector Expenditure Review (World Bank, draft, 2002), Budgeting and

Eipenditure Management in the Slovak Republic (World Bank, 2002), and E Andrews, "The Pension System" and "The Social Welfare System"

(d aft, 2002).
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the next decade and will become unsustainable, despite the important reforms
legislated in May 2002. The govermment needs to consider deeper reforms of the
Pay-As-You-Go (PAYGO) system, including raising the retirement age further to
65, along with other measures to ensure the system's long-term financial viability.
It also needs to initiate the technical design work and institutional reforms needed
to launch a fully funded mandatory second pillar.

(b) There may be scope to reduce the payroll tax contributions for sickness
insurance, given the sickness insurance fund's recent surpluses. This would be
highly desirable in view of the country's high level of payroll taxes and the
constraints that such taxes place on employment growth.

(c) The welfare programs aimed at assisting the poor still lack adequate targeting
and also discourage work. For certain types of households and in certain
regions, benefit levels are high relative to average net wages and are likely to be a
strong work disincentive. This effect is likely to be stronger in regions where
wages are relatively low, hindering labor market adjustment to regional
disparities. Benefit structures should be reformed to encourage work, and levels
need to be made more modest relative to labor income. The government needs to
strengthen its poverty monitoring, and adjust the benefits criteria and categories
so that they are better targeted to assist the poor.

Overview of Social Protection Programs

4.29 The social protection programs in the Slovak Republic consist of (i) social insurance
programs based on insurance principles (albeit loosely defined), including state pensions,
sickness and maternity benefits, and unemployment benefits; and (ii) non-insurance-based social
welfare programs, including Social Assistance and other benefits funded from the state budget.
Social insurance programs are financed mainly through payroll taxes; and benefits are linked to
the individual's wage history, hence to contributions. The combined payroll tax rate to finance
these programs plus health insurance is 50.8 percent, one of the highest in the region and in the
EU.66 As emphasized in Chapter 1, this high payroll tax rate poses a heavy tax on labor and is a
serious barrier to growth, particularly employment growth. Reducing this burden by shifting the
revenue base to more broadly based taxes is thus an important part of a strategy for growth with
equity.6 7 Social welfare programs are financed by general tax revenue; benefit levels and
eligibility are linked to a calculated minimum subsistence level (MSL) of income,68 or to the
particular characteristics of the beneficiaries. Overall policy responsibility for social protection
programs rests with the Ministry of Labor, Social Affairs, and Family (MoLSAF).

66 The payroll tax rates for the vanous social insurance programs are pensions (28 percent), sickness (4 8 percent), unemployment (4 percent),
and health (14 percent). The average rate for EU countnes is 37 percent of which 23 percent is for pensions.
67 The normal effect of payroll taxes is to reduce employment overall, and/or shift employment into the non-formal sector where tax payment is
harder to enforce See Chapter I above.
68 Defined as the income level below which matenal destitution occurs, levels are calculated for individuals, couples, and children.
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4.30 The trends in spending on the main social protection programs are given in Table 4.6.69
Total spending on these programs has not shown a significant rise as a share of GDP. However,
as discussed in detail below, in pensions major spending pressures are inevitable, while the

rexent erosion of the revenue base will continue. Other programs also have areas of potential

spending pressure or opportunities for cost containment. Further reforms of these programs

would help meet the government's need to find additional fiscal space, increase labor market
flexibility, and generate greater growth and equity.

Tsible 4.6: Public Expenditure on Social Protection Programs, 1995-2001
SkX billions 1995 1996 1997 1998 1999 2000 2001

Pe isionsb 41.9 47.65 53.28 59.20 64.01 70.33 75.74

Si:kness and Matemnityc 5.7 7.4 8.1 9.0 9.5 9.1 8.9

U ieniployment Insurance d 6.1 7.5 8.2 8.9 9.0 9.1 8.5

Social Welfaree 22.7 23.6 25.5 28.9 32.5 34.6 36.2

Tctal (SKK billions) 76.4 86.1 95.1 106.0 115.0 123.2 129.1

% of GDP

Peritonsi?b 7.36 7.58 7.52 7.64 7.66 7.74 7.66

Sickness and MatemnityC 1.00 1.17 1.15 1.16 1.14 1.01 0.90

U teniploymaent Insurance"d 1.07 1.19 1.15 1.15 1.07 1.00 0.86

ocial Welfare' 3.99 3.75 3.60 3.73 3.89 3.81 3.66

rutal (percent of GDP) 13.44 13.69 13.42 13.67 13.76 13.55 13.07
a/ Includes administrative expenses after 1995
b/Also includes administrative expenses of sickness benefits after 1995
c/ IAainly covers sick leave and matermity leave
d/ Includes benefits payable by NLO under Unemployment Insurance, including transfers to SIA and Health Insurance Companies.

ei Includes Social Assistance, Social Care, and State Social Benefits
Sources SIA, NLO, MSLAF and MoF.

Pensions

Background

4.31 Compared with that of many other countries in the region, the Slovak Republic's pension
s)stem appeared in relatively good shape until the mid-1990s. However, the increase in
unemployment in the late 1990s, combined with a rising share of self-employed workers, eroded
revenues and pushed the Pension Fund into deficit, placing it on the razor's edge of financial
stibility. More important, the pension system must contend with the inevitable long-term
demographic changes common to all Europe, which will greatly increase the numbers of the
elderly (60+) relative those of working age (18-59). The ratio of these two groups, the
dependency ratio, is projected to increase from 26 percent today to 39 percent in 2020 and to
more than 60 percent in 2040. Put another way, by 2040, there will be half as many working age
people to support one retiree as there are today.'°

69 This table is drawn from administrative program data and may exclude certain programs funded and administered by the local level (estimated

at less than 0 05% of GDP in 2001). It also excludes housing allowances, which are to date also relatively small While not identical to Table

4.1, it shows similar trends
70 X e, 3 4 working age people per retiree today versus 1 7 in 2040, using base case assumptions (see Annex Table 1), contnbutors would be

about 52 percent of these numbers based on 2001 employment rates
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Box 4.1: Current Public Pension System

* The system is a traditional Defined Benefit (DB) PAYGO systemn, covering old age (63 percent of
transfers), dcsability (21 percent), and survivors/others (16 percent); administered by the Social Insurance
Agency (SIA), and governed by a tri-partite board.

* Normal retirement ages are 60 for men, 57 for women.'

* Pension indexation has roughly followed wage growth, based on a trigger mechanism.

* The average replacement rate (average net pension as a percent of the average gross wage) is about 42
percent, and is broadly comparable to those of other countries in the region.2

* However, the benefit formula, compressed over time by inflation, has become highly redistributive, with
virtually no difference between the pension of a person who earned half the average wage and that of a
person who earned twice the average wage. For example, a person who worked 35 years and earned twice
the average wage throughout would receive the same pension as a person who worked 40 years while
earning half the average wage.3 As a result, the link between benefits and contributions is very weak.
Pensions below a socially acceptable minimum are topped up by payments from the state budget.

* Contributions are mandatory for all workers at 28 percent of gross wages. This contribution rate is
comparable to those of other transition economies, but much higher than the EU average of 23 percent.4
The same rate is assessed on one-half of the earnings of the self-emnployed. While compliance appears high
for regular salaried employees, payments by the self-employed appear to be less than half of what they
should be.5

* The government makes nominal contributions (from the state budget) to the SIA intended to cover the
non-contributory periods for certain groups (students, parents of young or disabled children, disabled
persons and soldiers). The National Labor Office (NLO) makes similar contributions for those receiving
unemployment insurance benefits. Both payments have been very low, have varied widely from year to
year, and do not appear related to the additional liability assumed by the pension system.6

1/ Retirement ages for women are reduced from 57 to 54 depending on the number of children raised. There are no other general provisions for
early retirement, except for some occupational groups considered at high nsk.
2/ Differences in methodology complicate cross-country comparisons
3/ The degree of redistnbution is reduced by the ceiling on wages subject to the payroll tax (SKK 32,000 in 2000, about 2.8 times the average
wage).
4/ It lies between that of the Czech Republic, at 26 percent, and Hungary, at 30 percenL
5/ Contnbution rates calculated from official aggregate wage, employment, and SIA revenue data, and do not include underreported income
estimates. While the SIA has faced contribution arrears from some large enterprises, the anrears build-up has not continued to accelerate.
6/ For example, in 2000, the govemment payment was less than 3 percent of the contribution of the average salaned employee, while the NLO
contrbubon was less than 19 percent These amounts are set year by year and depend largely on the fiscal situation.

4.32 The main features of the country's public pension system7" as it exists today are described
in Box 4.1. Pension expenditures have varied within a narrow range of 7.4-7.7 percent of GDP
since the mid-1990s. Contributions, however, have not kept pace with expenditures, despite
increases in the already high contribution rate in 1996 and 2001, reaching only 6.7 percent of
GDP in 2001.72 Far more serious is that the inexorable shift in the population's age structure will
mean a large increase in expenditures relative to contributions, resulting in unsustainably large
deficits, illustrated in Figure 4.2.7 Reform is therefore essential to avoid catastrophic deficits
and the resulting macroeconomic instability.

71 A voluntary, pnvate third pillar (discussed below) was established in 1996 to complement the public pension system

72 Not including bansfers from the state budget or NLO. The Pension Fund was in deficit even including these transfers

73 The demographic scenanos include a "pessimistic" case in which fertility nses more slowly, and life expectancy more rapidly, than the base
case, and an "optimistic" case, with slower increases in life expectancy than the base case. See Annex Table I for details The deficit peaks at
7% of GDP even under the base case assurptions.
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Figure 4.2: Balance of PAYGO System, No Reform, Alternative
Demographic Scenarios
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4.33 These issues are well understood by Slovak policymakers and politicians. Since the late
1990s, the Slovak Republic has been committed to fundamental pension reform. 74 The most
recent manifestation of this is the Social Insurance Act of May 2002. The act contains a number
of rr ajor reforms, with implementation to start during 2003. The main goals of the reforms are
to pLt the PAYGO system (the first pillar) on a much sounder financial footing, to improve the
link between a participant's contributions and benefits, and to start to build up a mandatory, fully
funcLed second pillar that, combined with the reformed first pillar, would generate adequate
retirement income for future generations and would insulate the system from the adverse
consequences of the projected demographic changes. The voluntary, private pension program,
estalished in 1996 (discussed further below), would form the third pillar of the system.

4.34 These reforms will go a long way toward reducing the massive deficits looming in the
coming years, but theyfall short of achievingfinancial sustainability. There are options that the
government should consider that would ensure greater financial stability and a tighter benefit-
coniribution link as well as more secure and higher levels of pensions. The following sections
review each of the three pillars, highlighting the recently enacted reforms, and the options for
further reforms needed to secure the government's objectives.

First Pillar Reforms

4.35 May 2002 Reforms: The main improvements embodied in the May 2002 Social
Insurance Act are described in Box 4.2. As Figures 4.3a and 4.3b demonstrate, these reforms go
a loag way in the right direction.75 The changed indexing method has a particularly powerful
effeot. However, more far-reaching reforms are needed to give the system the kind of financial
stability it (and the economy) needs, and to establish the tighter link between benefits and
coniributions needed to increase support for, and compliance with, the system. In particular,
whiI e the reformed system's deficits are much lower (peaking at 2.9 percent of GDP in the base
case, rather than at 7 percent without the reforms), the reformed system's cumulative deficits are
still too large to be sustainable.

74 The government approved the Pohlcy of Transformation of the Social Sphere on December 12, 1995, and the Policy of Social Insurance Reform
on Au gust 9, 2000

For ease of presentation, unless otherwise specified, the projections assume base case demographic trends
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Box 4.2: Main Features of the May 2002 Pension Reforms

* Improvements in the pension fund's long term fiscal balance, particularly through:

o automatic indexation of pensions by the lower of either prices or wages'
o gradually increasing the retirement age for women to a uniform 60 years, by 2017 for women without

children, and by 2026 for women with 4 or more children.

* Tighter links between benefits and contributions, particularly through:

o a new benefit formula, to be based on individual records and more closely related to a person's career
earnings history, while still maintaining the previous average replacement rate and Defined Benefit
(DB) approach;2

o removal of most preferential pensions for certain occupations and groups, a measure estimated to
reduce costs by 2.5 percent over time;3

o reconfirmation of the principle that "non-systemic" benefits4 should be paid for by the state budget,5

rather than cross-subsidized by the contributions of others, and establishment of reduced rates for
some of these benefits. 6

* Setting of the broad framework for a fully funded, mandatory second pillar.
1/ This will normally mean indexation in line with the CPI; this is assumed in the projections that follow.
2/ The govemment's Social Benefits Reform Administration project (SBRA), financed by a World Bank loan, will develop the systems and
infrastructure to maintain such individual records The new formula uses a point system that is based on the ratio of a person's wage to the
economy-wide average, adjusted so a person gets full credit for eamings up to 1.25 times the economy-wide average, one-third credit for earnings
between 1.25 and 2 tnmes the economy-wide average, and no credit for higher eamings
3/ Special pension provisions will still be maintained for police and career armed forces, a practice followed in many countnes It is expected
that these benefits will be fully paid for through the appropnate budgets and not cross-subsidized by other parts of the economy, but this should
be confirmed.
4/ Namely, benefits based on welfare or other policy considerations (such as mrnimum pensions or credit for non-contributory periods) rather
than on actuarially-based insurance principles
5/ Or from the unemployment insurance fund for those receiving unemployment insurance benefits.
6/ For example, mothers on matemity leave will accrue credit of one-half of a full point, while students and conscnpts accrue 0 3 of a pomt.

4.36 Further reforms should also be considered for the benefit formula, which remains highly
redistributive. While the new formula clearly establishes a closer link between pensions,
contributions, and earnings, the link is still rather weak, as are the incentives for compliance.
Those earning more than twice the average wage cannot increase their pension and have no
incentive to report any higher income. At the other end of the income distribution, those earning
less than the average wage will receive lower pensions. Although the initial impact will be
mitigated by transition arrangements (a three-year phase-in period, in which new retirees can
elect to use the old formula), this group needs to be closely monitored.76

76 It is possible that the new formula could result in a need for significantly higher spending on pension increments to top up very low pensions to
the social minimum level. These increments are part of state social benefits (discussed below), funded from the state budget. For the time being,
because most workers have long years of service, it does not appear that large numbers will need increments.
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Figure '13a: Balance of PAYGO System, May-2002 Figure 4.3b: Old Formula and New
Reform Scenario Formula Pensions
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4.37 Finally, the May 2002 legislation introduced one new measure that seems to run counter
to tA e overall reform strategy: it reduces the contribution rate for parents by 0. 5 percent per
chikl. " This measure will reduce the link between benefits and contributions and is expected to
redu:e revenues by some SKK 750 million Figure 4.4: Balance of PAYGO System, Three

(abo at 1 percent) per year. The rationale for Mono-Pillar Reform Scenarios
this mneasure is unclear. It is unlikely to raise 2%

the birth rate (presumably one reason for its
provision), and there are already adequate, 96

0even overly generous, provisions in place for 0 °°o i>%' 
families with children through (i) income tax s d
dedt ctions, (ii) child allowances, and (iii) a 2\/ 
Social Assistance for low-income families.

-3%

4.38 Additional First Pillar Reforn 2001 2020 2040 2060 2080

Required: The May 2002 reform will not be
sufficient to bring the public pension system -2002 Reforms CPI, 65 - NDC, 63

into balance. For that purpose, it will need to be supplemented by a further increase in the
retirement age to 65, bringing it into line with most EU and OECD countries.7 8 This would
result in a much lower cumulative system deficit (peaking at 1.7 percent of GDP versus 2.9
percent under the May 2002 reforms: see the "CPI, 65" line in Figure 4.4). Moreover, this
option generates substantial surpluses in the early years, making it much easier subsequently to
finaiice the deficit arising from a transition to a fully funded second pillar. Developing a political
consensus behind such a measure will be difficult, but it could be possible based on a well-
designed public information campaign and combined with a second-pillar reforn to generate
higher replacement rates.79

77 It is unclear whether this deduction can be claimed by both parents or how it will be administered. It is also unclear if there is an offsetting
reducton in pension credit.
78 The projechons presented below assume that the retirement age would increase by 6 months per year, starting in 2003.

The information campaign could stress how the demographic transition makes such a policy unavoidable if benefit levels are to be maintained
close t) cunrent replacement rates Otherwise either benefits will have to be cut or deficits will nse, resulting in inflation and an erosion of the
real value of the benefits Analysis of the key trade-offs involved might also be helpful in reaching consensus
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4.39 Several other measures should be considered to complement this reform, including:

(a) Make further changes in the still highly-redistributive benefit formula, by
tightening the link between benefits and contributions. This is also likely to
improve system finances by increasing compliance. 80

(b) Make accurate and transparent calculations of the transfers to cover "non-
systemic" benefits and ensure that they are fully financed from the state budget.8'
The recent legislation should be amended to require this. Once the costs are
transparent, a careful analysis should be conducted to determine if the benefits are
worth the costs, particularly regarding the accrual of pension rights by students,
and the duration of non-contributory periods for maternity leave.82 If the explicit
transfer of "non-systemic" benefits to the state budget results in significant cost
savings to the SIA, these savings should be passed on to the participants by
reducing contribution rates.83

(c) Establish the instruments needed to monitor the impact of the pension reforms,
especially on low-income groups.'

(d) Take steps to improve contribution compliance, especially by the self-employed.
The steps to reduce contribution rates and tighten the benefit-contribution link
will help but should be complemented by improved monitoring and
investigation.85

(e) Remove the recently adopted provision to reduce parents' pension contributions
by 0.5 percent per child. To the extent that there is fiscal space for reducing the
contribution rate, make an even reduction for all participants.

Introducing the Second Pillar

4.40 This set of reforms to the first pillar will do little to improve the currently low
replacement rate of 42 percent. To achieve this would require shifting part of the old-age

so One option would be to modify the Defined Benefit formula to allow higher pensions for those earning more than twice the average wage
This would require either (i) somewhat lower pensions for those who had earned less than twice the average wage, or (ii) somewhat higher
system deficits, or some combination of the two. This approach would be more manageable when combined with the increase in the retirement
age to 65. A second option, adopting a Notional Defined Contribution (NDC)framework, would result in a much tighter benefit-contnbution link
(and better financial outcomes). Under this approach, contributions are recorded in individual notional accounts, are easily tracked by
participants, and benefits are determined by the amount in the account This approach results in significant cost savings, leading to improved
financial balances. As Figure 4.4 illustrates, an NDC reform, combined with a retirement age increase only to 63 (see "NDC, 63" line), produces
better financial results than the current DB formula, combined with a retirement age increase to 65 ("CPI, 65" line). Moreover, since the NDC
approach adjusts automatically to demographic changes, it produces much more stable results than the DB approach While the DB approach
produces fixed replacement rates, the NDC system gradually adjusts replacement rates either up or down in response to changes in life
expectancy and populaton growth In the long run, the NDC system will be fiscally stable, while the DB approach will run deficits or surpluses,
depending on demographic developments. While the NDC framework results initially in lower replacement rates in these projections, the
differences in replacement rates are much less when the NDC is combined with the introduction of a fully funded second pillar (see Figure 4.6b
below)
81 Or, in the case of transfers for recipients of unemployment insurance, from the NLO's employment fund

82 These benefits seem questionable in terms of work incentives and should be reassessed. More "work-fnendly" altematives (such as child care
support for working mothers) should be considered
83 Compensating revenue measures in general taxation may be required

A penodic, nationally representative household budget survey is an essential tool for this purpose

5 The SBRA project will support improved monitoring and analysis
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security system toward a funded system. With that in mind, the May 2002 legislation has
established a framework for the introduction of a second, mandatory, fully funded pillar. While
the details are still being developed based on additional technical work and analysis, the current
plc'ns' center on the following features: the retirement age and benefit formula would be as
delined in the May 2002 first pillar reforms; initially 3.5 percent (and eventually 6 percent) of
the 28 percent payroll contribution rate would be redirected to fund the second pillar;"7 and the
new system would start in 2004 and be mandatory for all participants under age 50." SKK 65
billion in privatization revenues (about 6.5 percent of GDP) has been set aside to help finance the
traisitional deficit.

4.41 The introduction of the second pillar would create the opportunity for higher pension
benefits. This would result because the rates of return on the funds in the second pillar are
expected to be higher than the GDP, growth rate,
the implicit rate of return to a PAYGO system. Figure 4.5a Average Entry Replacement Rates,
This assumption is based on the analysis of "Current" Transition Plan
cap ital market returns over long periods of time 48%

in market economies. Figure 4.5a shows the
dif ference between the replacement rates 4%-
(aNerage net pension as a percent of average 44%o

grcoss wage) with the May 2002 reforms applied f
on] y to the first pillar ("first pillar reforms only")
compared with those reforms combined with a 40%

"trainsition to two pillars" in the "current 38 ______________

prcposal" described above. Replacement rates 200 202 204 206 208
ris,? as the second pillar grows, eventually t larReform, only *Tr9nsIdonto2PiIIars

recching about 47 percent, 5 percentage points
hig her than with the single pillar reform only. These projections assume a 2 percent difference
between GDP growth and capital market returns. Of course, to the extent that capital market
returns approach GDP growth, the difference in the replacement rate from a two-pillar and a
mcno-pillar system would diminish.

4.42 However, the transition to the second pillar also generates substantial costs over the next
four decades, resulting in substantially worse financial balances than the scenario with the May
200)2 reforms applied to the first pillar only. These "transition costs" arise because the
contributions to the funded second pillar accounts are not available any longer to meet the
coiLtinuing liabilities of the first pillar; the costs continue until all participants are fully covered
by the new system."9 As an illustration, the size and phasing of these transition costs can be seen
in F7igure 4.5b as the differences between the system balances (i) under a May 2002 "first pillar
ref)rms only" scenario, and (ii) under a scenario combining those reforms with a "transition to

86 It should be noted that these "current plans' represent proposals under discussion rather than an agreed policy
87 Tie first pillar PAYGO benefits accrued under the new system would be proportionately reduced to account for the lower contnbution rate
prov ided to the PAYGO system. Details of this proportionate reduction must take into account the fact that part of the 28 percent payroll tax will
still Iund disability and survivors insurance which to date would continue to be part of the first pillar.
8s Tlie introduction could be postponed The SBRA project establishing a system of individual accounts would need to be in place for the first
cont ibutors as all proposals currently in consideration for the administration of the second pillar anticipate that collection be done by the SIA (as
is done in Sweden), rather than by individual pension funds (as in Chile, for example).
89 Tie costs depend mainly on the retirement age, the size of the second pillar, and the switching strategy through which participants are phased
into he new system
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two pillars" as described in the "current plans" above. The transitional scenario increases the
system deficit by about one percent of GDP per year for more than 20 years, with the cumulative
deficit through 2040 (the year when the deficits of both systems are about equal) on the order of
30-35 percent of GDP. This is clearly much larger than the 6.5 percent of GDP in privatization
revenues so far set aside to finance the transition. While the transitional deficit is smaller than
that faced by some other countries, and could conceivably be financed through government
bonds, the long-run deficits in the post transition period are dangerously high, threatening
macroeconomic stability and indicating the need for the deeper first pillar reforns discussed
above. Indeed, unless the first pillar reforms are deep enough to put the system on a sustainable
footing, the transition to a second pillar will only make the system less sustainable.

4.43 Additional Reform Options: By modifying the features of the second pillar as currently
proposed, and combining this with the stronger first pillar reforms discussed earlier, more
attractive reform options can be developed that reduce the transitional deficit to more
manageable levels and produce higher replacement rates. Two alternatives are considered
below: (i) an increase to a retirement age of 65 years, combined with a requirement that all
participants under age 40 (instead of 50) switch to the new system,9' and an immediate 6 percent
contribution to the second pillar (instead of 3.5 percent rising to 6 later),9' and (ii) an increase to
a retirement age of 63 years, combined with an NDC system, a switching age of 40, and a 6
percent second pillar contribution. Figures 4.6a and b compare the financial balances and
replacement rates of these scenarios with those generated by the "transition to two pillars, current
plan" scenario in Figures 4.5a and b Figure 4.5b: Balance of PAYGO System, "Current"
(here designated as "CPI, 60"). The Transition Plan
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the old PAYGO system even more. I 1st Pillar Reforms only Transition to 2 Pillars

While the increased contribution to the
new system increases initial transition
costs, it also provides the higher rate of return anticipated for the fumded system and hence
higher pensions for future pensioners. These three parameters can all be changed and all
influence the equity, adequacy, and financial stability of the pension system.

90 Although a fixed cut-off age for participaton in the new system is assumed here, it is not necessanly the best policy option, as expenence has

shown that workers in mid-career may act more favorably toward the reform if they can choose whether to Join the new system or remain in the
PAYGO plan. These choices can be modeled to assist the govemment in forecasting the potential fiscal needs of the reform.

9i The altematives present an immediate increase to the 6 percent contnbution rate rather than the phase-in provided in plans under discussion.

The reason for this is that the ultirate contnbution rate is less likely to be reached with a phase-in. This is already the experience in Hungary. It
is ihkely to be easier to build consensus on a plan that starts with a higher contnbution rate and allows choice for middle-aged workers (say
between 40 and 50) depending on their preference However, as discussed below, this also needs to take into account the timing of the country's
accession to the EU
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Figure 4.6a: Balance of PAYGO System,
Three Transition Scenarios Figure 4. 6b: Average Entry Replacement Rates,

Three Transition Scenarios
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4.4a. The alternative proposals lead to much lower transitional deficits: the "CPI, 65" scenario
transition deficit averages 0.2 percent of GDP before it becomes less than the corresponding
morto-pillar reform; and the "CPI, 63, NDC" transition deficit averages 0.4 percent. Given the
tight fiscal constraints facing the Slovak Republic as it prepares to enter the EU, these
alternatives merit serious consideration.

4.4' Under each alternative in Figure 4.6b, average replacement rates (and hence pensions)
are higher over most of the period than the 42 percent replacement rate under the mono-pillar
syst.m.92 The option that combines the transition to a second pillar with a retirement at age 65,
and the DB formula as reformed in May 2002, generates a gradual rise in the average
repl icement rate to 51 percent of pre-retirement earnings under the base case scenario.

The Third Pillar

4.4( The third pillar of private, voluntary, supplementary pensions was introduced in 1996.
While it has a substantial number of participants,9 3 its asset base in 2002 was only about 0.6
percent of GDP, and distributed pensions are to date miniscule compared with amounts paid out
by Ihe public system. Nevertheless, the third pillar has an important potential role to play,

parLicularly for higher-income workers who want higher replacement rates in retirement, and
for, hose who wish to retire early (such as groups formerly eligible for privileged pensions').
As ihe May 2002 reforms are further developed and implemented, it would be useful to review
the third pillar's legislative and regulatory framework to ensure that: (i) the financial
management of the funds is adequately supervised; (ii) the tax structure is appropriate;9 5 (iii)
administrative costs do not become excessive (e.g., through non-transparent subcontracting
arraigements by the private companies); and (iv), more generally, the third pillar is well-
integrated with the second mandatory pillar so that the multi-pillar system reaches its potential
for all participants.

92 Th NDC plan simulation includes a retirement age of 63 If the retirement age were increased to 65 years, the replacement rate for NDC
would be even higher.
93 The re were about 320,000 third pillar participants in 2002, but only about 2000 pensions distnbuted in CY2000.

9 These groups were in occupations considered nsky.
Norrmally, with contnbutions made before tax, accruals tax-free, and taxes paid as pensions are distnbuted
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Time Frame

4.47 The timing for expanding the funded components of the pension system will need to be
judged carefully in the light of capital market developments. As things currently stand, capital
markets are not sufficiently developed to absorb a major injection of savings. Central
government debt is modest. The nominal value outstanding at the end of 2001 was SKK 366
billion or a modest 37 percent of GDP. The two Slovak securities exchanges, the BSE and the
SEE, currently have a rather low level of activity that is likely to continue. The growth in
financing of Slovak companies by issuing shares or bonds is likely to be modest. Of the
country's larger companies (those most likely to raise funds in the market), an increasing
number are foreign-owned. These companies can generally obtain financing from or through
their head offices on better terms than in the local market. Nevertheless, as income and
household and corporate wealth grow in the Slovak Republic, the demand for stocks and bonds
will also grow. However, the desire for portfolio diversification and the ready access to regional,
European, and world markets, is likely to limit demand for specifically Slovak instruments
significantly. The country's entry into the euro zone, by removing any exchange rate risk within
the EU, will compound these effects.

4.48 The prospects are for only modest growth in the supply and demand for Slovak market
investment instruments and modest trading values for Slovak stocks and bonds. Assuming
(realistically) that only Slovak instruments would be listed and traded on the Slovak Republic's
exchanges implies low volumes and high trading costs. High trading costs will further reduce
the demand for Slovak instruments relative to foreign instruments at the main European
exchanges. Similar conditions and factors throughout the region are encouraging the merger of
major European exchanges and the development of regional exchanges. The Slovak Republic's
imminent admission to the EU and freer access to Europe's exchanges are likely to bring the
viability of a separate Slovak exchange, much less two of them, into question.

4.49 In the circumstances, it would seem preferable to time any major shift toward funded
schemes with the country's accession to the integrated capital markets of the EU, or even better
with the adoption of the euro.

Administrative and Institutional Issues

4.50 The pension reform will require many fundamental changes in the way pensions are
administered at all levels. Getting the appropriate administrative and institutional arrangements
in place is as important as getting the right policy framework, for without adequate management
no policies, no matter how sound, can realize their potential. The SBRA project can provide the
framework and the technical and financial resources needed to complete the design and
implementation of the reforms, including the necessary systems and infrastructure.' The
administrative arrangements for the integration of disability pensions, which appear slated to
continue on a PAYGO basis, also need to be considered. Most important, the management of the
second pillar funds raises significant questions of administrative responsibility for collection,
selection of investments and investors, and regulation of pension funds.97 It will be essential to

It can also lay the groundwork for consolidating the collection of contributions for health insurance as well as for the SIA and NLO.

In the Slovak Republic's situation, it would seem appropnate that the SIA act as a cleannghouse for contnbutions, but that fund management

be subcontracted to pnvate asset managers or pension funds operating in a sound regulatory framework
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strengthen the capacity to regulate and supervise both the second and the third pillar funds,
in-luding through measures to develop the Financial Markets Authority. For example, it will be
very important to ensure that the pension fund regulators are expert in the financial operations of
pension plans. These administrative underpinnings are still in an early stage of development and
steps need to be taken now to ensure these arrangements and a sound regulatory structure are in
pl ice as soon as possible.

4.51 Pension reforrn is a process, not a one-time event. Actual outcomes can easily deviate
from projections, especially over long time periods. For example, labor market behaviors could
change over time in ways that result in fewer workers with long, continuous periods of formal
employment. As a result, the share of the population not qualifying for adequate pensions could
rise, resulting in an increased need for pension increments funded from the budget.
Consequently, continual monitoring, evaluation, research, and policy development is needed as
circumstances change. Ongoing economic and social developments need to be assessed by the
M LSAF, the SIA, and/or other regulatory agencies on a continuing basis with a professional
actuarial office and continuing research and evaluation. 9 8 A periodic, nationally representative
household survey of income and expenditure would be an essential toolfor this analysis for the
M LSAF, the MoF, other policymakers, and stakeholders, not only for pensions and other social
protection programs but also for health, education and many other dimensions of economic and
so-ial policy.

Other Social Insurance Programs

4.2 The two other main social insurance programs are sickness insurance (SI), administered
by SIA, and unemployment insurance (UI), administered by the National Labor Office (NLO),
under a tripartite governing board, with overall policy guidance from the MoLSAF. Both of
these programs grew significantly in the mid-1990s, but have since stabilized (see Table 4.6).
By 2001, spending on both programs was lower as a share of GDP than in 1995. In SI, however,
th're appear to be policy options that could improve program effectiveness and/or reduce costs.
In particular, there may be opportunities to reduce the payroll tax burden of SI.

Sickness and Maternity Leave

4.'i3 The SI program, funded by a 4.8 percent payroll tax, insures mainly against income lost
while on sick leave (82 percent of SI spending) and on maternity leave (14 percent). 9 The SI
funid has been running high surpluses (equivalent to over 40 percent of revenues) in recent years.
Urntil 2002, effective replacement rates were quite high for low income workers,'°° but were
subject to a low daily ceiling (equivalent to about two-thirds of the average wage), making them
ve y low for higher income workers.'"' The May 2002 Social Insurance Act introduced several
important changes, particularly in the benefit structure: the sick leave benefit is now 55 percent
of the assessment base for SI contributions and the assessment base has been raised from SKK

98 The SBRA project also provides assistance in the areas of monitonng, evaluation, and projections.
99 C ther benefits include limited provisions for care for other family members and certain costs of pregnancy

S'eventy percent for the first three days, 90 percent for an unlimited penod thereafter.
i0 ,Anecdotal reports suggest that this policy created incentives for low-wage workers to call in sick, but for higher-income workers to use paid
holi lay leave when ill, rather than sick leave
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4,400 to 32,000 per month. This should go a long way to correct the previous imbalance in the
benefit structure.' 02

4.54 The following policy options could be considered for the SI program:

(a) Shifting the burden for financing the first few days of sick leave to employers,
thereby giving employers a stronger incentive to monitor sick leave use. 103

(b) Monitoring SI use by the self-employed with particular care, given the substantial
scope for fraud and abuse. Consider withdrawing participation by the self-
employed if use is abnormally high.

(c) Returning current and prospective SI fund surpluses to participants by reducing
the payroll tax. Preliminary calculations suggest that the tax could be reduced
from 4.8 percent to 2.0 percent.'"

Unemployment Insurance and Employment Programs

4.55 The NLO administers both passive UI benefits (including not only payments directly to

the insured unemployed, but also contributions that the NLO makes on behalf of UI recipients
for pensions,'05 sickness and health insurance), and active labor market programs (ALMPs,
including job-matching services, assessment of worker skills, training support, and

administration of temporary job creation programs targeted for the unemployed). These
programs are financed by a 4 percent payroll tax and, increasingly in recent years, by state

budget transfers for ALMPs.

4.56 The sharp rise in unemployment toward the end of the 1990s directly affected large
numbers of insured workers, leading to a rapid increase in passive UI benefits (from SKK 2.2
billion in 1995 to SKK 7.3 billion in 1999). This was funded in part by drawing on reserves, and
in part by cutting back sharply on ALMP spending (which dropped from a peak of SKK 4.3
billion in 1996, to a low of SKK 0.5 billion in 1999). UT benefits peaked in 1999, and
subsequently declined, reflecting both a change in labor market dynamics'06 and a tightening of
benefits.'0 7 This, combined with substantial state budget transfers specifically for ALMPs, has
permitted a major recovery in spending for such programs, though not to the earlier levels.'0 8

Spending on these programs should be carefully monitored and based on rigorous assessment of
program effectiveness. While such programs are often popular, their real results are as often in
question. Moreover, a previous World Bank analysis suggested that ALMPs were not as well

102 It is not clear, however, that the increase in the assessment base is adequate to cover the potentially higher payments

103 This should help contain costs, making the proposed reduction in the payroll tax less nsky

h04 in 2001, the surplus was nearly 42 percent of contributions. This is equivalent to 2 percent of payroll. Before reducing the payroll tax, there

is a need to ensure that the new benefit policy does not reduce this surplus, and that offsetting revenue adjustments, if necessary, can be made.

See also 2002 Annual Review-Slovak Republic, OECD, para 118, which makes a similar recommendation.

105 See OECD, op.ci, para 80, which argues that such pension contnbutions should be discontinued

106 Since the mid-l990s, an increasing share of the unemployed have either exhausted their Ul benefits (by remaining unemployed for more than

6 months) and have become eligible for Social Assistance (see below), or are new entrants to the labor force who have not yet qualified for Ul.

Thus, Ul payments have declined, despite high continuing unemployment rates.

107 The benefit levels (replacement rates) were reduced in 1999, as was the duration of benefits for some workers.

iGS Spending on ALMPs was SKK 2.2 billion in 2001
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targeted as other programs.' Opportunities for coordination with Social Assistance should be
explored.

4.57 Following amendments in 1999, UI eligibility provisions, benefit levels, and duration are
gene-ally reasonable and are not overly generous compared with those of other countries. With
longer spells of unemployment, a larger proportion of the Slovak Republic's unemployed
exhalusted their UI benefits, so that by 2000 fewer than one in four unemployed were UI
beneFiciaries. Most unemployed workers ineligible for UI benefits, however, receive payments
from the Social Assistance program, subject to a means test. It is this program that is likely to
create work disincentives (discussed below in the section on Social Assistance).

4.58 During 2000, the NLO was charged with administering another program, the guarantee
fund, which was established to compensate workers dislocated by plant closings and downsizing
for wage arrears. This was reportedly a requirement to bring the country's programs into
harmony with those of the EU. The fund is financed in equal parts by a 0.25 percent payroll tax
and f unding from the state budget. The financing rules are unclear as there is no experience with
whic to determine the appropriate tax rate or the design of the compensation package.

4.59 Policy options for the employment programs could focus on the following:

(a) Continued assessment of ALMPs, to concentrate spending on the most effective,
well-targeted programs."'

(b) The development of transparent procedures for using the guarantee fund to
facilitate restructuring in a non-distortionary way.

(c) Close monitoring of the unemployed, including recipients of both UI and Social
Assistance to ensure that the programs are well coordinated.

Sociail Welfare Programs

4.60 The main social welfare programs fall into two groups: State Social Benefits, including
mainly child and parent allowances and pension increments; and Social Assistance and social
care, including cash and in-kind benefits for the poor and disabled. There is also a housing
assisi.ance program, whose expenditures are relatively insignificant to date. All of these
prog ams are financed from the state budget. Spending on the welfare programs as a group is
subsrantial, and has risen from SKK 22.7 billion in 1995 to SKK 36.2 billion in 2001 (see Table
4.6). As a share of GDP, however, welfare program spending has been relatively stable,
rang,ng between 3.6 and 4.0 percent of GDP since 1995, with a gradual decline in State Social
Benefits as a percent of GDP (by about 1 percent), offset by a rise in Social Assistance. These
programs play a significant role in reducing poverty in the Slovak Republic: an earlier World
Bank study found that without these programs the poverty rate in 1996 would have been 18.6
percent instead of the actual 10.1 percent. However, the study also found that the non-poor
receive a significant share of social transfers, while some 20 percent of the poor receive no

109 "Social Protection", in The Slovak Republic Social Sector Expenditure Review, World Bank, 2002.

110 Pos! ibly in coordination with activity testing for Social Assistance (see below)
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benefits."' Moreover, the study found that the programs significantly reduced incentives to
work, creating a major risk of trapping recipients in poverty."2 For these reasons, combined
with the fact these programs use a substantial amount of the country's scarce budget resources,
these programs deserve careful analysis to identify ways to contain their costs, improve their
targeting and effectiveness in helping the poor, and ensure they provide adequate work
incentives. In this way the programs could better support a sustainable strategy for growth with
equity.

State Social Benefits

4.61 Table 4.7 shows the main components of State Social Benefits. The overall level of
spending has been fairly stable, in part reflecting the impact of declining birth rates on the
largest spending component, child allowances. However, this could change: recent changes
making the child allowances available to all parents, and the changes in the pension formula
(discussed above), could cause spending on child allowances and pension increments to rise.

Table 4.7: State Social Benefits
(SKK billions)
.__________________________ .1995 1996 1997 1998 1999 2000 2001
Main Components
Child Allowances 10.0 10.0 9.1 9.9 9.2 8.7 8.4

Parent Benefits 2.5 2.8 4.1 4.5 4.4 4.3 4.2
Social and Wives' Pension 0.3 0.3 0.3 0.3 0.3 0.3 0.3
Pension Increments 1.1 1.3 1.2 1.3 1.3 1.3 1.5
Birth and Death Grants 0.2 0.2 0.3 0.3 0.3 0.3 0.0
Spa Care 0.9 1.1 1.3 1.3 1.3 1.0 0.9
Total Spending (SKK billion) 15.1 15.7 16.3 17.6 16.8 16.0 15.2
Total as % of GDP 2.65 2.50 2.30 2.27 2.01 1.76 1.54
Source: SLA and MoF.

4.62 The recent decision to make child allowances"3 available to all parents seems
problematic for several reasons. First, the allowances do nothing to help the very poor, as their
social assistance benefits are reduced by the amount of the allowances, leaving their net income
unchanged. Second, while there could be a justification to provide assistance to a segment of
low income families who earn too much to benefit from Social Assistance (as the previous policy
did), there is no clear reason to pay subsidies to the upper quintile of the population (as the new
policy does), since these families can care adequately for their children without such support.
Third, the decision appears to have been taken without a careful analysis of its impact on costs,
or an analysis of how the resources could be used more effectively to help the poor."'4 The new
policy could raise costs significantly, while doing nothingfor the poor. 5

l World Bank, Slovak Repubihc Living Standards. Employment, and Labor Market Study (200 1), p. 16 -17

Ibid., pp. 69-98.

113 Child allowances had been paid to families with incomes below twice the MSL that had children under 15 (the compulsory school attendance
age), full-time students up to age 28, or severely handicapped children up to 18.
l 4 An earlier version of the new policy that was not adopted would have restncted the allowance to a maximum of 3 children This could have
had very negative consequences, especially for low income families not eligible for Social Assistance, since families with more than three
children are far more likely to be needy than smaller families. They are also much more likely to be Roma as Roma families are much larger than
the national average An analysis of the 1996 Microcensus found that while families with three or more children represented only 6 3 percent of
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4.63 A thorough review of State Social Benefits appears warranted, possibly focusing on the
follc wing issues:

(a) Child allowances: Consideration should be given to restoring the income test for
this benefit. This could be followed with an analysis of alternative payment
options that could reduce costs or improve poverty focus (e.g., ending the student
benefit after the completion of secondary school;"6 and/or reducing the benefit per
child as numbers of children rise (recognizing the economies of scale in larger
families)). If, instead, a universal child allowance is retained, additional options
should be identified to contain costs (e.g., limiting the benefit only to younger
children; or reducing the benefit levels for older children). In this case, child
allowances should be made subject to the income tax, to reduce this policy's
negative impact on income distribution.

(b) Parent allowances should continue to be subject to an income test; it would also
be useful to explore alternatives that might encourage a return to work, such as an
option to convert this allowance into a targeted child day-care subsidy.

(c) Pension increments: The forthcoming pension reforms and labor market trends
should be monitored and analyzed to assess their impact on the size and
distribution of pension increments, and to identify policy responses as needed.

(d) Spa Care: The objectives of this benefit should be carefully and its impact on
poverty should be carefully reassessed to determine if there are other, more
effective uses of scarce public resources (e.g., to fund a tapered withdrawal of
Social Assistance benefits as discussed below).

Social Assistance and Social Care

4.64 Social Assistance and social care programs provide the most vulnerable members of
Slovak society with cash benefits and a range of in-kind services. Social Assistance is paid to
families deemed to be in material need. Many persons with disabilities receive in-kind services,
while those with the most severe handicaps receive care in institutional settings. Financial
assis tance is paid through the budget and administered at the local level through the
adnministrative arm of the Ministry of the Interior. MoLSAF sets policy. Table 4.8 shows the
overall growth and changing composition of expenditures: total spending has grown sharply,
from SKK 7.5 billion (or 1.3 percent of GDP) in 1995 to SKK 21 billion (or 2.1 percent of GDP)
in 2001; spending on disabilities has jumped more than 400 percent, increasing its share in these
programs from less than 10 percent to more than 17 percent; and cash assistance for the
unemployed, by far the largest prograrn component, has grown by nearly 30 percent per year
since 1995.

the population, they accounted for 18 1 percent of the poor (World Bank,. Labor Market Study, p 14) The children in such families are most in
need o 'assistance if they are to break out of a cycle of poverty

115 This is another issue for which an up-to-date household budget survey would be an indispensable analytical tool

I16 Instead, as proposed in the education section, a system of scholarships and loans is likely to be a more effective way to finance higher

educat on
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Table 4.8: Social Assistance and Social Care
(SKK billions).

1995 1996 1997 1998 1999 2000 2001
Main Components
Cash Assistance 4.8 4.5 4.6 6.4 9.6 11.6 12.3

for Unemployed 4.1 3.9 4.2 5.8 8.8 10.5 11.2
Other 0.7 0.6 0.5 0.6 0.8 1.1 1.1

upport for Disabilities 0.7 1.1 1.3 1.6 2.1 2.9 3.6
Institutional Care 2.1 2.3 3.1 3.1 3.5 4.1 5.1

otal Spending (in SKK billion) 7.6 7.9 9.2 113 15.7 18.6 21.0
Total as % of GDP 1.34 1.26 1.30 1A6 1.88 2.05 2.12
Source MLSAF and MoF

4.65 The sharp rise in spending to assist those with disabilities is particularly startling since
the underlying population of severely handicapped persons does not change much over short
periods. Among the various categories of spending to assist the disabled, spending on motor
vehicles (purchases, upkeep, repair, and use) has shown the most rapid growth. A detailed
analysis of spending, especially on motor vehicles, is likely to identify ways to reduce excess
spending for these services.

4.66 The rapid increase in cash assistance for the unemployed is more understandable: this
category of Social Assistance continues to carry the main fiscal burden of assistance for the
unemployed following the rapid increase in unemployment since the mid-1990s. This includes
both workers who have exhausted their Ul benefits (after 6 months for most workers), as well as
new entrants to the labor force (a population age group that is still growing, and which has the
highest unemployment rates). Between 1995 and 2000, almost all (93 percent) of the 80 percent
growth in cash assistance recipients was due to unemployed recipients, and consisted almost
entirely (90 percent) of individuals or couples without dependent children. In 2000, the total
number of Social Assistance recipients was 313,000; including their dependants, the total
number of beneficiaries was 611,000, or about 12 percent of the population.

4.67 Cash assistance benefit levels are set in reference to the Minimum Subsistence Level
(MSL),"7 with fixed amounts specified for an individual/head of household, for a second adult,
and for each dependent child."8 Cash assistance is intended to close the gap between these
amounts and the family's actual income. If the family/individual needs assistance for "objective"
reasons (i.e., is involuntarily unemployed and unable to find work despite search efforts), the
benefits are based on the full amounts specified. After receiving assistance for 24 months for
"objective" reasons, the amount specified for the household head is reduced by half,"9 with other
amounts remaining the same, and continues indefinitely. If the reasons are "subjective" (i.e.,
voluntarily leaving a job and/or not accepting job offers), the amount specified for the household
head is reduced by half from the start, with other amounts remaining unchanged. Until the start
of 2001, unemployed school leavers had been granted full cash assistance benefits; since then,
however, they have been deemed in "subjective" need and their benefit levels reduced by half.

117 The link between the MSL and benefit levels may have been reduced lately, as benefit levels have remained constant since 2000, while the
MSL has nsen in line with pnces
I 18 The amount for a given family increases by a fixed amount per child, with no upper lmit
119 Reportedly, three months of employment in public works is sufficient to re-entitle such persons to full benefits
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4.68 As noted earlier, in some ways this system, in concert with other social benefits, has
served the country well, helping it to reduce poverty significantly and to deal with a rapid rise in
unemployment. However, the system has an unintended effect of reducing incentives to work,
owing to both the level and the structure of benefits. This creates a serious risk of a "poverty
trap" and the development of a long-term culture ofpoverty that could be very difficult to rectify.
On the benefit levels, several analyses'20 have noted that the benefits are high relative to the
average wage, and especially so for larger families. To cite a recent OECD report: "High
benefit levels raise the reservation wage for the unemployed. In particular, specialized workers
displaced by industrial restructuring are unlikely to accept lower wages in low-skill occupations.
... fanilies with two or more children that have no income receive cash benefits (which are not
taxed) exceeding the average production worker's net wage.... For a family with four children,
benefits are 37 percent higher than the average net wage."'2 ' Moreover, the benefit levels are
unifcrm for the country, and thus do not take into account the considerable cost of living
varictions across different regions. It is quite possible this makes work incentives the weakest in
the poorest parts of the country.

4.69 Since the benefit structure provides benefits net of other income, any income earned by
the)]mily is effectively taxed away by reductions in benefits, until earned income exceeds the
initigl benefit level. Since the earned income is subject to the income tax, families receiving
SociAl Assistance can be subject to a marginal tax rate in excess of 100 percent.'" This
combination of high benefit levels and high marginal tax on earnings from work substantially
undermines work incentives.

4.70 Given the important role that these programs play in reducing poverty, policy reforms in
this area should be approached with care and based on careful analysis. In some cases a balance
may need to be struck between short-term, static effects which might raise poverty (or program
expenditures) in the short run, and longer run dynamic benefits in moving families out of
dependence on welfare and into productive employment. Policymakers should look for reform
optic ns that will help "make work pay" and will help reduce the numbers of welfare recipients
over time.'23 If such reforms are not undertaken, there is a serious risk that a culture of poverty
and welfare dependence will emerge and become increasingly difficult to correct.

4.71 Policy options to consider include the following:

(a) Measures to adjust the benefit level and widen the distance to the average wage,'24

in particular: (i) either adjusting the benefit level to reflect the regional cost of
living differences, or calculating the benefit level excluding Bratislava;'2 5 (ii)
reducing the per child allowance as the numbers of children increase (to reflect
the economies of scale in larger families); and (iii) adjusting benefit levels for

120 Sen in particular OECD, 2002 Annual Review - Slovak Republic, Chapter 111, and World Bank, Slovak Republic Living Standards,

Employment, and Labor Market Study (2001), Chapter 3.
121 OE -D, op cit., p 46
122 Moreover, if both adults work, the household loses its child allowances World Bank, op cit, pp 121.

3Iblu', pp. 96-97

124 Att,mpting to widen this differential by such measures as raising the minimum wage would be counterproductive, as this would introduce an

additio ial rigidity into the labor market, artificially putting upward pressure on wages, thus reducing employment. OECD, op cit, pp. 56.

125 Stan dards of living and pnces for all goods are considerably higher in Bratislava than elsewhere In fact, studies indicate that living standards

in the capital are equivalent to those in Westem Europe.
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individuals for consumption shared with their families (for example, by treating
housing provided by families to adult children as implicit income, and reducing
the child's benefits concomitantly).

(b) Measures to adjust the benefit structure to "make employment pay," including: (i)
allowing recipients to keep a portion of earned income by tapering the reduction
in benefits;'26 (ii) ensuring that the program's activity tests are strictly enforced
and, if they are not met, reducing benefits accordingly; (iii) identifying and
adopting more effective approaches to activity testing as cited by OECD;'2. (iv)
using AMLP funds to reduce work-related costs (e.g., targeted subsidies for child
care); and, (v) engaging Social Assistance offices more actively in assisting
clients, especially Roma clients, with job searches, interviews, and training. 128

(c) Measures to restrict access to benefits for groups not in evident need, in
particular, reassessing the need for benefits to school leavers.

Housing Subsidy Program

4.72 The housing subsidy prograrn'2 9 should be carefully reviewed and possibly phased out.
Begun in 2000 and intended to help low-income consumers meet rent and utility costs, it has
grown slowly, reaching only 52,000 households in 2001, and involving relatively low levels of
spending to date (about SKK 0.7 billion in 2001). However, this could change rapidly as utility
rates move toward market levels in 2003 to 2005, and as the calculated minimum housing costs
used to determine benefits are revised.'3 0 There is thus a substantial risk that the program could
become a significant drain on public resources.

4.73 A second problem is that it is unclear that this program benefits many of the poor. Since
benefits from the program are netted out of Social Assistance benefits, there appears to be no net
gain for recipients of Social Assistance. Moreover, the documentation requirements are too
difficult for many low-income households, and especially the Roma, to meet.'3' A third problem
is the program's potential impact on the housing market: it could set an effective floor, raising
prices at the low end of the market as landlords leam the available benefit levels. This could
have an adverse effect on Social Assistance recipients and, by putting upward pressure on real
estate prices generally, on others as well.

4.74 The country's extensive and well-developed Social Assistance system should be adequate
to cope with increases in housing (and other) costs, and it would appear to make more sense to

126 In the short run, this would raise program costs, over time it should lower them by reducing numbers of recipients. The short run costs could
be financed from savings in other areas (e.g., spa care, or some of the proposed reductions in benefit levels).
127 OECD, op. cit., pp 47-48 The report cites in particular successful programs in Australia and the United States Another option to consider is
making the allocation per child conditional on full time school attendance
t28 This could require a reonentation of social workers to work more effectively with Roma clients Relationships between Roma and Social
Assistance workers were found to be more contentious than relations with other social service providers. World Bank, et. al., Poverty and
Welfare of Roma in the Slovak Republic (Bratislava, 2002), pp 44
129 This section draws extensively on NERA, Alleviation of Social Impacts of Energy Tariff Rationalization in the Slovak Republic, (June 2002).
30 Reportedly, these needed to be raised by 24 percent already in 2002 to reflect cost increases. Ibid

Includes deed or lease and records that utility payments are up-to-date. Ibid., pp 26-27
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us - the mechanisms in that system to adjust for the price changes.'32 Then the current housing
subsidy could be phased out. Given the importance of the Roma housing problem, and its links
to their integration into the country's broader economic and social life,'33 consideration should

be given to targeting any housing subsidies for use as part of a broader strategy to encourage
th? Roma to move into integrated communities, better linked to job markets and social services.

Main Recommendations

4.'5 This review of the Slovak Republic's social protection system highlights its
comprehensive and complex nature, and its importance both in terms of using public resources
and in terms of reducing poverty and securing the welfare of the people. In considering the
re 'orm of such a system, it is important that reforms be based on sound technical analysis within
a holistic view of the relationships among the programs and their impact on the people,
es vecially the poor. This review cannot provide that analysis; rather, it points to what appear to
be the main problem areas and options for significant reforms.

4. 76 The first item in developing the reform agenda is designating a highly qualified team

revponsible for conducting the technical analysis and consensus building essential to an effective
re.form strategy. In some areas, for example pension reform, much work has already been done,
though more effort is needed to work out detailed provisions and implementation plans and
or erating procedures. Almost all areas of policy reform would benefit greatly from the kinds of
in ormation that could be provided by a well-designed, nationally representative household
bu dget survey, carried out at regular intervals. Establishing a routine system for monitoring
program impacts, and for assessing these against program spending, could develop into an
or going process of developing reforms to improve program effectiveness and rebalance
spending allocations so as to make the best use of public resources. The SBRA project can
provide the resources for strengthening these systems and capacities. The program-specific
priorities for social protection reform that emerge from this review are outlined below.

4.77 In pension reform, the important start made in the May 2002 Social Insurance Act needs
to be maintained and pushed further. Of the various possible reforms, none would have greater
inipact, or be harder to achieve, than raising the pension age to 65. The impact that this reform
would have on increasing the fiscal security of the country's pension system (and macro
economy) is clear in the figures presented here and cannot be overestimated. Combining this
w th an NDC approach would firther enhance the stability of the system by reducing its
exposure to shocks, and would tighten the link between benefits and contributions. Combining
th-se reforms with a transition to a second pillar would allow a gradual rise in replacement
races.

4.78 Other pension reform measures to consider include: (i) accurately and transparently
accounting for "non-systemic" benefits, and funding them fully from the state budget (while
rigorously assessing their cost effectiveness, and reducing them where warranted); (ii) closely
monitoring contribution compliance, especially by the self-employed; (iii) reversing the recent

132 While keeping or increasing the differential with average wages If this approach proves insufficiently flexible, some of the altematives in the

NE RA report (notably a targeted lifeline electncity tanff and natural gas benefit for low-income customers) should be considered as intenm
me isures.
133 World Bank, Slovak Republic. Living Standards, Employment, and Labor Market Study, pp 105 and 108-9
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policy that allows parents to reduce their pension contribution by 0.5 percent per child; and (iv)
passing any savings from these measures on to participants in the form of a reduction in the
payroll tax.

4.79 Options related to the current plans for the second pillar include: (i) moving immediately
to the ultimate second pillar contribution rate of 6 percent, instead of raising it in stages; and/or
(ii) lowering the age for switching to the new system from the currently proposed 50 to 40 (and
possibly allowing workers between certain ages a choice of system).

4.80 The key areas to consider for adapting administrative and institutional arrangements to
the new system include: (i) integrating the disability pensions; (ii) strengthening the regulatory
system for managing the funds in the second and third pillars; and (iii) reinforcing the capacity
for ongoing program monitoring and policy analysis.

4.81 For sickness insurance, the main options to consider are to return the surplus currently
being generated in this fund to participants by reducing the payroll tax (possibly by as much as 2
percent); and to contain the pressure on spending by having employers (instead of the fund) pay
for the first few days of sick leave.

4.82 For unemployment insurance, the option to consider is keeping active labor market
programs under close review and assessment to ensure their cost effectiveness and to identify
ways in which they can work in tandem with Social Assistance to move people off the welfare
rolls.

4.83 For state social benefits, the major option to consider is reversing the recent changes in
the child allowance, by making the allowance available for more than 3 children and subjecting
recipients again to an income test. Various options for modifying the level and structure of the
benefit could also be considered. If the universal child allowance is retained, it should be subject
to the income tax. Spending to subsidize spa care could be reassessed to determine if there are
not more effective uses of funds to improve social protection (e.g., to fund tapering withdrawal
of Social Assistance benefits as recipients earn income).

4.84 For Social Assistance and social care, reforms should focus on cash assistance for the
unemployed. The main areas for consideration are (i) reductions in the benefit levels (to widen
the gap between benefits and average wages); and (ii) adjustments in the benefit structure to
"make employment pay" (mainly by reducing the rate of withdrawal of benefits as recipients
earn income; strictly enforcing activity tests, and developing more effective ones, possibly linked
to ALMPs). Strengthening the capacity of Social Assistance staff to conduct activity testing and
to work effectively with the Roma could also be important. It would make sense to analyze the
rapid increase in spending for disabilities, particularly for motor vehicles, given the unusually
large increase in this spending category.

4.85 For housing subsidies, the main option to consider is terminating the program, relying
on Social Assistance (or specific energy-related benefits targeted for low income consumers) to
meet the needs of the poor in this area. However, it may make sense to develop a subsidized
housing program as part of a larger strategy to integrate the Roma more effectively in the
economic and social life of the country.
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4.E:6 In all of these areas, close attention needs to be paid to the impact of reforms on the poor

in general and the Roma in particular. This highlights the need for systematic household budget

surveys and for fieldwork by social workers to understand the evolving issues facing their

cli nts.

HEALTH

4.87 Despite more than a decade of frequent and continuing reforms, and despite some

improvements in the Slovak Republic's health indicators, health care remains beset by serious

problems.'3 4 First, the health care system does not appear to be financially sustainable.

Demands on the system have risen rapidly, bringing public spending to levels that are high

relative to the country's income level. The payroll tax rate for health (14 percent) is the highest

in the region, yet the system runs persistent deficits, reflecting a very broad benefit package,

unconstrained demands, inadequate revenue growth, and inefficiencies in the provision of care.

Elforts to contain public spending have resulted in a rise in forTnal and informal private

payments, as well as in large and growing payment arrears throughout the system. Substantial

in fusions of extrabudgetary privatization revenues have been used to reduce the levels of debt

from time to time, but the underlying imbalances that caused them remain, with system-wide

arrears approaching 2 percent of GDP by March 2002. The country's multiple Health Insurance

Companies (HICs) may only add to the problems by increasing administrative costs and

fra gmentation.

4.88 Second, the existing health infrastructure continues to rely heavily on relatively costly,

input-intensive approaches, with too much emphasis on costly in-patient care and specialist

physicians. Little progress has been made in realizing the substantial scope for improved

elfectiveness and efficiency through less intensive input use and a shift toward more cost-

effective preventive and outpatient approaches. The incentives in the system do not appear

a(Iequate to reduce overstaffing and excess numbers of hospital beds and facilities.

b nsurprisingly, there appears to be widespread dissatisfaction with the health care system both

ai nong patients and among health care providers, with concerns ranging from declining quality,

d,rnial of service, and rising informal payments, to low salaries for medical personnel. Surveys

h ive shown that more than half of households and public officials viewed the health care system
a; having "very widespread" corruption, the highest level of perceived corruption of any public

sector activity.

4 89 The fact that many other countries share these symptoms does not make them easier to

diagnose and cure. Without substantial reform, these problems are only likely to get worse:

demands on the system will rise as incomes rise, yet resources will become more constrained as

the numbers of employees, the system's main contributors, decline relative to the elderly, whose

health care costs are much higher (some 2.5 times) than those of the rest of the population. Over

time, these problems are likely to compromise the quality of health care, particularly in the

vitally important and cost-effective areas of disease prevention and health promotion, and to

ri,sult in an erosion of the health of the population. While there are no ready-made solutions, the

1:4 This section draws heavily on "The Health Sector" in 7he Slovak Republic Social Sector Expenditure Review, mimeo, World Bank 2002 For

c oncise reviews of past health reforms and outstanding issues, see also R Kovac and S. Hlavacka. 'Transformation of Health Care," The Slovak

R?public- Decade of Independence (conference at the University of Ottawa, June 6, 2002), and P. Pazitny and R Zajac, Strategia reformy

ze ravotnictva - realnej reformypre obcana, (MESA 10, Bratislava, 2001)
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most productive areas for short- and medium-term action and reforms appear to include the
following:

(a) Containing the excess demand inherent in the system by narrowing the scope of
the benefit package, tightening the link between contributions and benefits, and
increasing cost sharing by consumers, with safeguards for those with low
incomes.

(b) Reforming the health financing mechanism, to make it more efficient, to improve
collection compliance, and to broaden its revenue base.

(c) Further developing provider payment mechanisms and other health system
incentives to encourage more efficient resource use and more effective treatment
approaches.

(d) Ensuring that the system has adequate incentives and funding for essential public
health functions, including cost effective programs to prevent sickness and
promote good health practices.

(e) Protecting access and equity for all groups in the country.

Sectoral Overview and Issues

4.90 For more than a decade, the Slovak Republic has sought to transform a highly
centralized, Soviet-style health system, funded and operated by the state, into a more pluralistic
approach with a mix of public and private providers and more diverse financing sources, based
on a Western European model of mandatory social insurance embodying strong solidarity
principles. Virtually all payments for patient care take place through the multiple Health
Insurance Companies (HICs), which receive contributions from salaried employees, from the
self-employed, and from the government (on behalf of the rest of the population).' 3 5 The
premiums collected by the HICs are pooled and then redistributed among the HICs based on the
number and age composition of their clients.'36 The government, through the Ministry of Health
(MoH), retains broad powers over the health care system. On the expenditure side, through
negotiations with providers, it defines the annual volume and most prices of reimbursed services
and drugs, as well as the provider payment mechanisms and pay scales for medical personnel.
On the contribution side, it sets payroll tax rates for contributions, its own level of contributions
on behalf of the economically non-active, and the redistribution of contributions among the
HICs. The transformation of the health system is thus far from complete, and the transitional
system faces serious problems. These problems are most evident in the areas of the financing
and efficiency of individual health care.

135 There are now 5 HICs (down from 12 in 1996), dominated by the state-owned General Health Insurance Corporation (GHIC) which covers
about 70 percent of the market. Govemment transfers referred to here include those transfers from the NLO for the unemployed receiving
unemployment insurance benefits as well as state budget transfers.
136 The redistnbution formula is intended to equalize each company's revenues per nsk-weighted enrollee. It implies a large cross-subsidy
between the HICs that have a younger, employed clientele and the HiCs that have an older, economically non-active clientele.
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Unconstrained Demand

4.91 In its simplest terms, the basic problem confronting policymakers is how to provide an
appropriate level of health care services to the population within the available resource envelope.
Tho Constitution and the associated legislation guarantees a very broad range of health services

at 1no, or very little, direct cost to patients."' Patients thus have had little incentive to limit their

use of health services. Not surprisingly, this has led to a very rapid increase in demands on the

system, with hospital admission rates and per capita outpatient visits rising by about 18 and 20

peicent, respectively, between 1990 and 1999. Reflecting these rising demands, spending

increased rapidly (Figures 4.7 and 4.8), rising by one-third as a percentage of GDP between 1991
an(L 1999. Public spending on health averaged about 5.8 percent of GDP in the second half of

the 1990s -- more than 1 percent of GDP higher than the average for other CEECs,'38 and more

than 2.5 percent of GDP higher than the average for upper middle income countries.

Figure 4.7 Total Health Expenditure FIgure 4.8: Public Spending on Health
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4.92 Faced with this relentless growth in health spending, the government has actively tried to

contain rising costs and to achieve a better balance between spending and contributions, by

making various changes in provider payment mechanisms and by raising contribution rates. To
date, however, these changes have not produced the sustained results desired. Changes in the
provider payment mechanism in 1996, for example, placed ceilings on the per treatment day

payments to hospitals. While this (along with other measures) led to a pause in public
expenditure growth in 1997 and 1998, the pressures for increased health services spilled over

inl o arrears to and from providers, and into a growth in informal private payments to ensure

service delivery. From 1998 to 2001, growth in public spending on health accelerated to over 10

percent per annum, as the ceilings were relaxed and large pay increases for medical personnel
worked their way through the system.

Exceptions include dentistry, which involves significant co-payments, some types of elective surgery, and a relatively small portion (about 6-

10 percent) of drug costs.
138 Data from "Expenditure Policies towards EU Accession," World Bank (Technical Paper, forthcoming) While these data and those in Figure

4 8 are somewhat different from the WHO data in Figure 4 7 (in order to reflect differences in data consolidation methods and to be consistent
act oss countnes), they show very similar trends.
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Problematic Financing System

4.93 This rapid growth in spending
has placed severe strains on health Figure 4.9: Total Health Spending by Source
finances, as shown in Figures 4.9 and
4.10.139 As a result, extrabudgetary 65,000 X
contributions have grown rapidly 60000- 
from almost nothing to over 7 percent ss o-
of health spending in 2001. These 5oooo- x
extrabudgetary contributions appear i 45,000 -'

mainly to be transfers of privatization 40,000

receipts from the National Property 35,000

Fund to pay down health system 30,000

arrears and liabilities. This use of 1996 1997 1998 1999 2000 2001

non-recurring revenues to fund what -* FC Spendm g 2 - HIC + State Budget

appear to be recurring expenditures, A 3 = 2 + Extra Budget - W - 4 = 3 + Pnvate (fornml)
combined with the continuing growth (Sour: MoH & MoF

of health system arrears, is a clear
indication of the weakness of health system finances.*40

4.94 Figure 4.9 also illustrates another important development in the financing of the country's
health system: private payments have risen rapidly, from less than 6 percent of total health
spending in 1996 to over 10 percent in 2001. Moreover, these data capture only the formal
private payments (for legally mandated co-payments) recorded in government statistics. It is
likely that total private spending, including informal quasi-legal payments, is two to three times
this amount.'4 ' In addition to being a symptom of excess demandfor health care, the growth in
informal private payments raises questions about the equity of the system and its accessibility for
the poor, and appears to be one of the major sources of dissatisfaction with the system.

4.95 A closer analysis of the finances of the HICs highlights some additional aspects of the
underlying financial problems. First, HIC spending has been greater than revenues, resulting in
substantial cash deficits in someyears (see Figure 4.10). These deficits become even larger on
an accrual basis once changes in HIC liabilities are added in (top line in Figure 4.10).

139 Figure 4.9 shows the growth in total health spending by maJor source. The bulk (about 85 percent) of public spending, and most of its
increase, was from HICs, and represents transfers to providers for individual health care Direct State Budget spending was less than 7 percent of
public health spending, and has not contributed much to total spending growth. Most of this (over 70 percent) pays for capital investments In
state-owned hospitals, leaving less than 2 percent of public spending on health available for all other MoH functions, including public health
activities.

140 By March, 2002, the arrears of health care providers had nsen to SKK 18.9 billion, nearly 2 percent of GDP.
141 WHO estimates of total private spending, shown in Figure 4 7, suggest that total pnvate spending was 20% of all health spending in 1999
From a policy and poverty analysis perspective, the lack of accurate and timely data on the level and incidence of pnvate health spending is an
important gap and underscores the need foi regular, systematic household budget surveys
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Figure 4.10: HIC Spending and Revenues

55.000

30.000

45,000 ---------- ,-. . -_

-~~~~~~~~~~~~~~~~~~~~~A

20.000
1990 997 1999 1999 2000 2001

-pIc Spending - Total Revenue - - - -Total Contnb.

* Employee Contnb. - HIC Spend+Liabilty Change
IS"m. M.F & MHli

4.96 Second, employee contributions, which generate nearly 70 percent of HIC revenues (from

sor ie 36 percent of the population),'4 2 have not narrowed their gap with expenditures, despite the

increase in the mandatory payroll contribution rate to 14 percent in 2001.'43 The reasons for this

are sharply different for the salaried workers and the self-employed. The contributions of

salaried workers, who make up about 28 percent of the population, appear roughly in line with

their mandated contribution rate.'" The picture is quite different for the self-employed, whose

implied contribution rates average about 3.6 percent, suggesting a very large element of non-

compliance by the self-employed, involving annual revenue losses on the order of SKK 2-3

bill'ion. '45 This problem is all the more serious since the self-employed are a growing share of the

labor force. Incentives for the HICs to improve collection from either the self-employed or

del inquent firms, however, are blunted by the redistribution of HIC revenues described above.

Moreover, the self-employed have little incentive to keep their contributions current either, since
there are no systematic checks of patient contribution records or sanctions for delinquent
pa:ment.

4.S7 For this and other reasons, the current multiplicity of HICs does not appear to play a

useful role at this stage in the evolution of the country's health system. HIC functions are

linkited to the collection of contributions and to payments to providers as specified by the MoH.

142 In this discussion, and in Figure 4 10, "employee contributions" include those made by salaned workers and the self-employed, while "total

coni nbutions" in Figure 4 10 also include payments from the state budget for the economically non-active and from the NLO for the unemployed

(as avell as some minor unclassified contributions). "Total revenue" includes other unspecified non-tax revenue

143 rhe payroll tax is notionally split between employers (10 percent) and employees (4 percent), and is assessed only on salanes below a ceiling

(SK K 24,000 per month in 2000, about twice the average wage), and on half of the income of the self-employed
'44 I e., in the 12-13 6% range in years when the contrbution rate was 13 7% Sluggishness in the growth of this revenue component appears

rela ed mainly to the general economic downtum and rapid increase in unemployment in the latter half of the 1990s In addition to substantial

woTker layoffs, a number of firms in financial distress were in arrears in paying their share of the payroll tax. Looking forward, the demographic

shif: can be expected to reduce the share of workers in the total population.

145 rhis rough calculation is based on aggregate data and should be venfied. It takes into account that the assessment base for the self-employed

is half of their income. However, since it does not include unrecorded income, it probably overstates the actual contrbution rate of the self-

employed
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They inevitably duplicate each other, collecting in the same firms for different clients, and
making payments to the same providers for their MoH-determined share of services.

4.98 Third, government payments on behalf of the more than 60 percent of the population that
is unemployed or not economically active generate less than 30 percent of HIC revenues."
This indicates a massive cross-subsidy between salaried workers and the rest of the population.
The health contribution combines with other social insurance contributions to make the Slovak
Republic's labor force one of the most highly taxed in the world.

Cost-effectiveness and Supply-side Incentives

4.99 On the supply side, on the other hand,
there has not yet been much sign of a shift from Figure 4.11: Inpatient Costs
more expensive curative approaches, involving as % of Total HIC Spending
mainly in-patient services and a high use of = 60

physical inputs and medical personnel, towards F a
greater emphasis on preventive approaches and 1995 1996 1997 1998 1999 2000 2001
out-patient care. As Figure 4.11 indicates, there
is no sign of a decline in spending on in-patient
treatment as a share of total HIC reimbursements. In input use, while the number of hospital
beds per capita has shown some welcome decline, it remains high. Combined with the continued
low occupancy rates, this suggests that excess hospital capacity persists. Moreover, the average
length of hospital stay remains high. The number of physicians, while already high, continues to
increase. Drug costs are a large and rapidly growing component of total costs, increasing by
more than 60 percent between 1996 and 2000, and shifting in composition to more expensive
medicines.

4.100 The incentive framework, although revised frequently in response to different problems,
has not helped to generate a major transformation in the way health care is provided. First, until
recently, at least,'47 money has not followed the patient. Instead, most payments to providers
have been based on contracts pre-negotiated by the MoH. For example, primary outpatient
providers, paid mostly on a capitation basis, have had strong incentives to pass patients up the
line to more expensive providers, as well as to provide more drugs, and more expensive drugs, in
line with patient preferences. Inpatient providers (hospitals) have been paid mainly on the basis
of their previous year's costs. In neither case is there a clear incentive to provide the most cost-
effective treatment for the particular mix of patients and cases presented. Nor is there any
incentive to check on patients' payment records.

146 These payments cover mainly pensioners and children, whose medical costs are substantially higher than those of the working population
Yet the government payment aveaged less than SKK 300 per person per month in 2000, compared to the more than SKK 1,600 per month paid
b the average salaned worker (and the less than SKK 200 paid by the aveage self-employed worker).
l 7 Thre were changes in the provider payment mechanism in January 2002 that were intended to improve the structure of incentives It has not
been possible to analyze their impact for this report. For pnmary providers, a fee-for-service payment was added to the capitation amount for the
provision of preventive care The incentive effect would depend on the relative size and structure of the fee. There were also changes for
inpatient providers
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Refcarm Priorities

4.101 The issues facing the country's health system are complex and will take time to resolve,

and this is all the more reason to act now to design and implement coherent reforms. This is

undcrscored by the fact that the demographic shift under way in the country will mean that in the

future the group contributing the lion's share of health revenues (salaried workers) will be

smaller, while the group with the largest health costs (the elderly) will be much larger. The

fund amental need is to put in place reforms that will strike a better balance between the demands

on the health system and the system's ability to meet those demands at an affordable cost. The

follocwing paragraphs highlight some of the major areas and options for productive reforms.

Containing Excess Demand

4.1C2 On the demand side, there is at present little to contain the high levels of consumption of

health services and medicines, since consumers face very little direct cost for a very generous

paclkage of benefits. Probably the most straightforward and effective way to contain and

raticonalize demand would be to increase the scope for consumer cost sharing (e.g., co-payments).

This would give all consumers at least some incentive to contain costs, and would reduce the

moral hazard in the current system. While such a policy will probably meet with formidable

political resistance, no other policy measure is likely to have as strong an effect in containing

costs and in reinforcing the other policies under consideration to put the health system on a more

sustainable path.'4 8 The authorities are encouraged to identify ways to expand the scope of

conmumer cost sharing. To reduce the potential adverse impact on the poor, this measure could

be accompanied by a system of refunds of co-payments, for example, for those on Social

Assistance. Other complementary measures that could be considered to make higher co-

payments more politically acceptable include: (i) an appropriately calibrated reduction in the

payroll contribution rate for employed workers, who now bear a high share of the system's costs;

and (ii) a well-publicized policy that makes acceptance of informal payments illegal.

4.10)3 In addition to introducing increased consumer cost-sharing, the authorities should also

ideintify ways of defining the basic benefit package in a more limited and feasible manner. This

is also likely to be an unpopular move, but the current situation is not working as intended (see
for example, the rise in informal payments) and only reinforces unrealistic expectations. In

addition to helping realign expectations and demand, narrowing the scope of the basic benefit

package would create an opportunity for the development of private supplemental insurance.
Presently, there is almost no scope for such insurance since the basic package covers virtually all

of Ihe important services.

Aligning Supply-Side Incentives

4.104 Ensuring that supply-side incentives consistently support the most cost-effective types

and levels of health care calls for parallel reforms that: (i) improve the design of the provider

payment mechanism; (ii) give providers the operational autonomy and incentives to respond

eff.ciently to the signals from the reformed payment mechanism, within a regulatory framework

148 hligher co-payments would reinforce, and should be combined with, changes in the provider payment mechanism to reduce demand-inflating

inceitives, for example, to pass patients unnecessarily on to higher levels of more costly service, or to over-prescnbe drugs, especially non-

gen ncs Patient pressures can often encourage such behaviors, especially when cost shanng is low.
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that safeguards patient access to the appropriate type and level of care; (iii) guide the
development of a more efficient network of provider facilities; and (iv) encourage a better
balance in the numbers and types of medical personnel.

4.105 The ongoing reform effort should continue to identify improvements in the way providers
are paid for services.'49 International experience suggests that, if they are well designed and well
implemented, mixed provider payment mechanisms appear to help control costs without
compromising quality and access. Approaches to be considered include global budgeting with
performance targets using block contracts, case-mix payment systems such as those based on
Diagnosis Related Groups, and general practitioner (GP) fund-holding systems. As a starting
point for designing such mechanisms (and eventually for operating them) it is important to
establish information systems to generate and analyze up-to-date production and delivery cost
data for specific health service interventions on a comprehensive and regular basis. Reforms
should also seek to incorporate an approach in which "money follows the patient," with
payments to providers based on the actual delivery of services. This should strengthen the role
of consumer choice in the process as well as reinforcing providers' incentives to treat and to
rationalize their services. A system for checking patient contribution records should be
established at the point of service to ensure eligibility, and protocols should be established on
how to treat delinquent patients.'5 0 Finally, reforms of the payment mechanism should consider
ways of reinforcing the role of general practitioners as gatekeepers, ensuring that their
incentives and protocols encourage adequate emphasis on health promotion and preventive
services and avoid excessive referrals and excessive prescription of drugs, especially the more
expensive branded drugs.

4.106 Merely changing the ways in which providers are paid will not have a sufficient effect
unless providers and managers have the flexibility and tools to manage their resources actively
and to redirect their use in response to the changes. The payment mechanism must also function
in such a way that providers are able to capture at least part of the cost savings that they achieve,
and that such savings are not immediately translated into lower prices. For the system to work
well, it is essential that providers have an appropriate balance between autonomy and
accountability and the management skills and tools needed to operate effectively in a more
decentralized environment. Steps are already under way to transform many of the existing
hospitals into "public non-state organizations governed at the regional or municipal levels."'5 ' It
is not clear, however, whether this form of organization will provide the autonomy and flexibility
needed. Nor is it clear whether the regulatory framework has been developed that will provide
the safeguards needed. In the circumstance, suggestions to decentralize the regulation of
providers to the regional or municipal level seem premature.

4.107 In addition to the provider payment mechanisms, there is scope for the MoH to use its
position as owner of and main source of capital for the hospitals to rationalize hospital size and
structure and help hospitals develop the management capacities they need to operate more

149 The provider payment mechanisns were modified in January 2002, with the intention of improving the incentves for treatment at the pnmary
outpabent stage and for more efficient inpatient care It has not been possible in this report to assess the impact of these changes, or their
consistency with the overall level of resources available There were reports early in 2002 that the higher pnces established would necessitate a
substantial (20 percent) reduction in the volume of services purchased by the HICs.
]so For example, elective services could be deferred untl eligibility was restored, and urgent services provided in the lowest cost facility
afppropnate and costs billed to the patient.

R. Kovac and S Hlavacka. Op. cit., p 7, and Pre-accession Economic Program, pp 50-51.
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auttonomously. Efforts by the MoH to reduce the number of hospital beds reflect this approach.

Tiese efforts could be intensified, given the extent of the remaining excess hospital capacity.

There is a need to develop a Hospital Master Plan to guide decisions on which facilities to shut

down and on where conversion to clinics or downsizing would make sense. This could be based

oni such factors as the capacities of the existing facilities, the size and the demographic and

disease profiles of the population in the catchment area, utilization, access, equity, and cost-

eifectiveness. Implementation would involve a number of political, administrative, technical,

and legal steps, and would take time, and could be accompanied by steps to build up the

rranagement capacity of the facilities as well as investments to restructure facilities where

n(,cessary. MoH transfers to providers for investment or the settlement of arrears should be

granted only if the facility fits into the Master Plan and restructures itself to ensure financial

vi ability. It would seem logical to delay further devolution of specific facilities until it is clear

that they would continue to operate in the smaller, rationalized network.

Improving the Financing System

4 108 The efficiency and effectiveness of the health financing system could be improved by

consolidating the multiple insurance companies, improving collection performance, and

bhoadening the revenue base. The administrative costs of the current system of multiple HICs

nn about 4% of benefit payments, which appears high given the HICs' very limited role. The

nmultiple HICs increase administrative costs in the areas of: (i) duplicate staff and infrastructure;
(ii) fragmented and duplicative revenue collection efforts in different organizations; (iii) burdens
on hospitals and other providers from managing separate contracts and relationships with several
F ICs; and (iv) management of the complex mechanism for redistributing revenues to equalize
risk across the different HICs. Consolidating the HICs into a single collection and payment

agency would eliminate much of this cost. The costs could be further reduced and the process of

collecting contributions further streamlined by piggy-backing the collection of health insurance

contributions on the existing system for collecting contributions for pensions and other social

insurance benefits. '5 Since currently there is no scope for competition among the HICs, there is

no basis for concem that their consolidation would cause any offsetting efficiency loss.

4.109 Such a consolidation is also likely to facilitate a broader effort to improve contribution
compliance, since (i) a single agency would have stronger incentives to improve collections, as it
would no longer be necessary to maintain the redistribution mechanism; (ii) a single agency

could maintain contribution records and other patient data more systematically, allowing a more
systematic approach to auditing compliance; and (iii) it would be possible to cross-check client

rlvcords with other social insurance and social assistance records, and to coordinate efforts to

ii nprove collections with other agencies.'53

4.110 Careful consideration should be given to measures that would broaden the revenue base

for health care financing, reducing the its current heavy reliance on payroll contributions and

reducing its highly redistributive structure. As noted above, nearly 70 percent of HIC revenues

12 Slovakia's Social Benefits Reform Administration project, financed with assistance from the World Bank, is designed so that the platform

b nng developed for managing social insurance contnbutions could also be used for health insurance, if it were so decided

13 Consolidation could also facilitate the development and maintenance of more systematic patient records and other operational data, enabling

aiialysis and monitonng of health service costs and risks. Among other things, this could generate the empirical data needed to design and

iiriplement improved provider payment mechanisms that encourage appropnate, cost-effective levels of care
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come from the less than 30 percent of the population who are salaried workers. The 14 percent
contribution rate that they pay is the highest in the region. It combines with other social
insurance contributions to produce a total payroll tax of 50.8 percent, which significantly raises
labor costs, discouraging growth, especially employment growth'5 4. Drawing a larger share of
health care revenues from a broader, more neutral revenue base (such as the VAT, or the
personal income tax) would create room for an offsetting reduction in the payroll tax rate, which
should boost Slovakia's growth and employment prospects."' Moreover, given the demographic
shift underway, the working age population, the group on which the system largely depends for
revenues, will decline as a share of the total population, making this revenue source unstable in
the longer run. In addition, payroll tax revenues are highly cyclical, declining sharply during
recessions, making system revenues unstable in the short run. Greater diversification of the
financing sources, by shifting a larger share of system finance from the payroll tax to a broader
based tax, should lead to a more stable revenue stream. Finally, reducing the current reliance on
payroll taxation would reduce the degree of redistribution from salaried workers to the rest of the
population, since a larger part of the redistribution in the system would be funded by the broader
tax base, reducing the redistribution from the payroll. This could have two beneficial effects.
First, it would result in a closer link than now exists between payroll contributions and the
insurance benefits received, which should improve compliance incentives. Second, the current
redistribution may produce unintended regressive results for some groups, especially for low-
income salaried workers, who may be subsidizing those who are better off than they. In
addition, since the 14 percent contribution rate is levied only on wages below a ceiling,'56

workers with incomes above the ceiling pay a lower effective rate. Reducing the payroll tax rate
would lessen the scope for such a regressive effects.

4.111 In short, a shift in the source of health care financing towards a broader, more neutral
base while keeping the total system revenues constant, could create room for a reduction in the
payroll tax rate, reducing the system's dependence on this revenue source. This could have
several beneficial effects in terms ofpromoting growth and employment, improving the long and
short term stability of revenues, tightening the link between contributions and benefits, and
possibly even improving the system's distributional equity. Adopting such an approach would
call for careful prior analysis to determine the best alternative revenue source and structure, to
verify the anticipated distributional improvements, and to calibrate the size of the decrease in the
payroll tax so that it matches the increase in revenue from the alternative source, as well as to
determine what possible compensating adjustments in worker take-home pay might be
warranted. 5 '

Public Health

4.112 While the topics above are the main focus of current policy debate in the Slovak
Republic, it is also critically important that the government ensure that essential public health
functions, including health promotion activities and disease surveillance, prevention, and
control, are given adequate funding and managerial attention. These programs usually have

154 See Chapter I for a discussion of the macroeconomic and labor market implications of high payroll taxes.
M Poland, for example, finances Its health care system largely from a 7 75% tax on personal income.

156 In 2000, the ceiling was SKK 24,000 (571 Euro) per month (roughly twice the average wage).
157 It would also be important to consider other changes, such as including social benefits in taxable income, to broaden the base of other revenue
sources
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large payoffs in terms of health outcomes, and do not usually involve high costs. But since they

have high externalities, there is a danger that they will be under-funded relative to individual

health care. Consequently, the public sector has an important role to play in setting priorities,

funding levels, and incentive structures to ensure adequate action in these areas.

4. 13 While some indicators (the relatively Figure 4.12: Trends in Infant Mortality Rates
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programs to reduce smoking) may be being
missed. Budget allocations for these important activities have been constant in nominal terms

since the mid-1990s and amount to less than 0.1 percent of GDP. Thesefactors suggest that, as

part of its reform effort, the Slovak Republic should keep its public health activities under

diligent review to ensure an adequate focus and adequate levels of support.

Equity and Access Issues

4.114 An important part of the reform agenda should be ensuring that all citizens have equal

access to an adequate level of health care. As things currently stand, the health status of the

Roma is generally worse than the rest of the population, with outbreaks of communicable

diseases that are linked to very poor living conditions (unsafe water, overcrowding, lack of waste

disposal) and of non-communicable diseases and disabilities that are related to poor diet,

srnoking, and untreated injuries. Access to health services is very uneven. In many cases the

is Aation of Roma settlements from urban areas (where most of the health facilities are) sharply

limnits access. In addition, language barriers between the Roma and the health workers, and also

discrimination, were cited as problems. This suggests that health care reforms should contain

measures to better serve such communities. Possible areas to consider include: the implications

oi the location and access problems of these communities for plans to rationalize the provider
network, special training programs to help health workers treat the Roma, and information

p] -ograms to assist the Roma in dealing with health providers.'5 '

Establishing the Capacities to Reform and Manage the Health System

4 115 The complexity of the issues involved in health care makes it likely that their resolution

u ill involve a reform process over a number of years, followed by the ongoing requirements of

managing the reformed system and adapting it further to changing conditions. This suggests the

15 Poverty and Welfare of Roma in the Slovak Republic, World Bank, Foundation S.P.A C E, et al , Bratislava, ApnI 2002, pp 22, 40-41, and

S/ovak Republic. Living Standards, Employment, and Labor Market Study, World Bank, Report No 22351 -SK, August 2001, pp 107, 118
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need to build up different types of capacities in different parts of the system. First, at the
national level, information systems need to be reinforced to ensure the timely availability of
different types of data, including: (i) an analysis of accurate sources and uses of funds to permit
better budget monitoring, an analysis of health system expenditures and program effectiveness,
and the development of National Health Accounts;'s9 (ii) a detailed analysis of the costs of
providing different services and carrying out different protocols, as well as the incidence of
different types of cases, to permit further improvements in the provider payment mechanism
(such as a move toward a Diagnostic Related Group approach) and better risk assessment; (iii)
regular, systematic household budget surveys, to determine the incidence of private and public
health care expenditures on different income groups, as well as the health status and access to
health care of these groups; and (iv) a system of feedback or consumer report cards from clients,
to identify problems and develop solutions. In addition, as providers gain increased autonomy
and as the health care system becomes increasingly decentralized, the MoH's direct links with
providers are likely to decrease, but it will need to ensure that its capacity and systems for policy
analysis and formulation and for the regulation and monitoring of the system are designed to
work effectively in the new environment. In particular, the MoH will need to ensure that the
nation's supervisory and regulatory system, including hospital accreditation and provider
licensing, is well designed so that that standards of quality and access are maintained. The
decentralization of regulatory functions would thus seem to be premature at this stage.

4.116 Second, at the HIC level, the HICs (possibly consolidated into one entity) could usefully
develop a patient database, keeping an accurate record of client contributions (to aid efforts to
improve compliance) and patient reimbursements (to analyze risks and costs). Third, at the local
government level, capacities and systems of accountability could be put in place to ensure that
the decentralization of responsibilities and facilities supports improvements in quality, access,
and efficiency. At present, it is not clear to what extent local governments are in a position to
take on the tasks that are being devolved to them. It would be logical to assess the impact of the
decentralization that has already taken place and to build on that experience to put in place
appropriate regulatory systems that will ensure accountability. It would also be logical to
develop plans to rationalize the provider network before decentralizing it.

4.117 Fourth, at the provider level, the development of a hospital management capacity to
operate in a more autonomous, decentralized system is likely to be a high priority, together with
the development of management capacity for clinics and other provider organizations. Medical
training may need to place more emphasis on producing an appropriate generalist/specialist mix
and on strengthening the capacities of general practitioners both as primary care providers and as
gatekeepers. Professional medical associations could develop the capacity to design cost-
effective protocols, such as guidelines for prescribing antibiotics and other drugs, and to guide
the MoH in specifying standards for quality and access. Finally, at the patient level, it would be
an important part of the reforms to ensure that patients have a good understanding of their
rights and responsibilities, as well as of the standards of service that they should expect. A
clearer, more realistic definition of the benefit package, a strict policy of limiting non-formal
payments and setting co-payments, clarification of the patient's responsibility to be current in

159 These should become important inputs into a systematic review of program effectiveness, and how to improve it, in the context of annual
budget reviews within a medium-term expenditure framework. Additional work is needed to clanfy public expenditure accounts and place them
in a consistent framework At present, they are prepared by different sources, at different times, for different purposes, using different concepts.
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ccntributions, guidelines on the expected quality and service standards, and a mechanism for

feedback on the lines of a consumer report card, would all be important parts of this effort.

Main Recommendations

4.118 The reform of the health sector will require a sustained effort over time. While this

reform may not produce significant short-term savings, it remains indispensable to start taking

measures now and to put health care on a sustainable footing in the medium term.

4.119 The first priority is to provide a focal point for the reform effort by designating a health

sector reform team. This team can then take on the task of defining more precisely the reform

piiorities and sequencing, making adjustments as needed as the reform process unfolds."w As a

second short-term step, it is important to strengthen or put in place the information systems

needed to design reforms and to better manage the health system. This information system

w uld include a broad range of data for different purposes: consistent data on health system

e penditures and finances; detailed data on the costs of service provision; client contribution

records; household survey data on health status and private expenditures on health; etc. As a

third step, the existing mechanisms for supervising and regulating the health system, including

hospital accreditation and provider licensing, should be thoroughly reviewed and strengthened

w riere necessary to ensure that providers are held accountable for the appropriate standards of

quality and access. Introducing a system of contracting only with providers that meet agreed

standards of quality, access and cost control, would give providers strong incentives to meet

those standards. A fourth area for action is to rationalize and contain demand by defining a

more limited and feasible benefit package, and by broadening the scope for consumer cost

sharing, together with providing a system of rebates for low-income patients. A fifth area is to

take steps to consolidate the HICs, and to piggyback the collection of contributions on the system

W:ed for other social insurance payments. As this would permit better records of client

contributions, a system of checks on payment records should be introduced by service providers.

A sixth area would include taking steps to reduce the dependence of the system on the payroll tax

anid could be introduced in the medium term, possibly in stages (e.g., first to offset the revenues

from increased co-payments, and second as part of a larger shifting of part of the burden to a

br oader based tax). As a seventh area, steps should be taken to improve the efficiency of the

p, ovider network, including improving payment mechanisms based on the principle that "money

follows the patient," developing a Hospital Master Plan to rationalize the network, and

i& creasing autonomy for providers, within a regulatory system that focuses on accountability for

transparent standards of quality and access and that maintains a hard budget constraint. An

eighth area of short-term action would be to review public health functions to ensure that they

a-e properly focused and adequately funded. Finally, initial steps in the area of access and

eluity could include: designing specific interventions to improve the health status of the Roma

and their access to care; using household survey data to analyze the health status of the poor,

their access to health services, and the incidence of formal and informal payments for health

services on the poor; and introducing a system of rebates for co-payments by low income

patients, once co-payments are expanded.

16) The proposed Health System Modermization Project, currently under preparation for possible World Bank financing, is intended to support

th: design and implementation ofthe Slovak Republic's health reform effort
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EDUCATION

4.120 The sweeping changes brought about by the transition are having a major impact on the
education system in the Slovak Republic, but the system has not adapted fast enough or far
enough to meet the needs of a modem market economy. As a result, the system needs to be
reoriented to increase its focus on the more general, higher-level skills that the economy needs,
by reorienting secondary education and by expanding access to tertiary education.'6 ' There are
good reasons to believe that this can be done while keeping public spending on education at its
current level of under 4 percent of GDP for some time to come, by taking advantage of the sharp
drop in the school age population, the substantial potential for efficiency gains in the present
system, and the scope for generating additional resources from tuition at the tertiary level.'IQ But
it is important to act quickly and aggressively, or the opportunities will slip away. The key
elements of the proposed approach, most of which have been considered in the country's ongoing
education reform efforts,'6 3 include the following:

(a) Consolidation and reduction in numbers of primary and secondary schools and
teachers

(b) Acceleration of the shift already under way in secondary school enrollments from
narrowly specialized vocational/technical programs toward more general
academic training in "learning how to learn"

(c) Phased expansion of enrollment in higher education institutes (HEIs) based
mainly on a more intense use of the existing facilities and faculty.

(d) Implementation of decentralization in ways that ensure accountability for
achieving agreed outcomes, that reduce disparities in outcomes across and within
regions, and that permit savings from consolidation and reorientation at the
primary and secondary levels to be realized and to be used to expand the tertiary
level and to improve quality at all levels.

(e) Intensification of efforts to ensure equal education opportunities for all children,
especially for Roma minority children.

Sectoral Overview and Issues

Transition and the Education System

4.121 The transition has placed new demands on the education system, but it has also brought
other changes, creating some scope to meet these demands without major increases in total
public spending. Sweeping, economy-wide changes in the structure of employment have
occurred, and there is a demand for more general, higher-level skills associated with a shift from
traditional manufacturing, mining and agriculture to services, finance, and public administration.

"Expenditure Management in Educaton", in Budgeting and Expenditure Management in the Slovak Republic, World Bank, 2002.
162 Over a longer period, particularly after the school age population stops declining, education spending is likely to grow as a share of GDP, but
an increase in the share of pnvate spending could account for much of this
163 See, for example, M Beblavy and M. Kubanova, National Report on Education Policy, Bratislava, December, 2001 (hereinafter referred to as
NREP)
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At he same time, there has been a rapid increase in the market valuation of education, with
widening salary differentials between workers with different education levels that suggest greater
scope for charging tuition, especially for the higher levels of education."M

4.122 Two significant differences between the Slovak Republic's labor force and that of other
OECD countries suggest the need for significant changes in the output of the education system to
align it with those of other modem market economies: (i) a relatively small proportion of
woikers has completed tertiary education (10 percent versus an OECD average of 23 percent)'65 ;
and (ii) a high percentage of upper secondary school students is enrolled in traditional vocational
programs as opposed to more general academic programs (79.6 percent in vocational programs
versus 47.0 percent for OECD countries).

4.1 !3 There has also been a dramatic decline in fertility, resulting in much smaller numbers of
school age children and excess school capacity at the primary and secondary levels. The primary
school-aged population shrank by nearly 18 percent over the past decade; it is projected to fall by
another 25.5 percent by 2010, and to continue falling through 2020. As this smaller cohort ages,
the secondary school cohort, which declined by about 2 percent over the past decade, will shrink
by 23 percent by 2010 and by another 22 percent by 2020. The tertiary level cohort, which grew
by over 24 percent during the past decade, will decline by 16 percent by 2010, and by nearly 29
percent by 2020.'"

4.124 The Slovak education system has begun to respond to these changes, as is reflected in the
enrollment trends over the last decade (shown in Table 4.6).

(a) Enrollment in the 9 years of primary education (which is free in state schools,
compulsory, and nearly universal -- outside of the Roma minority) declined
significantly (9.7 percent) in the 1990s, reflecting the decline in the school age
population. A sharper decline (13.3 percent) in state schools was partly offset by
an increase in private enrollment.

(b) Total secondary school enrollments declined slightly ( by 1.6 percent), in line
with the age cohort, but the composition shifted dramatically: general academic
enrollments rose by nearly 45 percent (22 percent in state schools), while
vocational/technical enrollments fell by 13 percent (16 percent in state schools),
resulting in a rising share of general academic schools in secondary enrollments.
Secondary education in state schools is free of tuition.'67

(c) At the tertiary level, enrollments have risen sharply, with full-time "internal"
students increasing by 71.7 percent, and "external" students growing by 367.8
percent."'6

64 NREP, p 20, Table 18
N REP, p 92.

166 Sources M. Hrabinska, Institute of Information and Prognoses of Education (IIPE), Bratislava, 1996, as cited in M Canning, Education

Polc v Pnorzties in the Slovak Republic. a Discussion Paper, World Bank, 2001.

167 S ate schools can and do charge for some related expenses, such as catering

168"Intemal students" are full-time day students admitted with full scholarships, "extemal" students are usually part-time, and until recently were

charj ed tuition fees
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Table 4.9: School Enrollment Trends, 1990-2000
(number of students)

1990 1991 1995 1999 2000 % Changea
Pre-primary: Total 216,336 188,821 161,697 161,818 154,232 -28.71

State 216,336 188,821 161,268 161,128 153,456 -29.07
Private n.a. n.a. 429 690 776 1,093.85

Primary: Total 721,687 716,416 661,082 671,706 650,966 -9.70
State 720,920 707,032 635,135 645,384 625,265 -13.27
Private 767 9,384 25,947 26,322 25,701 3,250.85

Secondary General: Total 55,644 59,172 76,380 76,662 80,615 44.88
State 55,482 57,847 67,648 64,224 67,487 21.64
Private 162 1,325 8,732 12,438 13,128 8,003.70

Secondary VoTech: Total 224,584 224,262 248,892 192,064 195,016 -13.17
State 224,584 223,492 242,581 185,296 188,590 -16.03
Private n.a. 770 6,311 6,768 6,426 734.55

Secondary: Total 280,228 283,434 325,272 268,726 275,631 -1.64
rertiary: Totaib 62,103 59,737 82,982 117,432 135,392 118.01

State (internal) 52,669 52,430 72,525 88,192 90,446 71.73
State (external) 9,434 7,307 10,457 29,240 44,129 367.77
Private n.a. n.a. n.a. n.a. 817 n.a.

a/ From 1990 (or earliest available year) to 2000.
b/ Includes "external" students.
Sources Institute of Information and Prognoses for Education, as citied in NREP, Annex tables la and lb.

4.125 Part of this response reflects the growth in private provision of education at all levels.
The expansion has been particularly remarkable in general academic secondary education, where
private enrollment grew from less than 0.3 percent of the total in 1990 to over 16 percent in
200O."'6

Public Expenditure Trends

4.126 The composition of spending has not changed to reflect the major changes under way in
the structure of the education system. Total public spending on education has fallen somewhat
as a share of GDP (see Figure 4.13),"° along with the decline in the school age population and
numbers of students (Table 4.9), resulting in a virtually unchanged level of spending per student
when measured in constant prices. However, as Figure 4.14 indicates, the shares of state budget
spending on education have not moved in line with the overall structural changes under way in
the system shown in Table 4.6. In particular, the shares of spending for the rapidly expanding
general secondary level declined slightly, while those in the declining vocational-technical
stream rose.

169 Private schools include religious schools. They are allowed to charge tuition and also receive a state subsidy based on their enrollment and a
fraction of the per student expenditure in state schools.
170 The spending data used excludes revenues from fees that would add another 0 2 -0 3 percent of GDP
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Figure 4.13: Public Spending on Figure 4.14: Shares in State Education
Education Budget by lewel
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4.127 The disconnect between these broad expenditure trends and the structural changes in
education is also reflected in physical and staffing developments in the state schools:

(a) In state vocational and technical schools, while enrollments fell by 16.0 percent
between 1990 and 2000, the number of teachers rose by 19.8 percent, and (more
inexplicably) the number of schools rose by over 44 percent.

(b) In state primary schools, while enrollments fell by 13.3 percent (or 95,000
students), the number of teachers (including part-time staff) rose by over 8
percent, and the number of schools declined by only 6 (or 0.2 percent). Student-
teacher ratios, already low at the beginning of the decade, are below OECD levels
and far below the average for upper-middle income countries.

(c) At all levels, except the tertiary level, the numbers of teaching staff rose more
rapidly than the number of students. Moreover, the physical plant, with its related
heating and maintenance costs, remained the same or grew over the decade.
Given that the amount spent per student remained roughly constant in real terms
over this period, this increasing staff- and building-intensive delivery system had
two consequences: (i) sizable arrears developed at the school level, especially for
heating bills; and (ii) spending on items particularly important for raising school
quality and effectiveness, such as learning materials, training, etc., was severely
squeezed.

Reform Options and Sequencing

4.128 The dramatic and continuing fall in the school age population, combined with the
expansion in the numbers of teachers and schools over the past decade, has resulted in a large
and growing excess capacity at the primary and secondary levels. As a result, the country's
student-teacher ratios are lower than the OECD averages and far lower than the average for
upper-middle income countries, and the numbers and sizes of schools far exceed the needs. This
provides an opportunity for significant cost savings, which should be used as a source of much
needed fiscal space, allowing scope for the use of freed-up resources to improve the quality of
education and to expand tertiary education.
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Consolidating Primary and Secondary Schools

4.129 It will therefore be important for the government to continue and intensify the
rationalization program begun in 2001.'7' This will require a detailed effort at the school and
community level to develop a higher quality school network. The fact that substantial numbers
of teachers are at or beyond retirement age, combined with natural attrition, should make it easier
to reduce the numbers of teachers. It will also be important that the school funding mechanism
be reformed on the lines suggested below, so that it reinforces the consolidation process. The
MoE will need to take the lead in ensuring that the savings generated are used effectively to raise
quality at all levels and to help fund phased expansion at the tertiary level. Finally, there will be
a need to coordinate this process with the reorientation of the secondary level, including the
possibilities of converting vocational schools into general secondary schools, or converting them
into comprehensive schools with both general and vocational streams, or closing them down.

Reorienting Secondary Education

4.130 While the quality of human capital in the Slovak Republic is reasonably high, there are
clear indications that there is a need for more general, flexible, and higher level skills, which
would enable workers to learn and to adapt throughout their careers. This type of learning is best
provided in general academic high schools rather than vocational schools with large numbers of
highly specialized programs that lead to a specific, narrowly defined occupation. Students who
enroll in vocational programs commit themselves at an early age to a specific occupation. They
are unlikely to be able to shift easily to radically different occupations as labor market conditions
change. In a dynamic labor market, where an individual can be expected to hold several
different jobs over his or her lifetime, it is important that students leam "how to learn," rather
than learning specific skills. This suggests that (i) the ongoing shift in enrollments towards
academic schools should be encouraged, and (ii) the vocational stream should be scaled back and
fundamentally reformed. The reform of the vocational program should consider both its content
(e.g., placing more emphasis on general learning skills, problem-solving, communications, and
teamwork, than on occupation-specific skills) and its structure (e.g., consolidating of programs
and schools, and, where conditions warrant, converting the schools into general secondary
schools or comprehensive schools with both general and vocational tracks).

4.131 These reforms at the secondary level should be coordinated with efforts to increase
quality and relevance at the primary level, so that those graduating from primary schools will be
prepared for the changing orientation at the secondary level. Apparently, such coordination is
not strong at present,'"2 and the division of responsibilities for primary and secondary schooling
between the municipal and regional levels could make a coordinated approach even more
difficult. As with the rationalization program, reorientation of the secondary level so that a
higher proportion of students is in the general stream, should result in substantial cost savings,
since the cost per student in the general stream is about 40 percent less than in the vocational

171 As of September 2001, only 79 proposals to drop schools from the network had been considered, of which 69 were agreed NREP, p 30
172 NREP,pp 119
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stream. 73 These cost savings, like those from rationalization, can be used for quality
improvements at all levels and for phased capacity expansion at the tertiary level.

Gradual Expansion of Tertiary Education

4.132 In light of the excess demand for workers with tertiary education, the relatively small
proportion of the labor force with such education, and the excess student demand for higher
edu cation, the expansion of capacity at the tertiary level appears justified. However, this raises
issutes of basic public finance, as well as the issue of an efficient strategy for meeting this
denrand. In terms of public finance, since education is an investment in students' future labor
ma-ket success, and since students clearly draw large private benefits from this, particularly at
the tertiary level, it is entirely appropriate that they pay at least a substantial part of the costs
inv )lved. Moreover, tuition could also provide a market-based signal to regulate excess demand.
Finally, the need for very tight fiscal restraint both now and in the future argues against keeping
hig ier education tuition-free. For these reasons, the recent decision to abandon tuition payments
for external students should be reconsidered.

4.133 In addition, the strategy for tertiary expansion needs to be carefully developed and
phased. The excess apparent demand may quickly evaporate once tuition is introduced more
wid ely and as the economy's backlog of demand for workers with tertiary education is reduced.
The sharp drop projected in the size of the 18-23 year age cohort is also likely to take much of
the steam out of demand growth. While this age cohort rose by 24 percent over the 1990s, it is
projected to fall by 40 percent between 2000 and 2020. As a result, merely maintaining the
cur,ent number of full-time students will raise enrollment rates from 24 percent in 2000 to over
40 I)ercent by 2020, a rate higher than that in many high-income countries. Moreover, it will be
important to ensure that tertiary institutions have the critical mass needed to provide quality
education. The existing HEIs now have very low student-faculty ratios, but their libraries,
laboratories, and other facilities are reportedly under stress. The fixed costs of establishing new
tertiary institutions are extremely high; therefore, the expansion of existing HEIs may be the
mot efficient approach. If, as a part of this strategy, it appears desirable to establish new tertiary
institutions, measures to reduce start-up costs by using surplus buildings, or by basing them on
existing institutions, should be explored. Institutionally, HEIs will need the autonomy and
maniagement skills to make sound resource allocation decisions and will need to face
accountability mechanisms, such as an effective accreditation process, that hold them
accountable for achieving agreed outcomes and service delivery standards within hard budget
con 3traints.

Improving Funding Mechanisms

4.13i4 These efforts should be supported by afundamental reform in the way in which funds are
allacated to and utilized by schools. In particular, it would seem most transparent and efficient
to allocate the bulk of a school's budget as a capitation payment (i.e., a fixed, standard amount
per enrolled student'74), with school management having sufficient autonomy (within standards)

173 D ita for 1999 are from IIPE, as cited in "Expenditure Management in Education", in Budgeting and Expenditure Management in the Slovak
Rejuniwc, World Bank, 2002
174 In its purest form, the amount would be standard for all schools at a given grade level. Some adjustments will be necessary, but they need to

be ca efully designed If too many adjustments are built in, or if they are too large, they would undercut the incentive to move to the most
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to use the funds in the most effective way (e.g., reducing staff numbers to free up resources for
teaching materials, or higher allowances to a smaller number of teachers, or investments to
reduce heating costs). The money would "follow the student" in the sense that schools with
increasing enrollments would have a proportional growth in their budgets. The recently adopted
Schools Financing Act is an attempt to move in this direction, but the financing norm is still too
flexible, as it is based not only on numbers of students but also on numbers of "classes or groups,
lessons taught per week, and teaching load," with a low minimum class size threshold. The
norms also guarantee the costs of utilities and rent. As a result they will tend to lock in the
school's current staffing levels and plant size, and will provide no incentive to reduce these
costs."5 In addition, schools would need the managerial skills and the autonomy to make such
adjustments, as well as the accountability to meet service delivery standards, within a hard
budget constraint. Further reforms in these areas could reinforce incentives for efficiency and
consolidation and could encourage the expansion of general secondary education and
expenditure on quality-enhancing materials.

4.135 In addition to promoting efficiency, quality, and transparency, a capitation approach
could also play an important role in improving equity across different parts of the country.
Analysis of per student expenditures across regions and districts suggests little variation at the
regional level but massive variations at the district level.'76 For example, in the Presov region
expenditures per student in 1999 ranged from SKK 2,000 in a district with a 44.1 percent
minority population, to SKK 43,000 in a district with a less than 7 percent minority population.
In Kokice, the range is from SKK 5000 to 40,000, and in Banska Bystrica, from SKK 11,000 to
39,000. It is difficult to understand differences of this magnitude, especially since it might be
expected that per capita expenditures in areas with concentrations of minorities would, if
anything, be higher, owing to the need for additional remedial and language programs. A
uniform capitation approach could also reduce concems that the decentralization process could
lead to the country's substantial geographic disparities being replicated in the classroom.

4.136 Another issue related to the mechanisms for funding schools relates to state support for
private (including religious) schools. According to the new Schools Financing Act, a private
school is meant to receive a per student grant equivalent to 100 percent (or 70 percent if it
charges tuition) of the per student current expenditure in an equivalent state school. Since the
state budget allocation is usually not adequate to fully cover this grant, only a fraction of this
amount (estimated at about 80 percent for religious schools and 37 percent for private schools) is
actually disbursed. There is a wide variation by region and type of school, with amounts being
particularly low (below 19 percent) for general secondary schools. It would be preferable to
make such grants more uniform and predictable.

4.137 The role ofprivate finance in education should be carefully reviewed, particularly (i) the
level and structure of formal and informal fees and contributions at the primary and secondary
levels, and (ii) the lack of tuition fees at the tertiary level. Comprehensive data on the levels and
incidence of the private financing of education are not available, and this hampers the

efficient and effective mode of instruction (e g., if the capitation grant fully adjusts for the higher unit cost of vocational education, it blunts the

incentive to convert to the lower cost general stream).

1
7 5 NREP, pp 110-1Il (note this does not apply to capital costs, whose allocation is less transparent)

176 Data are from 1999 from the District and Regional Offices of the MoE and from the Slovak Republic Statistical Office, as cited in World

Bank, "Expenditure Management in Education", in Budgeting and Expenditure Management in the Slovak Republic, (2002)."
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development of coherent policies.'77 However, several ad hoc surveys have confirmed that, in
addition to paying tuition fees at private schools, many parents (78 percent) make voluntary
contributions (including to state schools) in addition to paying various school-related costs
(scliool books and supplies, commuting, school meals).' 78 While many of these costs may be
appropriate for families to bear, they should be reviewed to see if compensating policies are
needed to ensure: (i) that their proceeds actually accrue to the schools; (ii) that they do not
prevent lower-income students from continuing school beyond the compulsory tenth year; and
(iii,; that they do not generate large disparities between richer areas and poorer areas in the
quality of schools.

4.138 At the tertiary level, the recent decision to abandon tuition payments for external (part-
time) students seems to be a backward step, and one that will leave the HEIs without an
important source of finance. It would be appropriate to reexamine this issue, particularly
reg;rding an earlier proposal to charge tuition for both internal and external students. Since only
a re latively small part of the population can benefit from tertiary education, and since those with
a tertiary education generally earn substantially higher incomes, it makes sense from an equity
standpoint that the beneficiaries pay a larger share of the costs than they currently pay.
Combined with other stipends and social allowances (including the building up of pension
credits), tuition-free higher education could provide an excessively attractive alternative to
finding a job in a tough labor market and could lead to rapidly rising demands on the budget. A
tuition charge would also help to ration demand, which is currently well in excess of capacity, by
req iring students to make a more careful calculation of the costs and benefits of tertiary
education. Moreover, tuition would provide HEIs with the resources needed to maintain quality
and respond to the demand. This report recommends that tuition payments covering a substantial
par'. of tertiary education costs be introducedfor both internal and external students to support a
phased expansion of opportunities for tertiary education. This step should be combined with an
appropriate loan program to enable repayment to be made out of the future increased income
resulting from attending university, and also with a scholarship program to ensure access for
otherwise qualified students from low-income families.

4.1 39 For such an approach to work well, several other parallel reforms are needed. School
(an, HEI) management will require both the autonomy and the skills needed to make sound
decisions on the resource reallocation that is necessary to improve quality and efficiency.''9 This
is l kely to call for training for school headmasters and managers, as well as for initial assistance.
At the same time, schools should be accountable for achieving the required results and service
stanidards within a hard budget constraint. The system of and standards for school inspection,
coniplemented by a national student and school assessment system, and improvements in the
accreditation process for HEIs, need to be geared up for this task, and the results should be
publicly available, especially to parents and school managers.

177 A comprehensive, regular household expenditure survey would be very valuable in providing the information needed in this area (and many
other s)
178A s cited in NREP, pp. 1-13.
179F Fr example, schools need to be able to decide, within agreed norms, whether to allocate savings from a smaller teaching staff to additional
allov ances for the remaining teachers (to compensate for increased workloads and attract a higher quality teacher in a competitive market), or for
teach ing matenals or other uses
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Making Decentralization Work

4.140 The funding and accountability mechanisms proposed above would be powerful tools to
ensure that decentralization reinforces national education goals, rather than placing them at risk.
In particular, the proposed funding mechanism would do much to reduce concerns that
decentralization could increase disparities in education funding and in learning achievements
between rich and poor areas. The proposed accountability mechanisms are also vitally important
for measuring performance against agreed standards, and ensuring that decentralized, local
education objectives are aligned with national objectives. A system of national assessments of
educational outcomes will be an essential tool for monitoring the differences in results both
among and within the regions and identifying areas for corrective action.

4.141 Other critical steps needed to ensure that decentralization works well include: (i)
clarifying the lines of responsibility for a school's performance in the new, decentralized setting
(a critical point that remains to be resolved);'50 (ii) ensuring that headmasters and others
responsible for school management have the skills and tools needed to operate effectively, with
greater autonomy, within a tighter framework of accountability; and (iii) ensuring good
coordination of the programs to rationalize and reorient the system, including coordination
between the primary and secondary levels.

Access and Equity

4.142 The most pressing problems of access and equity in the education system are those facing
Roma children. Data from the 1991 census provide a bleak, though dated, picture: only 77
percent of Roma had completed primary education, 8 percent had completed vocational training,
and less than 2 percent had completed academic secondary or university education.'"' A
qualitative survey conducted in 2000-01 found a similar situation among Roma adults, along
with high levels of unemployment and dependence on Social Assistance. It also found that few
Roma children from segregated settlements had completed a vocational stream. While many
Roma children from integrated areas fared better, attending a special kind of vocational school
offering some forms of subsequent education, the survey found no Roma children from any area
who had attended a general secondary school, let alone a university. Without greater access to a
better quality of education, the coming generation of Roma will, like their parents, be caught in a
poverty trap of low incomes, high unemployment, and high welfare dependence. Consequently,
programs that will improve Roma access to a better quality and higher levels of education and
will increase their chances of success, should be given high priority in the country's education
strategy. Experience suggests that the chances for success are much higher in integrated
conditions; therefore, creating a desegregated school environment should be a major policy
objective.'82 The rationalization program for the consolidation of schools could be used as one
vehicle for desegregation in selected areas, while the reorientation program would improve the
relevance and quality of the content of education for all children, including the Roma. Other

180 As stated in NREP, pp 139-40: "Relations between mayors and municipal authonties and the heads of regional and distnct offices and

regional authonties, school boards, head teachers, students, and parents are very complicated, so they may disguise who is actually responsible
for a particular school's results."
18i Data from a 1990 survey found that only 44 percent of Roma men and 41 percent of women had completed grade 8 ( WB, Report No.22351-

SK, p.108)
182 More broadly, there should be a major effort to integrate the segregated communities, in which about a quarter of the Roma live, into the
mainstream of the Slovak Republic's society and economy See also NREP, p 139
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measures, specifically targeted to Roma children, could include: (i) providing free textbooks and
other materials to reduce the private costs of education to Roma parents; (ii) providing extra
finds to schools, based on the number of Roma students, to cover the extra costs of remedial,
language, and head-start programs and to provide an incentive for integration; (iii) expanding
pie-school head-start programs, which have already shown success even in segregated
communities;'83 and (iv) providing programs that will raise parent's awareness of and demand
fcr education for their children.

4.143 While problems of equity and access are less severe for the population at large, they do
e).ist, and policies should be designed to reduce these problems. First, there is the issue of the
ex.tremely wide differences in spending per student across different parts of the country. The
recommended change in the funding mechanism could do much to correct this. Second, the
piivate costs of even state education could pose a disincentive for low-income parents to
continue their children's education beyond the compulsory tenth year. Consideration could be
given to making the child allowance conditional on the child's full time enrollment in school
through the secondary level. Third, the selection process at the secondary and tertiary levels has
iniportant flaws.

4.144 At the secondary level, the current process allows students to apply to only one school,
oilen forcing them to apply to a "second choice" school, because they fear ending up in a third
chtoice school (or worse) if they are not admitted to their highly competitive first choice. At the
tertiary level, each HEI generally has its own admissions examination, which is used in addition
tc the standard nation-wide school leaving examination as a basis for admitting candidates. At
both levels there are serious concerns of corruption. One survey undertaken with World Bank
stupport indicated that 12 percent of students admitted to bribery to gain access and improve
grades at the secondary level, and 22 percent admitted to the same at the university level.'8"

4.145 Reforms are needed in both the content and the process to make selection more
trnsparent and merit-based, and to better reflect student/parent preferences. Better designed
ex :aminations could be one element of these reforms. Finally, the authorities should introduce a
regular, periodic, nationally representative integrated household budget survey as an
irdispensable tool with which policymakers could monitor these (and other) issues and design
alppropriate policy responses -- not only in education but also in other critical areas of economic
an d social policy.

Raising Quality

4.146 The reforms proposed above should be seen as important opportunities for enhancing
quality. Indeed, most of the proposed reforms would strengthen features of the Slovak
Republic's education system that cross-country analysis has shown to explain higher country
pi,rformance in standardized international science and mathematics exams, specifically: central
e,;ams; centralized curriculum and budget control mechanisms; school autonomy in process and
pi,rsonnel decisions; incentives for teachers to select proper teaching methods; encouragement of
parents' interest; and competition from private providers.'85 The reorientation of emphasis on

18 1NREP, pp. 139.
8 As cited in NREP, pp 16.

18 Woessmann (2001) and Korda (2002), as cited in Lifelong Learnming in the Global Knowledge Economy, mimeo, World Bank 2002
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the secondary level should lead to a more relevant, focused, and flexible curriculum at both the

primary and secondary levels. The savings generated by consolidation and reorientation should
free up resources for quality improvements, as would tuition at the tertiary level. The proposed

funding mechanism, combined with appropriate school-level autonomy, should give schools

more flexibility to use resources to raise quality. Among other features, it could enable them to

deal with one of the most difficult concerns affecting quality: low teacher pay and morale.'86 The

country's experience suggests that private schools have helped enhance quality, particularly in

focusing on "learning how to learn." Operating in a semi-competitive environment with public

schools, private schools are likely to help raise performance throughout the system, and thus

have a dynamic, qualitative role to play, well beyond their weight in total enrollments. The

stronger accountability mechanisms proposed would ensure that greater school-level autonomy
is not misused, by evaluating both state and private schools and HEIs against standards of service

delivery and student achievement (as measured through national assessment examination),

within a hard budget constraint. The results could be combined with systematic parent/student

feedback on school performance and could then be made widely available to parents and other

stakeholders in the form of a school report card focused on school quality. This could not only

inform parent decisions, but could also identify problems and areas for improvement.

Capacities to Reform and Manage the System

4.147 To design and manage an education reform strategy, including the issues outlined above,

and to manage the system subsequently, it will be important to ensure that critical systems and
capacities are in place at various levels. The critical institutional capacities and systems needed

include: (i) designating a highly qualified team to take the lead in coordinating the design and

implementation of an education system reform strategy, with the skills and resources needed for

the analytical and consensus-building work involved; (ii) strengthening the supervisory,

accreditation and accountability mechanisms to ensure that schools and HEIs meet expected

standards within hard budget constraints; (iii) establishing systems of national student

assessments and a periodic, nationally-representative household budget survey; (iv) improving

capacities for expenditure monitoring and program assessment and budgeting; and (v) building

management capacities and tools needed for schools and HEIs to operate effectively with greater

autonomy in a more decentralized environment.

Main Recommendations

4.148 Reorienting the education system to the needs of the Slovak Republic's modem market

economy calls for an increasing focus on the more general, higher level, skills that the economy

needs, as well as expanding access to tertiary education. There is a good chance that this

reorientation can be accomplished while keeping public spending on education at its current

level of around 4 percent of GDP, and enhancing equal opportunity in education. This could be

done by taking advantage of the sharply declining numbers of school age children, the small size

of classes and low teacher workloads, and the growth of private sector schools, in order to

consolidate at the primary and secondary levels and shift resources to the tertiary level, while

186 For example, schools could reallocate part of the savings from a reduction in the number of surplus teachers to pay bonuses to a smaller

number of higher quality teachers carrying a larger workload



Chapter 4. Expenditure Strategies 125

exp,nding the use of tuition payment to recover costs and contain the prevailing excess demand
for I iigher education.

4.14 9 In the short run, the main priorities are to:

(a) Establish a specialist team to take the lead in coordinating the design and
implementation of an education sector reform strategy.

(b) Intensify and expand the "rationalization program" to consolidate primary and
secondary schools, capitalizing on the sharp drop in the school age population to
generate savings.

(c) Initiate plans to reorient the secondary level, along with coordinated curriculum
reforms at the primary level.

(d) Introduce tuition at the tertiary level, both to contain excess demand and to
finance the expansion of enrollment and quality improvements needed at existing
institutions.

(e) Intensify efforts to ensure equal opportunities for Roma children at the primary
and secondary levels and for all students at the tertiary level. Student loans and
need-based scholarships will become increasingly important as the use of tuition
expands at the tertiary level.

(f) Initiate steps to establish a system of national assessments of student learning
achievements and a system of periodic, nationally representative, household
budget surveys.

(g) Strengthen accountability mechanisms, including the accreditation process for
HEIs.

4.150 The priorities for a medium-term strategy include:

(a) Developing a mechanism to enable part of the savings at the primary and
secondary school level to be used by the central government to support demand-
driven gradual expansion at the tertiary level, including the program of need-
based scholarships.

(b) Reforming the school funding mechanisms to reinforce such sector policy
objectives as more efficient use of resources, including more rapid school
consolidation, and equity throughout the country.

(c) Encouraging the reorientation of the secondary level, so that most students learn
the general academic skills needed for lifetime learning, by expanding enrollment
in general secondary schools, and by reforming the technical and vocational
school curriculum to increase the general academic content.



126 Chapter 4. Expenditure Strategies

(d) Implementing the program of quantitative national educational assessments to
monitor progress in meeting education objectives nationally, and across and
within regions, and holding schools accountable for meeting standards.

(e) Ensuring that the education system works well for all regions and socioeconomic
groups in the newly decentralized setting, by implementing improved
accountability mechanisms, aligning national and local objectives, specifying
accountabilities, and monitoring outcomes.

CONCLUSIONS

4.151 The discussions above on agriculture, social protection, health and education confirm that
there is substantial scope for the government to restructure public expenditure programs to
achieve its strategic objectives of growth, productive employment, and stability. The main
options to consider in the short run include:

(a) Curtailing subsidies to non-financial enterprises, especially by pruning down all
agricultural support not compliant with CAP, and reducing railway subsidies;

(b) Raising the retirement age to 65 to avoid the massive pension system deficits that
the demographic transition will otherwise bring.

4.152 Other key measures on which on which work should start now as part of a longer-termi
effort include:

(a) Initiating a program of well-designed, periodic, representative household budget
surveys, as a tool for analyzing the impact of, and designing reforms for,
programs and policies across a wide range of sectors.

(b) Raising pension replacement rates over time by gradually shifting towards a
mandatory fully funded second pillar (but at a lower age for mandatory switching
to the new system than currently envisaged) and adopting complementary reforms
to tighten the link between benefits and contributions and (possibly) to reduce the
burden of the payroll tax.

(c) Restricting eligibility to sickness benefits and turning the surplus now generated
in the for Sickness Insurance fund to participants by reducing the payroll tax,
perhaps by as much as 2 percent;

(d) Curbing the rising cash assistance payments under Social Assistance, and
correcting the disincentives that are preventing recipients from working their way
off the welfare rolls, by adjusting benefits to observed minimum subsistence
levels outside of Bratislava, reducing the rate of withdrawal of benefits as
recipients earn income, strictly enforcing activity tests, and developing more
effective ones.

(e) Containing excess demand for health care (through more narrowly defined
benefits and greater cost sharing); making the financing mechanism more efficient
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and equitable (by merging health insurance companies, integrating collections
with other social contributions, improving compliance, and broadening the
revenue base by shifting responsibility for funding a larger share of the non-
contributing participants from the payroll tax to general taxation); increasing
provider efficiency (through better-designed payment mechanisms, a provider
network rationalization plan that reduces overstaffing and excessive hospital beds,
a strong mechanism to hold providers accountable to quality and service delivery
standards, and development of management skills at the facility level); ensuring
adequate support and focus for public health functions; and protecting access to
health services for all, especially the Roma.

(f) Consolidating education facilities and staff at the primary and secondary level
with the support of a new funding mechanism based largely on capitation
payments; reorienting secondary education to meet labor market demand better
(by increasing both general academic enrollments and the general academic
content of vocational streams); using the cost savings from consolidation and
reorientation to improve quality at all levels and fund, along with tuition, gradual
expansion at the tertiary level; establishing stronger mechanisms, including a
system of national student assessments, to hold schools and HEIs accountable;
and ensuring equal education opportunities, especially for the Roma.

4.1 V3 Implementation of these approaches would contribute to the Government's strategic
objcctives not only by directly supporting fiscal consolidation but also by helping these programs
support growth and employment more effectively. For example, the options proposed offer
several opportunities for significant reductions in the payroll tax (to offset the surplus in
sickness insurance; to shift the burden of providing health insurance coverage to non-
con ributors from the payroll tax to general taxation; and, if some suggested areas of cost saving
or revenue enhancement materialize, it may be possible to reduce the payroll tax for pensions).
While in some cases, other measures to raise general tax revenues would be needed to offset the
revenue loss, the net effect on growth, especially employment growth should be quite positive.
The proposed reforms in Social Assistance would also reduce labor market rigidities, by
improving the incentives for cash assistance recipients to work, while the reforms proposed in
edu,ation should make the education system more responsive to the needs of the economy,
resLrlting in a more productive labor force with the skills needed by a dynamic market economy.

4.1 'i4 The sector discussions above place considerable emphasis on building the institutions

and capacities needed to design reforms and manage them once in place. This will be an
important determinant of the success and sustainability of this effort. Especially since so many
of tne programs reviewed have an important impact on the lives of the poor, it will be essential

to a nalyze reform alternatives in terms of their impact on the poor, and to monitor that impact
subsequently to determine if modifications are needed. As stressed repeatedly, a well designed,
up-io-date household budget survey is one essential tool for assessing program impacts on the
poor (and all others). Improving the tools offiscal management and program assessment is also
critfcally important. Transforming the medium term budgeting and program budgeting
frarieworks into effective fiscal planning tools, improving the quality of underlying financial and
perf ormance information, and enhancing the systems' integrity are thus all important goals. It is
espiecially important to ensure that the basic fiscal accounts are accurate, timely, and maintained
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in ways that are consistent and well understood across line and core agencies. Finally, it will
also be important to consolidate the recent decentralization to ensure that capacities and
accountability mechanisms are in place before moving to the next phase of devolution. As
highlighted in the sectoral discussions, this will be essential to ensure that the quality and
effectiveness of the delivery of basic public services are maintained and improved, and that
duplication and fragmentation do not result in rapidly rising public employment and wage bills.
These and other institutional and govemance issues are discussed in more detail in the next
Chapter.



5. GOVERNANCE

5.1 As is clearly evident, the ultimate success of the policy reforms outlined in the previous
chapters will depend to a great extent on the government's capacity to strengthen the institutional
framework in which those policies are conceived, decided upon, and executed. The next year
and a half that separates the Slovak Republic from EU Accession offers a window of opportunity
also in this regard. In fact, the drive to meet the obligations of membership should provide the
incentives and the compromise not only to implement the right policies but also to make it in the
most effective way. The benefits of those policies will arise from their actual implementation,
not from pro forma legislation. In other words, only if the government has the institutional
capacity to carry.

5.2 The need for institutional strengthening and development is true in such diverse areas as
agrilculture, trade, financial sector development, energy, regional development, and government
financial control. While the need to improve the working of existing institutions is true also for
many accession countries, the case is stark in the Slovak Republic. The results of a recent
perception survey (reported in Table 5.1) indicate on one hand that the Slovak Republic has
come a long way in improving the effectiveness of its administration and the quality of the
govcmance framework more generally. On the other hand, the survey also reflects that the
country still rates among the lowest on most counts among acceding countries, indicating the
urgent need to step up efforts. In addition, many of the country's institutions have fairly recently
beer elevated from the sub-national to the national level. While this, per-se, posses extra
chalienges; their first steps in this new role have been marred by cronyism and corruption.
Therefore, a double handicap needs to be overcome.

Table 5.1: Perceived Quality of Governance in the CEECs, 1 97/98 - 2000/01
Government Regulatory Rule of Control of
Effectiveness Quality Law Corruption

= ______________ 1997/98 2000/01 1997/98 2000/01 1997/98 2000/01 1997/98 2000/01

4cce, ling countries
Czec:i Republic 0.59 0.58 0.57 0.54 0.54 0.64 0.38 0.31
Estoraa 0.26 0.86 0.74 1.09 0.51 0.78 0.59 0.73

Hun ary 0.61 0.60 0.85 0.88 0.71 0.76 0.61 0.65

Lithuania 0.13 0.26 0.09 0.30 0.18 0.29 0.03 0.20
Latvi a 0.07 0.22 0.51 0.30 0.15 0.36 -0.26 -0.03

Polard 0.67 0.27 0.56 0.41 0.54 0.55 0.49 0.43

lov k Republic -0.03 0.23 0.17 0.27 0.13 0.36 0.03 0.23

Slovwnia 0.57 0.70 0.53 0.52 0.83 0.89 1.02 1.09

Othe, EU candidates
Bulg;lria -0.81 -0.26 0.52 0.16 -0.15 0.01 -0.56 -0.16

Rominia -0.57 -0.54 0.20 -0.28 -0.09 -0.02 -0.46 -0.51
Note 'he range is between -. 5 (worst) to +1 5 (best)
SourcE WDI

5.3 This chapter focuses on three issues: (i) the reform of public expenditure management
systems and practices needed to support a growth-oriented fiscal consolidation; (ii) the
consolidation of local and regional self-government which is now a prerequisite for further
advances toward decentralization; and (iii) the long-needed overhaul of the judiciary system.
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PUBLIC EXPENDITURE MANAGEMENT

5.4 The previous chapters have described the magnitude of the fiscal challenge facing the
Slovak Republic. Obtaining sustainable public finances is not simply a question of having the
political will to impose expenditure cuts or raise revenues. Sustainable public finances can only
be the result of the workings of a system of institutions, including relationships between the
government, Parliament, the Ministry of Finance, the line ministries, and individual ministers.
Effective management of public finances depends on a contract or understanding among
policymakers in all spheres (ministers, parliamentarians, and officials) that policies are
constrained by the available resources and that there should be mechanisms that oblige
policymakers to confront the resulting fiscal choices openly.

5.5 Where public finance institutions can help is by providing a framework in which (i)
meaningful choices can be made (for example, there should be information structures that
illuminate, rather than obfuscate, the nature of the policy choices at hand and their implications
and a timeframe should exist in which such choices can be effected); (ii) coordination can be
established and consensus reached among interested parties; and (iii) reliable feedback is
generated on the actual implementation of the policy and financial decisions made, as well as on
the outcomes of those choices (financial and otherwise), including the ability to permit corrective
action where needed. This section deals with the types of reforms necessary to establish these
institutions and mechanisms.

5.6 The following three fundamental arguments relating to this discussion are:

(a) While changes to legal structures (such as the Act on Budgetary Rules or the act
establishing the State Treasury) can assist the process of reforn, legislation does
not in itself constitute reform.

(b) The best intentioned reforms will remain ineffective if the people involved are not
clearly aware of their new responsibilities and relationships in the reformed
system, or if they do not see how the reforms would help them.

(c) While technology can be of considerable help, it cannot by itself change working
practices or political relationships; thus, to rely on new systems alone to promote
change will inevitably result in disappointment.

First Reform Steps

5.7 The idea that public expenditure management systems are unequal to the task of fiscal
consolidation is not new. Historically, the budgeting process in the Slovak Republic was driven
by "budgetary incrementalism," whereby each spending agency applies for funding based on its
own assessment of financial needs for existing personnel and facilities and on established
spending norms. Moreover, the focus of budgeting was on an extremely short time horizon and
on a narrow state budget that excluded numerous extrabudgetary activities. This narrow budget
fell far short of the standard definition of general government and did not provide an effective
indicator of the impact of public finances on the overall economy. Equally, budget preparation
was not embedded in a sound and consistent macroeconomic framework.
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5.8; Frustrated with this state of affairs, the government in 1999 launched an ambitious
program of public finance reform aimed at (i) the use of a medium-term fiscal framework; (ii)
improvements in budget coverage and classification; (iii) the gradual adoption of program
budgeting; (iv) a major overhaul of budgetary legislation; and (v) the creation of a State Treasury
and of a Debt and Liquidity Management Agency.

5.9 While the overall direction of reform remains appropriate, it is now necessary to increase
thob pace of reform and to focus less on paper measures and more on actual changes in areas
critical to the success of the fiscal consolidation effort. This would involve (i) articulating a
binding medium-term budget strategy to bring down the overall fiscal deficit in government
policy statements; (ii) transforming program budgeting into a living reality; (iii) generating
reliable feedback on financial and program performances; and (iv) strengthening the integrity of
budget execution systems.

Riole and Authority of the Medium-Term Budgetary Framework (MTBF)

5. 10 A fundamental step toward fiscal consolidation is to achieve consistency between policy
decisions and resources. This necessitates a view of the fiscal impacts of all current and likely
fui ure policy commitments on public resources. Such a view is not possible if the focus is only
on the current or the next fiscal year's expenditures. This is the point of a medium-term
budgetary framework (MTBF): to set out the policy targets for budget expenditures and revenues
under which ministries whose policies and plans have been included in the MTBF can be
reasonably sure of their funding levels over the following years. This objective is based on the
notion that the policy decisions made by government should be disciplined by the resource
re;alities over the medium-term, and that the most effective way for countries to restructure their
sp-.nding so that policy decisions reflect resource availability is by taking a medium-term
perspective.

5. 1I The MTBF is not simply a forecast or a wish. It is easy to show in a macroeconomic
policy document a forecast of revenues, targets for the deficit, and the corresponding levels of
expenditure. However, this is not an MTBF. A true MTBF must be a political commitment on
inicomes and expenditures, driven by known or expected policy changes and changes in the
overall economic environment that influence these choices. To be effective, the resource
constraint embodied in the macroeconomic framework must have an unquestioned authority for

all involved in the budgetary process.

5. [2 While a formal commitment has been made to medium-term budgeting (most recently in
thi new Act on Budgetary Rules), the actual move toward multi-year budgeting, as just defined,
has only begun. An important first step was the publication from 2000 by the Institute for
Fi ,iancial Policy (IFP) of the Ministry of Finance of three-year projections of aggregate revenues
and expenditures. The latter are now serving as a basis for the annual pre-accession economic
prjgram (PEP) that the country presents to the EU.

5.13 It is recognized that in practice the said forecasts do not have a strong impact on the
budget, and at present they are a peripheral activity to budget preparation and execution. One
ill Lstration of this phenomenon is the wide gap between the target presented in the 2001 PEP for
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general government expenditure in 2002 and the current official projection (37 percent of GDP
versus 40.6 percent of GDP, r espectively, excluding interest on bank restructuring bonds).

5.14 Strengthening communication and the institutional relationship between the IFP and the
Budget Section of the Ministry of Finance (responsible for budget preparation), and improving
the techniques and methodology for making macroeconomic forecasts including revenue
forecasts, would enhance the authority of the medium-term progranmming exercise. These steps
should be taken, but they are likely to prove insufficient without formal institutionalization of the
MTBF and of the macroeconomic strategy that underpins it.

5.15 To achieve that institutionalization, a growing number of governments are finding it
useful to bind themselves at the most senior level and in the most public fashion to medium-term
budget rules.'57 The experience suggests that such rules should be best expressed in terms of
expenditure targets. Recently, Poland adopted the now famous "CPI+1" rule to guide its
expenditure containment efforts. It might be still better to set such rules in nominal terms and in
conjunction with the country's inflation objectives. Apart from providing a framework for
monetary and fiscal policy coordination, the key advantage of this method is its simplicity. The
comparative ease with which compliance can be monitored, including by the public at large,
makes it easier to enlist the public's support for the government's fiscal strategy... and to call on
it when the time comes for painful fiscal choices.

Comprehensiveness of the Budget

5.16 The budgetary exercise would be of limited use if it encompassed only parts of
government operations, while other parts operated irrespective of the government's overall
financial constraints and strategic priorities. Considerable progress has been made in this respect
with the elimination of extrabudgetary funds and the integration of their finances into the state
budget. These funds, in particular the Road Fund, had accumulated large debts and their
expenditures systematically exceeded their revenues. The state budget spent on average 1
percent of GDP per year to "subsidize" them. All extrabudgetary funds except the Agricultural
Market Regulation Fund (transformed into an Agency), the Nuclear Fund (which accumulates
revenues for the decommissioning of the power plant), and the Housing Development Fund
(which will be abolished in January 2003) were abolished in January 2002 and their finances
integrated into the budget.

5.17 However, challenges still remain. It is notable that the recently approved Act on
Budgetary Rules distinguishes between budgetary and semi-budgetary organizations. Semi-
budgetary organizations may be units of ministries or quasi-state enterprises with their own
sources of revenue. The legislation suggests that the revenues of semi-budgetary organizations
belong to these organizations and are not included in the overall budgeting process -- nor are
they included as public revenues. Potentially, this means that the semi-budgetary organizations
could function as extrabudgetary funds. It will be necessary to avoid such an outcome.

5.18 A further potential danger is that extrabudgetary funds would be allowed to borrow
commercially without prior permission as long as they have sufficient own income to service the

187 See Feldman , Robert, and C Maxwell Watson, Into the EU Policy Frameworks in Central Europe, International Monetary Fund,
Washington, D.C, 2002.
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debt. The Act explicitly precludes the issues of government guarantees for such borrowing, but

it is difficult to imagine that such borrowing will not constitute an implicit liability for the
government. It would appear necessary to at least ensure that the revenues of semi-budgetary
organizations are included as part of general public revenues and the Treasury system and that

their borrowing powers are limited -- or should at least require permission from the Ministry of

Fir ance.

Toward Program Budgeting

5.19 Expenditure rationalization would also be easier if the budget process generated a better

sernse not only of where public monies are spent but of what is being delivered and achieved with
public monies. Such information would also make it easier to evaluate the trade-offs which

fisc,al consolidation makes unavoidable.

5.20 A number of important steps have been taken toward such greater performance
orientation, and the introduction of program budgeting appears to be proceeding in a well-
strictured manner. First, a functional classification of government operations (COFOG) in
accordance with international standards was adopted starting with the 2002 budget. Second, four

budgetary chapters of the 2002 budget (Education, Supreme Court, Constitutional Court, and
Academy of Sciences) have been presented in a program format. Program structures have been
prepared for six more chapters in the 2003 budget and the budget will be in a complete program
strLcture for 2004.

5.21 Nevertheless, concerns have been raised as to whether units in the line ministries fully

understand the changes implied by program budgeting, or whether they simply see it as a set of
foims and information requirements imposed from outside. Program budgeting will successfully
ass;ist resource allocation only where its goals are well understood, so that government
operations can be assessed (or at least challenged) in terms of their cost as well as their
coniformity with stated policies; and where its means are embedded in the daily operational
rouitines of line agencies. One of the implications of this is that progress in budget

milthodologies needs to rest firmly on the strengthening of analytical capacities within line
ministries.

5.22 The most difficult part of implementation may be the follow-up and review process of the

perforrnance of programs and sub-programs. This will require strong institutional mechanisms
to feed information back to the management of the ministries so that priorities can be reassessed
and spending reallocated according to performance. It is also necessary to have mechanisms that
allow the governiment as a whole to assess the effectiveness of spending and judge how far it

ccrresponds to previously established priorities.

E:iecution and Information Systems

5.23 The possibility of making such productive use of the program budgeting framework will
therefore depend critically on the quality and reliability of the underlying financial and

information systems. Unfortunately, fiscal information coming from spending units arrives late
ar d in an inconvenient form for fiscal analysis (with problems of classification, data recording,

ar d data consolidation and reporting). The lack of an integrated financial information system to
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bring together the Ministry of Finance, the line ministries, the spending units, the National Bank
of Slovakia (NBS) and the NKU creates problems of untimely, unshared, and inaccurate
information. The lack of data on expected spending and expected revenues makes reliable
forecasting, and therefore cash management, difficult. This is compounded by the lack of
commitment accounting.

5.24 The main justification and focus of the proposed Treasury reform ought to be to remedy
these deficiencies. The project to set up a State Treasury has been functioning since 1999.
However, its focus appears to be on the acquisition of Treasury systems (hardware and software)
rather than on serving the needs of the Ministry of Finance and, perhaps more important, the
needs of the line ministries'88 for the efficient execution of the budget together with timely and
relevant reports to serve in expenditure management.

5.25 The reasons for wanting to transfer payment functions away from the Central Bank as
envisaged in the Treasury Act'89 are less clear, and prima facie, less urgent with regard to the
fiscal consolidation priorities outlined above. Budgetary control is strong in the current NBS-
dominated system. The main weakness was actually never in the system of control itself but in
the fact that some state institutions were operating outside of the NBS net. The responsibility for
accounting and financial management is currently correctly located at the level of the spending
units. Finally the Treasury's Single Account at the NBS ensures consolidated cash management
(to the extent that state institutions are obliged to use it). In practice, however, little preparation
has been made for the mandated transfer of payment operations from the NBS.

5.26 The legislation setting up the Treasury as well as the Debt and Liquidity Agency are
indicative of a general tendency of hastily enacted legislation, often driven by the EU accession
process, to include unrealistic deadlines, or to fail to consider the institutional changes required
to implement the legislation. In the case of the Debt and Liquidity Agency there would appear to
be no transitional provisions, so that in principle it should have assumed operational
independence for debt management from the moment the Treasury Act came into force in June
of 2002. However, in practice the Ministry of Finance together with the Central Bank continues
to manage the debt, despite having no legal basis for doing so, since the new debt agency
currently has neither staff nor operational rules.'" A similar fate appears to await the new
Treasury.

5.27 There is therefore an urgent need to (i) recalibrate and prioritize Treasury reform
objectives to serve the requirements of the government's overall fiscal strategy; and (ii) clarify
the responsibilities (transitional responsibilities, if need be) so that debt management and
possible Treasury operations do not proceed in a legal vacuum.

188 Treasury systems should be designed not so much as a command-and-control mechanism than as a service to spending ministnes and units, so
that they denve distinct advantages from it, such as (i) improved budget formulation because of the availability of better tools, (h) easier
consolidation of budget proposals; (iii) more convenient "flexing" of budget proposals; (iv) improved accounting (more accurate and timely
records; closer monitonng of each stage of a transaction, more convenient consolidation of data); (v) better reporting (more timely, more
complete, less costly); and (v) direct on-line communication of data with other participants in the budget and accounting processes.
i89 The law setting up the State Treasury was approved in June 2002. In the law an initial deadline for the transfer of functions from the Central
Bank to the State Treasury was set for I January 2003. However, this could be postponed until I January 2004, during which period the Central
Bank would retain responsibility for government payments.
190 Although one of the dnving forces for the establishment of the Agency was to allow the recruitment of highly qualified professional
managers, the govemment amended the legislation establishing the Agency to stpulate that its personnel would be paid according to civil service
pay scales. There would therefore appear to be little possibility of recruiting well-qualified personnel to the Agency in the near future
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Systems Integrity

5.23 As regards the integrity of budget execution systems, the main problems appear to arise

from weaknesses in procurement and audit rather than from Treasury operations per se. Weak

points in the public financial accountability system are: (i) defective procurement practices; (ii)

the fact that the Supreme Audit Office (NKU) does not give an audit opinion on the reliability of

the government's annual financial statements; (iii) weak follow-up and remedial action on

significant audit findings; (iv) weak accountability arrangements for local government units; and

(vi) an administrative culture that tolerates corrupt acts.

Pra curement

5.21) The Slovak Republic was the first country in Central and Eastern Europe to pass a Public

Procurement Act (1994), and to establish a procurement system based on the principles of

trartsparency, competition, economy, and efficiency. The current Public Procurement Act (PPA)

was passed in September 1999 (with a view mainly to fulfilling the requirements of the country's

candidacy for the EU) and amended in November 2001. The PPA provides for four procurement

meihods: open tendering, restricted tendering, negotiated tendering with prior notification, and

negotiated tendering without prior notification. In addition, in 2001 an independent Public

Procurement Office (UVO) was created.

5.3) As experience has shown, procurement remains vulnerable to corruption and abuse. An

auc it report from the NKU identifies disregard of procurement rules as the most frequent

violation of the public finance laws.'9 ' One reason for this is that the law itself is vague and

fonnalistic, and lacks secondary legislation; in addition, a series of amendments has made it

more confusing. Moreover, the law is unevenly applied and leaves considerable discretion to

stale institutions as to its interpretation. While provisions on open tendering include transparent

procedures conducive to competitive and economic procurement, the PPA does not include

appropriate criteria for the use of restricted tendering, such as the availability of a limited number

of suppliers, response to natural disasters, etc. Similarly, the negotiated procurement with prior

notification method lacks transparency and gives excessive discretion to the contracting

authority. Among the factors contributing to this poor record on procurement are: lack of
guidelines on the use of various non-public tendering procedures; lack of separate standard

bidding documents and contract formats for goods, works, and consultant services; poor and

unclear technical specifications; ambiguous and subjective evaluation systems; lack of expertise

among the evaluation commissions; and poorly written contracts. The ratio of direct purchases is

too high, as is the number of cancelled public tenders (13.6 percent of total). 192

5.31 A blueprint was recently submitted to the government drawing recommendations on how

to improve the transparency and efficiency of procurement.' 93 Key next steps should include: (i)

esta blishing permanent procurement committees within contracting authorities that are

responsible for decision making and for providing oversight and evaluation committees to deal

191 In July 2002, an NKU investigation showed uneconomical use of finance at UVO, which included o00 percent down payments and was in

cont adiction to budgetary law (ssource NKU website)

192 1rom information on public procurement statistics in 2001, govemment session of June 12, 2002

193 Govemment Office, Bluepnnt of Measures for Increased Transparency in Public Procurement, document submitted to the govemment on

Sept -mber 9, 2002, and not yet discussed
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with the bidding process; (ii) developing a formal code of ethics for government employees to
improve their accountability in procurement; and (iii) completing procurement guidelines to
cover non-public tendering procedures as well as procurement of consultants and updating of
standard bidding documents. It is also recommended that the role of the NKU in conducting
procurement audits of contracting authorities at regular intervals be enhanced and its reports
made public.

Audit

5.32 At present, the existing audit (carried out by the NKU and the Ministry of Finance) is
essentially external in nature and directed primarily at fault-finding rather than at assessing the
adequacy of systems. Modem concepts of financial control, which have not made much
headway in the Slovak public sector, locate the prime responsibility for financial control with the
management of the entity concemed. If the country wishes to achieve strong public financial
management it has to locate the essential controls at the entity level. The job of supervisory
control or external audit then becomes an evaluation of whether the internal control systems
established by management are adequate and are working properly.

5.33 Furthermore, although extemal audit was recently strengthened, a number of practical
difficulties continue to limit its effectiveness. Amendments to the Supreme Audit Office Act,'"
adopted in November 2001, have (i) expanded the responsibilities and competences of the NKU
to include the Cabinet and ministries, other central authorities of state administration and their
subordinated bodies, municipalities and regions, state funds, the National Property Fund, and
public institutions; and (ii) enhanced its independence by extending the term of its officials and
eliminating the control competences of the Ministry of Finance with respect to the budgetary
chapter of the NKU. The key remaining weaknesses involve (i) the absence of a mandatory
requirement for the Ministry of Finance to follow up with line ministries on defects identified at
audit and to report to the legislature on the status of remedial actions taken; and (ii) the lack of a
legal requirement for the NKU to report to the Slovak people on significant findings and matters
arising from audits. Until such issues are resolved, the value of NKU audits (stemming losses,
ending bad practices, and stamping out illegal actions) will remain largely unrealized, with a
consequent loss of public resources and economic opportunities.

Conclusions

5.34 Substantial progress has been made in the Slovak Republic in the reform of public
finances. However, some of the changes are apparent only in the legal frameworks and not in
the institutional relationships being developed. The most important challenges over the next few
years are: (i) to give institutional authority to the multi-year fiscal framework as a basis for
budgeting; (ii) to ensure that program budgeting is well understood and fully adopted by all
involved; (iii) to develop a realistic implementation schedule for the Treasury system and to
ensure that the needs of all clients (line ministries, Ministry of Finance) for improved budget
execution information receive priority attention; and (iv) to enhance the security and probity of
budget execution systems.

194 Reflecting the amended provisions of the Slovak Constitution, the requirements and pnnciples of the INTOSAI Lima Declaration on
independent financial control, and EU standards in the area of control.
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5.35 All of these challenges require Table 5.2 Expenditures to be Transferred to

lea ership from the highest levels of the Regional and Local Governments
govrernment. They cannot take place '1999 execution & 2000 bu get, SKK thousands)

simply as a result of technical and legal Sector 1999 2000

chainges. Perhaps the most fundamental Health Care 34,904 32,160
ref rm will be needed at the highest level Social Assistance 14,318,437 14,410,830

of government and will involve a Fire Protection 600,492 627,002
coxrimitment to be bound by bugtn Civil Protection 51,835 53,902
rulm-isthatmentstorbe bound r budgeting Local Road Maintenance 1,000,000 1,200,000

rules that ensure that resources are Education-Total 25,773,725 25,055,517

allocated realistically according to the Of which:

government's priorities and that the arbiter Preschool education 3,145,331 2,959,661

will necessarily be the Ministry of Elementary schools 9,731,006 10,053,182

Fir ance. High schools 1,230,256 1,148,173
Vocational high schools 2,214,535 1,986,882

CONSOLIDATING LOCAL AND REGIONAL Apprentice high schools 3,745,627 3,482,104

GOVERNMENTS Church schools and 629,127 663,943
facilities

5.36 To complicate matters, the Slovak Private schools and 102,482 104,355

Republic is currently in the midst of a Otherschools 3,623,746 3,406,543

major decentralization process. While in Culture - Total 934,180 921,311

theory this process may help with Total (SKK thousands) 42,713,573 42,300,722

expenditure restructuring, the reverse is Source: Budgeting and Expenditure Management in Slovakia, Bratislava,

mcre likely to be the case in practice. May, 16,2002

Thore is little empirical evidence that
fledgling decentralized authorities would have the needed administrative capacity or political

mettle, nor that they would operate in an accountability framework that would definitely

maximize the public good. On the contrary, the resulting greater fragmentation of public

seivices might make it all the more difficult to realize the existing potentials for economies of

sca.le. In the face of hard budget constraints, what is more likely to be weakened is the quality

an I accessibility of services for large segments of the population. This is not to deny the benefits

thet decentralization could ultimately provide. Rather, what is suggested is that the

coinprehensive devolution of expenditure responsibilities contemplated by the decentralization
lavr should follow, rather than precede, the expenditure reform called for in this report, and that it

should proceed only on the basis of considerably enhanced implementation capacities, service

standards, and oversight and accountability frameworks.

5.37 Thus, the order of the day is to consolidate the recent advances before planning (or

exi,cuting) new measures. The immediate priorities are: (i) to clarify the new "rules of the

gane;" (ii) to maintain the continuity and coordination of public interventions at the regional

level; and (iii) to overcome the disadvantages posed by the current fragmentation of municipal

auihorities.

De centralization Framework

5.2;8 The Slovak Republic has two tiers of local self-govemment: municipalities and regions.

Local government was first introduced in 1990 (in the then-Czechoslovakia) at the municipal
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level.'95 Following the 2000 revision of the Constitution, Parliament adopted in September and
October 2001, a set of fundamental laws creating Higher Territorial Units (Vyssie Uzemne Celky,
known as VUCs, also called regions), amending the Act on Municipalities, defining the new
competencies, transferring state property (such as schools and public buildings) to these local
(i.e., municipal) and regional bodies, and amending the Act on Budgetary Rules accordingly. All
in all, about 4.5 percent of GDP in new responsibilities would be transferred to municipalities
and regions (see Table 5.2).

5.39 The responsibilities of Table 5.3. Regional Offices Expenditures
municipalities were initially limited SKKbillions)
(under Act No. 369/1990) to the 1999 2000 2001 2002
provision of basic services such as Regional Offices 47.6 46.5 50.5 57.8
waste disposal, safe drinking water, % of General Govt. Expenditure 14.7 13.8 12.9 13.9
public lighting, and maintenance of % of Central Govt. Expenditure 24.4 23.0 23.2 22.4
public roads, (on which Source: Ministry of Finance

municipalities spent about 2.8
percent of GDP). This initial set of responsibilities was greatly expanded under the 2001
decentralization'" to include social assistance, the registry office, some roads and
communication systems, territorial planning and building permits, environmental protection,
primary schools, sports and parts of health care.

5.40 For their part, the newly created self-governing regions are to gain responsibility for
regional development, territorial planning, secondary schools, social assistance, health care,
cultural events and the protection of monuments, road transport and communications, civil
protection, and some international cooperation functions. For the most part, these
responsibilities are currently discharged by the national government's district and regional
offices. The latter currently spend about 5.8 percent of GDP (see Tables 5.3 and 5.4).

5.41 In parallel, the national government's regional Table 5.4 Budgets of Municipalities,
and district offices would disappear. Placed under the 1999-2000
authority of the Ministry of Interior, regional offices (SKK millions)
are the deconcentrated bodies of the central 1999 2000
government at the regional level; they manage Total Revenues 24,181 12,799
separate budgetary chapters, regrouping the spending Non-Tax 9,117 10,692
items delegated to them. They also supervise 79 Transfers 3,362 3,739
district offices, the lowest level of national Borrowing 93 124
government administration, which administer the Total Expenditure 23,918 26,458
national services placed closest to the citizen, and, Cauprient 16,777 18,748
most important support and oversee the activities of Balance 262 897
municipalities. The transition was supposed to take Sources: Actual figures, Ministry of Finance
place in 2002, but since neither regional nor district
office functions have yet been replaced, the latter are continuing to operate "by default."

195The Act of the Slovak National Council No. 369/1990 on Municipalities defines their competencies and governance arrangements, sets the
framework for financial management and budgeting, and defines the property of municipalities

Act on the Transfer of Some Competencies From Public Administration Bodies to Municipalities and Higher Temtorial Units (Act
no.416/2001).
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5.42 Initially, newly transferred responsibilities would be funded by itemized "decentralization

sub: ;idies" from the national government. Over time it is envisaged that the said subsidies would

be increasingly untied and would become a more residual source of finance, as self-governing

bodies develop their own sources of revenues.

Clarification of Responsibilities

5.4: A first order of business is to clarify the roles and responsibilities of each of the layers of

national and local/regional government. As things currently stand, there is confusion regarding

the following issues:

(a) The ownership of public assets. Assets affected by the decentralization were
supposed to be transferred to regional and municipal governments by July 1,

2002. In the absence of a comprehensive up-front inventory, considerable

uncertainty remains as to exactly what assets are to be transferred, including the

associated land holdings and utility connections. Furthermore, confronted with

new responsibilities for which they feel unprepared, many local governments

have resisted the transfer of a number of hospitals and other health care facilities.

(b) The liabilities attached to public assets. While the law provides that assets would
be transferred free of debt, considerable debt has arisen during the transfer period,

apparently in the expectation of an ultimate national government bailout. The fate

of that new debt is now being debated.

(c) The exact nature and distribution of the responsibilities being transferred. The
law has left many aspects of the new division of labor among public

administrations vague (see Box 5.1) Given the untested nature of the proposed

arrangement, this lack of specificity may have been unavoidable and perhaps even

welcome, as it leaves room for adjustment in line with the practical circumstances

encountered. After a period of experimentation, the final arrangements might be

defined in subsequent legislation to be adopted in, perhaps, a year or two.
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Box 5.1: Definition of Responsibilities in the Decentralized System of Primary and Secondary Education

"Decentralization gives rise to many issues concerning education policy. Among other things, we wish to point
out the key issues- that of responsibilities. Relations between mayors and municipal authorities, and the heads of
regional and district offices and regional authorities, school boards, headrnasters, students, and parents are very
complicated, and thus may disguise who is actually responsible for a particular school's results.

This general observation is of particular importance as far as headmasters are concerned. The headmaster of a
school has been and remains a powerful element - being in charge of personnel and financial management for the
school and acting as a state administration body in other important areas.

On the other hand, it is not clear to whom the headmaster as the highest manager of the school will be
accountable. The division of appointment and removal powers among school boards and regional self-governing
authorities (municipal and regional) renders actual responsibilities ambiguous and creates room for the
headmaster to misuse this condition and pomts to the need for agreement between both parties for decreasing the
headmaster's real responsibility. In addition, the process of school board election is not sufficiently regulated and
these elections are usually organized by headmasters themselves. There are several decisions that the headmaster
can make only after consultations with the school board, the pedagogical board, or a social partner, but the
consequence of their non-agreement is not specified. Schools are founded and closed down by municipalities and
higher territorial units, but only the Slovak Republic's MoE can remove them from the school network, and the
procedure for this is not defined. The problems mentioned above may seem trivial, yet we have to realize that
primary and secondary schools are entering a period in which a high number of autonomous players will begin to
operate m this complex environment and the present hierarchy, from the ministry to the district offices, will cease
to be in force. Moreover, most of the relevant participants will act in a political environment, and professional
representatives m charge of education will be undergoing the process of transition from regional and district
offices to self-goveming authorities. This transition will include a huge amount of property administered to date
by schools, school facilities, and state administration. In such an environment, any obscurities regarding
responsibilities will lead to many senous problems, as has been witnessed in the past."

Source. National Report on Education Policy of the Slovak Governance Institute (SGI) and the Institute for Economic and Social Reforms
(INEKO)

An Integrated Regional Administration

5.44 What is more troubling is that essential pieces of the institutional framework exist only
on paper. This is the case with the self-governing regional administrations. When devising ways
to fill this gap, it will be useful to keep in mind that the emergence of self-government at the
regional level should not necessarily lead to a duplication of administrative structures between
the new self-govermment administration on one hand and the remnants of the remaining regional
office of the national government (from which it was created), on the other.

5.45 It would be preferable for regional administrations to remain integrated. This would
avoid administrative duplications facilitate coordination across services, and simplify their
interactions with the citizens. In addition, an integrated administrative structure would allow for
a seamless transfer of personnel as the scope of regional autonomy expanded over time. It is
easy to envision that activities financed by tied "decentralization subsidies" would continue to be
performed by national government personnel placed under the administrative authority of the
regional head, but remaining under the technical jurisdiction of their national administrations.
Conversely, the regions could rely on their own personnel to discharge the gradually expanding
set of responsibilities funded by the regions' own resources or by general grants. The transfer of
personnel would be made smoother if regions employed their own personnel, if not under a
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"unmified" civil service regime,'97 at least under one that is closely "integrated" with the national

government scheme.'98

F,ragmentation of Municipalities and Role of Districts

5.46 Another obstacle that will need to be overcome in the implementation of decentralization

is the weak capacity of municipalities. This weakness is hardly surprising, given the atomization

o1' municipalities: there are currently 2,886 municipalities for a population of 5.4 million

iinhabitants (i.e., an average of less than 2,000 persons per municipality). At that size, it would

be unreasonable to expect municipalities to have either the fiscal or the human resource capacity

tc carry out more that basic "proximity" functions (such as street lightening, parks, public

hygiene, population rolls), or to be able to reap the economies of scale involved in more

elaborate public services.

5.47 Several options have been used by European countries to resolve this kind of problem.

One option is to abolish and/or consolidate small sub national units, as many EU countries have

done since 1960. In Sweden the number of localities was reduced from 2,500 to 278. Denmark

merged 1,388 into 275 localities, Germany moved from 24,512 to 8,500 localities by 1980 and

Belgium, from 2,663 to 589 localities between 1961 and 1980. Britain went even further, and

has no local authorities in its villages; the basic unit is the district with an average population of

120,00O.'9 Similarly, Latvia is seeking to lower the number of its municipalities from 580 to

11)2.

5,48 An alternative is for the central government to provide incentives for inter-municipal

cooperation in local service delivery. This has enabled France to operate 36,000 municipalities

0: an even smaller average size than the Slovak municipalities. The new legal framework for

d ,centralization allows municipalities to cooperate in service delivery as a means of taking

advantage of economies of scale and of acquiring the potential to offer more diverse services --

most notably, public utilities. It is important that the financing system encourages such

cooperative efforts and does not encourage more fragmentation. Further, the grant system must

not provide greater funds to smaller municipalities. For example, a grant that provides a constant

amnount to each municipality encourages fragmentation because the per capita amount is higher

irn small municipalities. Also, a grant that gives a larger percentage to smaller places (say a

h. gher proportion of shared taxes) encourages fragmentation. Indeed, the grant system can be

designed to encourage cooperation by providing more funds to municipalities that work together

irt delivering services (as is done in Hungary). Whatever option is chosen, there will be a need to

develop the capacity of local governments to generate and to manage a larger volume of

resources.

19 Under a unified regime (e.g, Ireland, Jamaica, Sn Lanka), local governments employ their own personnel under statutory rules for all local

ci nil servants defined at the national level. The advantage of this system is the harmonization of employment and salary systems, which makes it

pc ssible to organize careers and mobility across local govemments, while limiting the risk of cronyism The disadvantage of the system is that it

necessitates a central management of staffrules and possibly cumbersome coordination procedures among local governments.

Under an integrated regime (e g., the Netherlands), local govemments employ their own personnel under specific provisions of single

st itutory rules for all civil servants, national or local. The advantage of the system is that it facilitates the mobility of staffbetween the state and

lo al governments. The disadvantage is a lower level of loyalty of local personnel and more complex civil service management at the state level

i9i Ebel, R, I Varfalvi, and S Varga, "Sorting Out intergovernmental Roles and Responsibilities," in Bokros, Lajos, and Jean-Jacques Dethier,

editors, Public Finance Reforn dunng the Transition. The Experience ofHungary, World Bank Washington, DC, 1998
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5.49 As long as the problems linked with fragmentation persist, however, it will make sense to
retain the district levels of national administration in their role of: (i) encouraging such inter-
municipal cooperation; (ii) operating, where needed, inter-municipal services and infrastructures;
(iii) backstopping weak municipalities, where they are unable to provide mandated services or to
satisfactorily perform mandated tasks (such as maintaining proper accounts); and (iv) more
generally, overseeing their financial and administrative operations.

Funding Local and Regional Self-Government

5.50 The arrangement whereby newly transferred responsibilities would be initially financed
by itemized, tied grants is appropriate to a situation in which administrative capacities are either
weak (municipalities) or, at best, untested (regions). Beyond being more secure, such an
arrangement leaves to the national government the necessary leadership to (re)deploy public
resources as needed for the overall fiscal consolidation effort. Certainly, the implementation of
the proposed financing of education on a strict per capita basis would be made much easier, as
would the related painful decisions to close down, downsize, or merge facilities (or, conversely,
to avoid "beggar thy neighbor" policies among territorial jurisdictions).

5.51 Although limited at the beginning, the role of elected, municipal and regional assemblies
could expand gradually over time as the revamped expenditure arrangements become the norm.
This expansion may take the form of untying parts of the decentralization subsidies, or of
providing greater leeway for local taxation. The property tax, a PIT surcharge, and the business
tax could gradually become the major sources of local revenues. This would increase the ratio of
revenues subject to local discretion, and hence would also increase local accountability. As in
other OECD countries, however, transfers will continue to be the principal source of funds for
current expenditures. The annual level of untied transfers could be linked to macroeconomic
benchmarks such as inflation and GDP growth (as in France) or determined as a fixed percentage
of taxes (as in Japan). Over time, the system for allocating current grants could gradually be
simplified and consolidated into a single equalization fund designed to compensate imbalances
across municipalities and regions.

Conclusion

5.52 In the immediate future however, the priority is to consolidate the present phase of
decentralization by taking the following steps:

(a) Clarifying the roles and responsibilities of old and new players

(b) Creating integrated regional administrations

(c) Funding newly transferred responsibilities through itemized, tied decentralization
subsidies

(d) Stimulating inter-municipal cooperation, with district offices continuing to
oversee and backstop weaker and smaller municipalities.
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JUDICIARY REFORM

5.!3 Modernizing the justice sector is critical for accelerating and maintaining economic

growth, addressing the critical needs of the vulnerable groups, and increasing social cohesion
an J stability. Despite the reform measures implemented over the last decade, the justice sector

ha; earned a reputation for being slow, overly expensive, corrupt, and unresponsive to the market

ani social needs. In diagnostic surveys of perceived corruption, courts come second only to

he ilth care in terms of the frequency of bribes and the first in terms of the average size of the

bnbes. Legal services are not accessible to the majority of citizens and serve predominantly to

the corporate clientele. While the Government failed to establish effective supervision over the

legal profession that could protect the interest of the clients, lawyers have acquired considerable
economic and political power and are believed to be intimately involved in judicial corruption.

Chapter 2 notes the crippling problems these issues pose for debt resolution, as well as the

collateral damages for the economy.

5.';4 The challenge faced by the incoming government is to translate the growing political

urgency for justice sector reform into sound public policy focused on the needs of those affected
by the justice sector's performance - its clients. This can be achieved via a set of well-targeted
reforms aimed at: (i) strengthening the court performance and image; and (ii) improving the

pr)vision of non-court legal services.

Court Reform

5.5 Achieving prompter resolution of cases and increased quality of courts' decisions and

outcomes should be the two major objectives of the Slovak Government. At present, court

conigestion and poor quality of decisions appear to be the most visible problems of the Slovak

juidiciary. In debt resolution cases, such delays give unfair advantages to the debtors as the value

of underlying dissipated over time. Combined with poor service quality, delays foster

corruption, reduce predictability of outcomes, undermine the public confidence in the justice

sy3tem.

5J6 The causes of court underperformance are complex. A brief analysis of the court system
conducted by the Bank suggests that the underperfornance is closely associated with bad

matnagement practices in litigation and in administering the judicial system at the court and

system levels. More specifically, bad management practices extend to the vertical and horizontal
allocation of management functions; inadequate capacity of the organizations concerned to carry

out their mandates including the lack of proper management tools and procedures both legal and

operational; sub-optimal distribution of jurisdiction among different levels of the courts;

in. ffective resource and information management.

5.57 During the 1990s, the Government tried to improve court performance mainly through

allocating additional resources and making judges work more intensively. As a result, the

number of judges increased from 16 to 23 per 100,000 population and the judges' productivity

more than doubled. However, these measures proved inadequate to compensate for the rapidly

growing quantity and complexity of cases and the clearance rate actually decreased. The worst

delays are concentrated in the Supreme Court. Although it has grown to become one of the

biggest in the world (it employs 90 judges), its clearance rate has dropped from 100 to 60
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percent. In the late 90s the Government attempted to carry out structural reforms, but they were
not well planned and did not enjoy a censuses of stakeholders. Under these reforms the
Government streamlined civil and criminal procedures, optimized court jurisdiction,
strengthened alternative dispute resolution mechanisms, introduced automated file management,
and improved the provision of legal information to judges.

5.58 The justice sector reforms of the 1990s did not produce the anticipated results. Some of
them were not well targeted; others will take more time to produce results. Overall, that reform
period highlighted the need for: greater prioritization; building consensus; better analytical and
coordination capacity; and strong leadership. This period of reform also clearly demonstrated
that without professionalization of justice sector management, improvements in performance are
very difficult to achieve.

5.59 Professionalization of the justice sector management will first of all require strengthening
the management capacity in the Ministry of Justice (MOJ), which is the key institution in
developing and implementing justice sector reform. The MOJ should undertake a review of its
organizational structure, operating procedures, cadres and budget and, if necessary, regulatory
framework in order to develop and implement a strategy aimed at becoming a more effective
court manager. Creating a specialized court management unit should be a part of such strategy.
Judicial independence should be given the attention it deserves but should not be used as an
excuse for not proceeding with strengthening the MOJ's court management capacity.

5.60 Courts, on the other hand, are in need of professional administrators who would support
the judges in resolving those tasks for which they do not have monopoly. The workload can be
distributed more effectively if the number of judges be reduced while the number of
administrative staff increased. Judicial training should be institutionalized and its focus should
be expanded from the texts of the laws to critical reasoning, trial management, and economic and
business knowledge. The Government needs to sustain its commitment to the automation of file
management and expand this program geographically and technically, e.g., by rolling out the
automated document management and recording of the court hearings. It should also continue
its work on streamlining the civil and criminal procedures.

5.61 Corruption in the courts is a very serious issue and requires immediate attention.
Systemic changes in court management should promote transparency of the process and
accountability of judges while protecting their impartiality. However, systemic changes must be
accompanied by exposing and disciplining corrupt and under-performing individuals. This
requires a transparent performance monitoring system and capacity for internal investigation.

Strengthening Professional Regulations and Client Protection

5.62 Improving court performance is not enough to ensure justice. Legal services are too
costly, their quality is uneven, and, for the last decade, their supply has been lagging behind
demand. The Government has allowed legal service providers i.e., lawyers, notaries, and
executors to retain their professional monopoly. The bars of lawyers used their self-regulation
power to restrict entry into the profession, suppress competition, and maintain information
asymmetry through, e.g., prohibition of specialization and advertisement. The regulatory
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frumework for the lawyers emphasizes loyalty to the profession, but is largely ineffective in
pi otecting the interest of the clients.

5.63 The regulatory framework for the provision of legal services is, in principle, not very
different from such in Western Europe. However, in the Slovak conditions the regulation is
much less effective in controlling for market failures. The price for the legal services is
monopolistic and depends not on the marginal costs of the suppliers, but on the consumers'
ab ility to pay. It is not unusual for a Slovak privately practicing lawyer to earn as much as
his/her US counterpart, while the cost of living is Slovakia is many times lower. The
information asymmetry between the lawyers and their clients is amplified by unstable legislative
arid institutional environment, low public awareness, and reluctance to challenge lawyers that is
rcoted in the post-socialist culture.

5.64 While legal service provision was privatized, the mechanisms for ensuring the access to
legal services for underprivileged groups have remained unchanged. Although the courts assign
lawyers to those who cannot afford one, the regulated fees are not high enough to attract good
lawyers. The discrepancy between official and actual legal fees makes it difficult to recover the
actual legal expenses by the wining party as they cannot recover what they actually paid for their
representation. The recently introduced amendment to the official fee schedule raises the
regulated fees to a more realistic level, but does little to facilitate access to legal services for the
uiderprivileged groups.

5.65 The Government needs to develop a capacity to monitor the legal service market and
design policy interventions consistent with broader economic and social objectives. These
policy interventions should be aimed, among other things, at increasing the competition among
the legal service providers, protecting the client, introducing disclosures by providers and self-
regulatory bodies, strengthening disciplinary mechanisms and ensuring a minimum level of
access to the legal services by underprivileged groups e.g., the Roma.

CONCLUSIONS

5.66 The recent EU regular report on progress toward Accession underscores the need for the
Slovak Republic to strengthen its governance framework. The discussion above has highlighted
some of the priorities involved. In responding to this challenge, it will be important for the
ccuntry to eschew the temptation of paper solutions. Not only are such solutions pointless, they
are potentially dangerous, as they create the illusion that problems are being addressed at the
same time they force actual practices into a legal vacuum.

5.67 In the areas of public expenditure management, the most important challenges over the
nc:xt few years are: (i) to give institutional authority to the multi-year fiscal framework as a basis
far budgeting; (ii) to ensure that program budgeting is well understood and fully adopted by all
involved; (iii) to develop a realistic implementation schedule for the Treasury system and ensure
that the needs of all clients (line ministries, Ministry of Finance) for improved budget execution
information receive priority attention; and (iv) to enhance the security and probity of budget
e :ecution systems.
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5.68 As regards decentralization, the order of the day to consolidate the recent advances
before planning (or executing) new ones. Immediate priorities involve: (i) clarifying the roles
and responsibilities of each of the layers of national and local/regional government; (ii) creating
integrated regional administrations; (iii) funding newly transferred responsibilities through
itemized, tied decentralization subsidies; and (iv) stimulating inter-municipal cooperation, with
district offices continuing to oversee and backstop weaker and smaller municipalities.

5.69 Finally, priority for judiciary reform involves: (i) refocusing the Supreme Court on its
core mandate; (ii) strengthening the management and policy capacity in the Ministry of Justice;
(iii) creating a body of professional court administrators; (iv) rolling out the modernized case
management system throughout the judiciary; (iv) stepping up the investigation and prosecution
of corrupt judges; (v) strengthening the regulatory bodies of legal profession and separating this
role from that of advocacy; and (vi) enhancing client protection.
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Anniex 1 - Table 1: Key Demographic Assumptions for Pension Projections

2001 2005 2010 2020 2030 2040 2050 2060 2070 2080

Average Lifetime Men

Pessimnstic 69.6 69.9 70.5 73.5 74.8 76.1 77.4 77.6 77.8 78.0

Base 69.6 69.9 70.5 72.5 73.8 75.1 76.4 76.6 76.8 77.0

Optimistic 69.6 69.9 70.5 71.5 72.5 73.5 74.4 74.4 74.4 74.4

Average Lifetime Women

Pessimistic 76.6 76.9 77.5 79.5 80.4 81.4 82.4 82.6 82.8 83.0

Base 76.6 76.9 77.5 78.5 79.5 80.4 81.4 81.6 81.8 82.0

Optmistic 76.6 76.9 77.5 77.5 78.2 78.8 79.5 79.5 79.5 79.5

Tots I Fertility Rate

Pess mistic 1.35 1.40 1.45 1.70 1.72 1.74 1.75 1.75 1.75 1.75

Base 1.35 1.42 1.50 1.80 1.90 2.00 2.10 2.10 2.10 2.10

Opt mistic 1.35 1.42 1.50 1.80 1.90 2.00 2.10 2.10 2.10 2.10
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Table 1: Slovak Republic - Gross Domestic Expenditure and Product
(shares based on current price data)

1995 1996 1997 1998 1999 2000 2001 2002
proj.

A. Shares of gross domestic expenditure at market prices

1. Final consumption 71.8 75.6 74.3 75.9 76.1 76.0 76.6 76.9

a) General government 21.3 23.3 22.2 22.5 20.7 20.7 20.8 20.7

b) Pnvate 50.5 52.3 52.2 53.4 55.4 55.3 55.8 56.2

2. Gross capital formation 26.5 35.6 35.2 34.7 28.2 26.4 31.9 31.0

a) Gross fixed capital formation 25.2 32.4 34.3 36.2 30.3 29.5 31.3 25.7

b) Change in inventones 1.4 3.2 1.0 -1.5 -2.0 -3.1 0.6 5.3

3. Total Absorption (1+2) 98.3 111.2 1096 110.6 104.3 102.4 108.5 1079

4. Resource balance 1.7 -11.2 -9.6 -10.6 -4.3 -2.4 -8.5 -7.9

a) Exportsofgoods& services 57.4 53.2 56.1 59.2 61.0 71.8 74.0 73.3

b) Imports of goods & services 55.7 64.4 65.6 69.9 65.4 74.2 82.5 81.2

5. Gross domestic product (3+4) 100 100 100 100 100 100 100 100

6. Net income from abroad -0.1 -0.2 -0.6 -0.7 -1.5 -1.8 -1.5 -1.6

7. Gross national income (5+6) 99 9 99.8 99.4 99.3 98.5 98.2 98.5 98.4

8. Net current transfers from abroad 0.5 1.0 0.8 1.7 1.0 0.6 1.0 0.8

9. Gross national disposable income (7+8) 100.4 100 8 100.3 101.0 99 5 98.8 99.5 99.3
10. National savings (9-1) 28.6 25.2 25.9 25.1 23.4 22.8 22.9 22.3

B. Shares of GDP by Industrial Origin
1. Agriculture 5.5 5 1 5.2 4.9 4.2 4.3 4.1

2. Industry 35.4 35.5 32.0 31.1 31.4 30.0 29.0

Construction 4.7 6.9 6.6 6.5 5.0 4.9 4.6

Gas, electricity, water 4 6 4.2 3.6 3.1 4.0 3.6 2.4

Mining and quanrying 1 0 0.9 0.8 0.8 0.8 0.8 0.7

Manufactunng 25.1 23 5 20 9 20.7 21.7 20.7 21.3

3. Services 51.6 51.3 55 3 55.1 55.0 56.8 58.2

4. Total value added at basic prices 92.5 92.0 92.6 91.1 90.7 91.0 91.3

5. Taxes less subsidies on products 7.5 8.0 7.4 8.9 9.3 9.0 8.7

6. GDP at market pnces 100 100 100 100 100 100 100

Memo Item (billions koruny)

Gross domestic product at narket prices 568.9 628.6 708 6 775.0 835.7 908.8 989.3 1066.1

Source. LDB.
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Table IA: Slovak Republic - Gross Domestic Expenditure and Product (current prices)
(billions of koruny)

1995 1996 1997 1998 1999 2000 2001 2002
proj.

A. (;DP by Expenditure
1. Final consumption 408.4 475.1 526.7 588.2 636.1 691.0 757.8 820.3

a) General govemment 121.3 146.5 157.1 174.3 173.3 188.5 205.8 221.0

b) Pnvate 287.1 328.6 369.6 413.9 462.8 502.5 552 0 599.3

2. Gross capital formation 150 8 223.6 249.7 269.2 235.8 239.8 315.2 330 5

aI Gross fixed capital formation 143.1 203.4 242.9 280.9 252 9 267 9 309.6 273 9

1i) Change in inventories 7 7 202 6.8 -11.7 -17.1 -28.1 5.6 56.6

3. Total Absorption (1+2) 559.2 698.7 776.4 857.4 871.9 930.8 1,073 0 1,150.8

4. R,-source balance 9.7 -70 1 -67 7 -82 4 -36.2 -22.1 -83.7 -84.7

E) Exports of goods & services 326.4 334.7 397.4 459.1 510.0 652.4 732.3 781 1

1)Importsofgoods&services 316.7 404.8 465.1 541.5 546.2 674.5 816.0 865.8

5. G, oss domestic product (3+4) 568.9 628.6 708.7 775 0 835.7 908.7 989.3 1,066.1

6. N-t income from abroad -0.4 -1.4 -4.1 -5.5 -12.5 -16.3 -15.1 -16.7

7. G oss national income (5+6) 568.5 627.2 704 6 769.5 823.2 892.4 974.2 1,049.4

8. N nt current transfers from abroad 2 7 6.2 5 9 12.9 8.1 5.4 10.3 9.0

9. G, oss national disposable income (7+8) 571.2 633.4 710.5 782.4 831.3 897.8 984.5 1,058 4

10. National savings (9-1) 162.8 158.3 183.8 194.2 195.2 206.8 226.7 238.1

B. CDP by Industrial Origin

1. Ainculture 313 32.3 36.8 37.6 35.4 390 40.6

2. Iiidustry 201.3 223.2 226.9 241.2 262.7 272.5 286.9

Construction 26.7 43.3 46.9 50.2 41.8 44.3 45 6

Gas, electricity, water 26.0 26.3 25.8 24.4 33.3 32.9 23.9

Mining and quarrying 5.5 5.6 6 0 6.2 6.5 7 0 6.9

Manufacturing 143.0 147.9 148.2 160.4 181.1 188 3 210.6

3. Services 293.8 322.8 392 2 427.4 459.6 515.9 576.0

o.w. Transportation 43 4 47.8 53.1 56.7 61.6 66.5 83.3

Trade 75 5 77.5 101.1 112.6 1215 138.2 150.6

4. Total value added at basic pnces 526.4 578.2 655.9 706.2 757.7 827.3 903.5
5. Taxes less subsidies on products 42.5 50.4 52.8 68.8 78.0 81 5 85 8

6. GD)P at market prices 568.9 628.6 708.6 775.0 835.7 908.8 989.3 1,066.1
Sourc e LDB.
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Table 2: Slovak Republic - Annual growth rates of National Income and Product
at constant prices (percentages)

1996 1997 1998 1999 2000 2001 2002
proj.

A. GDP by Expenditure and Income

1. Final consumption 11.3 2.6 7.8 0.1 -1.0 4.2 4.0

a) General govemment 16.5 -4.7 12.7 -6.3 1.1 4.7 2.3

b) Private 9.1 5 9 5.8 2.9 -1.8 4.0 4.6

2. Gross capital formation 36.1 6.3 5.1 -20.2 2.7 15.2 2 9

a) Gross fixed capital formation 30.9 14.3 11 0 -18.5 1.2 9.5

b) Change in inventories 132.5 -76.5 -297.6 28.9 -24.3 -122.2

3. Total Absorption 18.0 3.8 6.9 -6.2 0.0 7.2 3.6

4. Exports of goods & services -1.3 190 13.2 5.2 13 8 6.5 5.9

5. Imports of goods & services 19.8 13.8 16.8 -6.3 10.2 11.7 5.3

6.Capacityto Import 1' -3.9 17.6 15.9 3.2 14.2 3.6 5.8

7. Real GDI at market prices 4.4 4.7 5.4 0.0 2.2 1.1

8. Real gross national income 4.3 4.3 5.2 -0.8 1.9 1.3

9. Real gross national disposable income 6.1 -1.5 1.5 1.8

10. Real gross national savings .. .. 1.1 -6.7 9.9 -5.7

B. GDP by Industrial origin

1. Agnculture -2.1 9.7 5.4 0.3 -0.2 -5.0

2. Industry 11.2 -4.7 -0.3 -0.4 -4.5 3.0

Construction 51.6 -1.5 -15.6 -29 9 2.7 -1.5

Gas, electncity, water 19.0 -21.9 -10.7 22.2 -24.5 -43.1

Mining and quarrying 10.3 6.3 11.3 -1.2 -10.7 -7.9

Manufacturing 2.2 -2.5 5.2 2.9 -2.0 10.2

3. Services 2.0 13.1 4.6 1.2 7.6 4.6

4. Total value added at basic prices 5.3 5.7 2.9 0.6 2.9 3.5

5. GDP at market prices 5.8 5.6 4.0 1.3 2.2 3.3 4.0

Source. LDB
Notes: 1/ Exports deflated by import pnce index.
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Table 2A: Slovak Republic - Gross Domestic Product by Expenditure,
National Income and Savings

(billions of 1995 koruny)

1995 1996 1997 1998 1999 2000 2001 2002
proj.

A. GDI' by Expenditure and Income

1. Final consumption 408.4 454.5 466.4 502.6 503 3 498.3 519.4 540 0

a)Ge,neralgovernment 121.3 141.3 134.6 1517 142.1 143.7 150.5 1540
b)Piivate 287.1 313.2 331.8 350.9 361.2 354.6 368.9 3860

2. Gross capital formation 150.8 205.2 218.2 229.3 1830 188.0 2166 2229

a) Gi oss fixed capital formation 143.1 187.3 214.0 237.6 193.7 196.1 214.8
b) Change in inventories 7.7 17.9 4.2 -8.3 -10.7 -8.1 1.8

3. Total Absorption (1+2) 559.2 659.7 684.6 731.9 686.3 686.3 736.0 762.8

4. Resoujrce balance 9.7 -57.4 -48.5 -70.6 -16.2 -1.6 -28.7 -26 9
a) E ports of goods & services 326.4 322.0 383.2 433.8 456.3 519.2 552.8 585.4

b)lInportsofgoods& services 316.7 379.4 431.7 504.4 472.5 520.8 581.5 6123
5. Gros, domestic product (3+4) 568.9 602.3 636.1 661.3 670.1 684.7 707.3 735.9
6 Trading gains or losses 0.0 -8.3 -14.3 -6.2 -15.1 -15.5 -30.9
7. Real ross domestic income (5+6) 568.9 594.0 621.8 655.1 655.0 669.2 676.4
8. Net income from abroad -0.4 -1.3 -3.7 -4.7 -10.0 -12.2 -10.8

9. Real :Voss national income (7+8) 568.5 592.7 618.1 650.4 645.0 657.0 665 6
10 Net :urrent transfersfrom abroad .. .. 5.3 11.0 6.5 4.1 7 3
11. Real gross national disp. inc. (9+10) 623 4 661.4 651.5 661.1 672.9
12. Gro:;s national savings (11-1) 157.0 158.8 148.2 162 8 153.5
Memo I em:

Capacit {to Import 326.4 313.7 368.9 427.6 441.2 503 7 521.9 552.4
B. GDP by Industrial origin

1. Agriculture 31.3 30.7 33.7 35.5 35.6 35.5 33.7
2. lndu;try 201.2 223.7 213.1 212.5 211.5 201.9 208.0

Coistruction 26.7 40.5 39.9 33.7 23.6 24.3 23 9
Ga;, electricity, water 26.0 30.9 24.1 21.6 26.3 19.9 11.3

Mi iing and quarrying 5.5 6.1 6.5 7.2 7.1 6.4 5.9
M2nufactunng 143.0 146.2 142.6 150.0 154.4 151.4 166.9

3. Servit es 293.8 299.7 339 1 354.7 359.1 386.5 404.3

5. Total value added at basic prices 526.4 554.1 585.9 602.7 606 2 624 0 646.0
6. Taxes less subsidies on products 42.5 48.0 50.2 586 63.8 60.8 61.4

7. GDP at market prices (5+6) 568.9 602.1 636.1 661.3 670.0 684.8 707.3 735.9
Source I DB
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Table 3: Slovak Republic - Prices

1995 1996 1997 1998 1999 2000 2001 2002
proj.

Exchange Rates (koruny per US$)

Nominal official avg. exchange rate (rf) 29.7 30.7 33.6 35.2 41.4 46.0 48.4 47.1

Real effective exchange rate (1995=100) 11 100.0 99.7 104.6 102.3 99.9 109 3 107.8

Price Indices

Wholesale price index (1995=100) 100.0 104.1 108.8 112.3 116.6 128.0

ConsumerPriceIndex (1995=100) 100.0 105.8 112.3 119.8 132.5 148.4 159.3 166.0

CPI (% change Dec-Dec) 7.2 5.4 6.4 5.6 14.2 8.4 6.5 4.0

CPI (% change in period average) 9.8 5.8 6.1 6.7 10.6 12.0 7.3 4.2

Real growth of avg. monthly wages(%) 4.1 7.1 6.6 1.6 -3.0 -4.9 0.8

Manuf. Exp. Unit Val. Index (% change) 6.1 -4 9 -7.8 -3.7 0.0 -1.9 -1.0

Implicit Deflators (1995=100)

Gross domestic product 100.0 104.4 111.4 117.2 124.7 132.7 139.9 144.9

Exportsofgoodsandservices
2' 100.0 1039 103.7 105.8 111.8 125.7 132.5 133.4

Imports of goods and services 2 100.0 106.7 107.7 107.4 115 6 129.5 140.3 141.4

Terms of trade Index 100.0 97.4 96.3 98.6 96.7 97.0 94.4 94 4

Source LDB and IMF, IFS May 2002.
Notes: I/ Source: IMF - IFS May, 2002

2/ Calculated based on SNA data.
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Table 4: Slovak Republic - Consolidated Public Sector Finance
(in percent of GDP)

1996 1997 1998 1999 2000 2001

Overall balance includ. grants -3.2 -4.8 -5.1 -4.3 -9.1 -8 5

Totil Revenues, incl. current Grants 43.5 40.1 37.8 39.8 37.9 35 7
Exfenditures and Net Lending 46.7 45.0 42.9 44.0 47 0 44 2

Ovc rail balance excl. current Grants I/ -3.2 -4.9 -5.1 -4.2 -9.1 -8.5

Cui rent Revenue/Expenditure
Current Budget Balance, incl. current Grants 3.6 1.9 0.5 2.8 -0.2 -1.5

Total Cunrent Revenues, incl. current Grants 42.6 39 1 37.1 39.3 37.3 35.1

Cur -ent revenue, excluding grants 42.6 390 37.1 39.2 373 35 1

Direct Taxes 24.8 22.3 21.9 20.8 20.5 19.8

Indirect Taxes 13.2 13.0 12.0 11.9 12.7 11.0

On domestic goods & services 116 11.2 10.4 10.4 11.2 10.6

On intemational trade 1.6 1 8 1.5 15 1.5 04

Nontax Receipts 4.7 3.8 3 2 6.6 4.1 4.3

Grants, current 0.0 0 0 0.0 0.0 0.0 0.0
Totr I Current Expenditures 39.0 37.2 36.6 36.4 37.5 36.6

Interest payments 2.1 1 9 2.8 3.2 3 2 4.0

Interest on Bank Restructuring Bonds 0.0 0.0 0.0 0 0 0.3 0.8

Other Current Transfers 21.8 20 0 19.7 20.0 19.5 19 5

Subsidies and contributions 3.3 2.8 2.5 2.2 3.8 2 0

Consumption 11.9 12.4 11.6 11.0 11.0 11.1

Wages and Salanes 6 8 6 8 6.8 6 4 6 2 6 0

Capital Receipts/Payments
Total Capital Revenues 0.8 1.1 0.7 0.5 0.6 0.6

Total Capital Expenditures and Net Lending 7.7 7.8 6.3 7.3 9 5 7 6

C tpital Transfers and Net Lending 3.3 2.4 2.3 4.5 6.3 4.4

B idgetary Investment 4.4 5.4 3.9 3.2 3.2 3 2

Debt (at end year)
Total Government Debt 2' 26.4 28.8 28.8 40.1 44.1 43.0

E::temal Debt .. 8.3 11.4 13.9 172 17.4
D mestic Debt . 20.5 17.4 26.2 26.9 25.6

Other Senes

Primnary balance, excluding interest -1.2 -2.9 -2 3 -1.1 -5 8 -4.5

Memio Items:
PrivaLtization Proceeds 1.8 0.6 0.7 0.3 4.4 3.7

GDP at market prices (billions of koruny) 628 6 708.7 775.0 835.7 908.7 989.3
Sour( e Slovak Ministry of Finance and Staff Calculations.
Note, I/Excludes pnvatization receipts, includes called off guarantees and interests on bank restructuring bonds.

2/ Includes debts assumed by the bank restructunng agencies in 1999-2000, and Sk 100 billion (II percent of GDP)
in bank restructunng bonds issued in the first quarter of 2001
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Table 5: Slovak Republic - Monetary Survey and Interest Rates
(billions of koruny)

1995 1996 1997 1998 1999 2000 Nov. 2001

I. Monetary Survey

A) Billions of koruny- stock end year

Net foreign assets 91.7 88.5 131 2 121.5 177.8 268.5 282.8

Domestic credit 270.8 349 2 469.4 483 9 490.8 531.0 600 4

Claimsonpublicsector 118.9 152.2 165.5 153.9 186.7 255.6 362.2

Claims on pnvate sector 143.4 184.4 289.1 329.3 303.7 275.0 237.9

Claims on Other Financial Institutions 8.5 12 5 14 8 0.7 0.4 0.4 0.3

Total assets (= total liabilities) 362.5 437.7 600.6 605.4 668.7 799.5 883.2

Liquid liabilities 1/ 353.0 410.1 445.8 467.8 522.2 601.4 646.8

Bonds 4.4 12.0 13.3 12.0 8.7 7.1 5 5

Long term foreign liabilities 15.4 14.8 14.2 12.9 5.5 1.9 4 8

All other net -10.4 0.7 127.4 112.8 132.3 189.0 227.0

B) Shares of GDP (%)
Net foreign assets 16.1 14.1 18.5 15.7 21.3 29.5 28.6

Domestic credit 47.6 55.5 66.2 62.4 58.7 58.4 60.7

to public sector 20.9 24.2 23.4 19.9 22.3 28.1 36.6

to private sector 25.2 29 3 40.8 42.5 36.3 30.3 24.1

Liquid liabilities 62.1 65.2 62.9 60.4 62.5 66.2 65.4

Long term foreign liabilities 2.7 2.4 2.0 1.7 0.7 0 2 0.5

C) Real annual growth rates (%)

Net foreign assets .. -8.8 39 7 -13.2 32.3 34.8 -1.8

Domestic credit .. 21.8 26 7 -3.4 -8.3 -3 4 5.4

to public sector .. 21.0 2.5 -12.8 9.7 22 2 32.1

to pnvate sector .. 21.5 47.8 6.7 -16.6 -19.1 -19.4

Liquid liabilities .. 9 8 2.4 -1.6 0.9 2.8 0.2

Long term foreign liabilities . -9.2 -9.7 -15.1 -61.1 -69 5 135.7

11. Interest rates (%)
Money market rate .. .. .. .. . 8.1 7.8

Central Bank Discount Rate (end period %) .. 8.8 8.8 8.8 8.8 8.8 8.8

Treasury bill rate .. .. .. .. 8.3 7.8

Deposit rate 2' 9.0 9.3 13.4 16.3 14.4 8.5 6.4

Lending rate 31 16 9 13.9 18.7 21.2 21.1 14.9 11.2

Real deposit rate 4 3.3 6.9 9 0 3.4 -3.2 -0.8

Real lending rate 4 7.7 11.8 13.6 9.5 2.6 3.7

Source. IMF, IFS May 2002.
Notes 1/ Includes Money and Quasimoney only.

2/ Beginning in January 1996, weighted average interest rate offered on short-term deposits of the private sector dunng
the reference penod; 1995 weighted average rate offered by commercial banks on all accepted deposits
3/ Beginning in January 1995, weighted average interest rate on short-term loans granted to the pnvate corporate sector during the
reference penod.
4/ CPI based
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Table 6: Slovak Republic - Balance of Payments
(tJS$ millions)

1995 1996 1997 1998 1999 2000 2001 2002
proj.

Carrent Account

E portsofgoods&services 10,955 10,899 11,809 13,015 12,292 14,161 15,122 16,490
Exports of goods 8,579 8,831 9,639 10,720 10,229 11,914 12,632 13,812
Exports of services 2,376 2,068 2,170 2,295 2,063 2,247 2,490 2,678

Imports of goods & services 10,643 13,156 13,816 15,349 13,167 14,619 16,776 18,281
Imports of goods, f.o.b. 8,807 11,124 11,720 13,074 11,322 12,812 14,766 16,055
Imports of services 1,836 2,032 2,096 2,275 1,845 1,807 2,010 2,226

N,-t trade in goods & services 312 -2,257 -2,007 -2,334 -875 -458 -1,654 -1,791

Income receipts 316 437 300 269 322 333
In ome payments .. 438 594 601 622 635 688
N,t income from abroad -14 -45 -122 -157 -301 -353 -313 -355
Private current transfer receipts .. 543 646 465 345 500
Private current transfer payments .. .. 368 279 270 227 288
N,t pnvate current transfers 92 203 175 367 196 118 212 190
Nct official current transfers .. -I 0 -3 -9 0
Current Account Balance 390 -2,099 -1,954 -2,124 -980 -693 -1,755 -1,956

Capital & Financial Account
Nvt official capital grants 46 30 0 71 160 91 78 105

Nct total pnvate investment inflows 380 295 121 1,107 1,379 2,751 1,243 4,914
Net direct investment inflows 134 199 95 314 756 1,914 1,460 4,168
Net portfolio investment inflows 246 96 26 793 623 837 -217 746

Net LT borrowing 395 985 1,146 796 301 -345 -46 -166
D)isbursements 1,052 2,033 2,226 1,843 1,511 1,543 1,119 1,307
Repayments due 726 1,184 1,187 1,214 1,226 1,804 1,127 1,508
Other LT inflows, net 69 136 107 167 16 -84 -38 35

Otruer capital flows, net 559 1,150 549 -145 -306 -1,025 593 945
Set short-term capital 91 882 581 27 84 -1,099 619 261
Zapital flows n.e i.
Errors and omissions 468 268 -32 -172 -390 74 -26 684

Reserves, net change -1,771 -362 137 295 -555 -779 -112 -3,842
(n gative sign indicates increase)

Otlier Series
Net reserves (end of penod, mcl. gold) 3,449 3,498 3,302 2,937 3,430 4,075 4,186
Re;erves as months of imports GS . 3.2 2.9 2.3 3.1 3.4 3 0 5.3
GEIP (millions of USS) 19,147 20,506 21,079 21,996 20,204 19,742 20,459 22,623
Soutrce LDB and IMF Ar. IV Consultation June 2002.
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Table 7: Slovak Republic - Trade
(millions of US$)

1995 1996 1997 1998 1999 2000 2001

A. Exports (fob, US$)

Food and live animals (0) 431.3 331.3 332 1 343.4 306.9 300.1 346.7

Beverages and tobacco (1) 75.0 63.6 65.7 56.9 51.1 51.0 55.3

Crude ffatenals (2) 437.2 393.4 409.4 382.6 388.7 385 3 418.5

Fuels and related products (3) 362.5 434.3 444.6 375.4 491.0 830.6 836.2

Animal and vegetable oils and fats (4) 9.2 12.1 14.8 19.8 15.3 14.4 18.1

Chemicals and related products (5) 1,132.1 1,096.8 1,039.5 949.7 808.1 941.7 926.3

Intermediate manufactured products (6) 3,469.1 3,379.5 3,272.6 3,201.4 2,792.5 3,172.7 3,472.8

Machinery and transport equipment (7) 1,614.7 2,047.0 2,737.3 3,982.7 4,040.5 4,690.7 4,887.9

Miscellaneous manufactured articles (8) 1,045.5 1,065.8 1,318.2 1,350.7 1,319.5 1,519.9 1,718.7

Other(9) 2.3 7.3 4.7 4.1 15.3 76 10.5

Total 8,578.9 8,831.1 9,638.9 10,666.7 10,228.9 11,914.0 12,691.0

B. Imports (fob, US$)

Food and live animals (0) 604.7 670.9 659.2 686.3 583.0 572.8 671.7

Beverages and tobacco (l) 96.1 120.3 122.4 116.3 130.2 106.1 117.2

Crude materials (2) 525.6 543.7 516.0 500.2 430.2 495.7 539.3

Fuels and related products (3) 1,535.1 1,861.4 1,826.9 1,534.0 1,460.4 2,236.4 2,234.6

Animal and vegetable oils and fats (4) 17.6 19.4 21.5 27.3 22.6 30.1 41.7

Chemicals and related products (5) 1,189.2 1,282.1 1,354.0 1,382 1 1,279.3 1,399.1 1,514.4

Intermediate manufactured products (6) 1,560.8 1,700 5 1,929.3 2,343.5 2,071.7 2,266.6 2,713.8

Machinery and transport equipment (7) 2,534.9 3,917.6 4,190.6 5,184.2 4,268.0 4,5563 5,524.4

Miscellaneous manufactured articles (8) 698.0 995.6 1,046.5 1,294.4 1,0755 1,148.9 1,3252

Other (9) 8.5 11.9 5.5 6.3 0.0 1.8 2.7

Total 8,770.5 11,123.4 11,671.9 13,0746 11,320.9 12,813.8 14,685.0

Source: IMF Statistical Appendix Art. IV Consultation, July 2002.
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Table 8: Slovak Republic - External Debt and Debt Service

1997 1998 1999 2000 2001

1. (millions of US dollars)

A. Debt Outstanding and Disbursed (DOD)

T(otal long term 5,443.6 7,347.6 7,874.4 8,573.1 8,570.6

Public 1,526.3 2,560.9 2,876.1 3,567.9 3,709.3

Private 3,917.3 4,786.7 4,998.3 5,005.2 4,861.3

St ort term 4,290.0 4,604.5 2,706.0 2,415.1 2,943.9

INvIF 258.2 188.5 136.2 0.0 0.0

T(tal DOD 9,991.8 12,140.6 10,716.6 10,988.2 11,514.5

B. Debt Service

Im erest 274.4 524.7 567.9 557.8 584.1

Amnortizations 1,154.4 1,274.5 1,391.8 1,837.7 1,087.1

lIv F repurchases 67.7 80.3 60.0 132.8 0.0

Total 1,496.5 1,879.5 2,019.7 2,528.3 1,671.2

11. Ratios (%)
Tctal DOD to GDP 47.4 55.2 53.0 55.7 56.3

Total DOD to Xgsict" .. 86.1 82.1 74.4 72.3

De bt service to Xgsict " 13 3 15.5 17.1 10 5

Sou rce LDB.
Notes 1/ Xgsict - expors of goods, services, income and current transfers

Table 9: Slovak Republic - Financial Sector Indicators

1999 2000 2001

A. Banking System

1.Dlepth and Structure
Total domestic credit (% of GDP) 58.7 58.4 60.7

of which private credit (% of GDP) 36.3 30.3 24.1

Nu mber of deposit money banks 26 23 21

Number of banks with foreign participation to capital (%) 14 16 15

2. Efficiency and Strength

Domestic interest spread (%) " 6.7 6.4 4.8

Spi ead of (5-y benchmark) bond (basis points) 2' 248.0 181.0 56 0

No n-performing loans as % of total 23.7 15.3 14 0

Re, urn on equity -36.5 25.2 25 3

B. Stock Market

Capitalization (% of GDP) 23.3 23.7 23.6

Trs ding Tumovers (% of GDP) Bratislava Stock Exchange (BSE) 22.5 28.1 39.8

No of listed companies on the stock exchanges4/ 1,014 926 906

Shire price index (1996=100) 43.3 51.7 68.0

Sot rce LDB, SNB, Bratislava Stock Exchange, DataStream and WB Survey of Bank Regulation and Supervision.
Nores 1/Calculated as difference between short-term lending and deposit rates as per Table5.

2/ Five-year euro-denominated eurobond, over Gemian five-year bond.
3/ Market capitalization of registered companies on the Slovak Stock Exchange and on BSE.
4/ Includes number of listed companies on BSE and registered companies on Slovak Stock Exchange
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Table 10: Slovak Republic - Vulnerability Indicators

1999 2000 2001

A. Market Indicators
Annual percent change in average exchange rate (SKK/USD) 17.4 11.3 5.0

Annual change in T-Bill rates on the primary market (%) -17.0 -51.9 5.4

Spread of (5-y benchmark) bond (basis points) " 248 181 56

Annual change in stock market index (%) -18.0 19.5 31.5

B. Risk Ratings

Foreign currency sovereign rating (Moodys) 21 Bal Bal Baa3

Foreign currency sovereign rating (Standard & Poor's) BB+ BB+ BBB-

C. Financial
Annual growth in real domestic credit (%) -8.3 -3.4 5.4

Foreign currency deposits to total deposits e.o.y. (%/*) 15.9 16.4 16.6

Non-perfin. loans of commercial banks (% of total) 23.7 15.3 14.0

D. Reserve Cover Indicators

Reserve cover of imports (months of imports) 3.1 3.4 3.0

Reserves to short term debt 126.8 168.7 142.2

Reserves/M2 27.5 31.8 29.9

E. Prices
Annual change in terms of trade (%) -2.1 -0.2 -2.2

Annual appreciation REER(%) 2.2 -9.8 -0.1

F. External

Current account balance (% of GDP) -4.9 -3.6 -8.6

Extemal Debt (% of GDP) 53.0 55.7 56.3

G. Fiscal sustainability Indicators

Total Govemment Debt (% of GDP) 3/ 40.1 44.1 43.0

Overall public sector balance (% of GDP) -4.2 -9.1 -8.5

Primary balance (Overall bal.-interest; % of GDP) -1.1 -5.8 -4.5

Sources. IMF, IFS May 2002, NBS and LDB
Notes. I/ Five-year euro-denominated eurobond, over German five-year bond.

2/ Since November 2001 stable outlook; in 2002 -Baa3 positive outlook (change in outlook in October).
3/ Includes debts assumed by the bank restructuring agencies in 1999-2000. and Sk 105 billion
(11% GDP) in bank restructuring bonds issued in the first quarter of 2001.
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Table 11: Slovak Republic - Investment Climate

Year Slovak Income Group High-Income
Republic Average Average

I'rivate Investment Environment
I lrivate Investment/Gross Domestic Fixed Investment (%) 1995-1999 .. 77.9 79.0

Domestic Credit to Private Sector (stock, % GDP) 2000 30.3 48.4 136.3

Real lending Rate" 2001 3.7

Highest Marginal Corporate Tax Rate (%) 2000 25

I. uromoney Credit Rahng Sep-01 .. 57.2 90.2

ICRG Composite Risk Rating Mar-02 73.5 73.8 83.7

Institutional Investor Risk Rating Sep-01 .. 49.5 85.3

Governance

ICRG Corruption Rating (1-6, bad to good) Oct-01 4

ICRG Bureaucratic Quality Rating (I - 6) Oct-01 3

I CRG Law and Order (1 - 6) Oct-01 4

Openness
1'rade (imports+exports)/GDP (%) 2001 133.8 56.7 44.0

'DI inflows (net, % GDP) 2001 7.1 3.3 4.1

WVTO member? 1995 y

I nfrastructure
F aved Roads, % of total 1999 86.7 47.3 92.9

\'ehicles (per 1000 persons) 2000 260 191

Cost of Calls to US (US$ per 3 min) 2000 1.1 2.4 1.8

1litemet Users (per 10,000 people) 1999 39 763 2,988

E lectricity consumption (kwh per capita) 1999 4,216.2 2,427 8,496

(CDP per unit energy use (PPP S per Kg oil equivalent) 1999 3.2 4.7 4.8

NVages and Productivity
1 linimum Wage (US$ per year) 1995-99 1,063.5

L abor Cost Per Worker in Manufacturing (US$ per year) 1995-99 3,829.4

X alue Added Per Worker in Manufacturing (US$ per year) 1995-99 11,066.7

Labor Force with Secondary Education (% of total) 2' 1998 91.1

FR&DExpenditure(%ofGNI) 1995 1.0 1.0 2.3

S)urce WDI
N Dtes- I/ CPI based.

2/ Includes unfinished secondary education
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Table 12: Slovak Republic - Millennium Development Goals Indicators

1990 1995 1999 2000

1 Eradicate extreme poverty and hunger 2015 target = halve 1990 $1 a day poverty and malnutrition rates

Population below $I a day (%) 2.0

Poverty gap at SI a day (%) 0.5

Percentage share of income or consumption held by poorest 20% 11.9

Prevalence of child malnutrition (% of children under 5) ..

Population below minimum level of dietary energy consumption (%) ..

2 Achieve universal primary education 2015 target = net enrollment to 100

Net pnmary enrollment ratio (% of relevant age group) ..

Gross pnmary enrollment ratio (% of relevant age group) ' .. .. 102.9

Percentage of cohort reaching grade 5 (%/o)
Youth literacy rate (% ages 15-24)

3 Promote gender equality 2005 target = education ratio to 100

Ratio of girls to boys in primary and secondary education (%) 98.1 95.2 96.8

Ratio of young literate females to males (% ages 15-24) ..

Share of women employed in the nonagncultural sector (%) 30.7 45.8 46.7

Proportion of seats held by women in national parliament (%) 10.0 *- 21.0
4 Reduce child mortality 2015 target = reduce 1990 under 5 mortality by two-thirds

Under 5 mortality rate (per 1,000) 14.1 13.1 .. 9.7

Infant mortality rate (per 1,000 live births) 12.0 11.0 8.3 8 3
Immunization, measles (% of children under 12 months) 99.0 99.0

5 Improve maternal health 2015 target = reduce 1990 maternal mortality by three-fourths

Matemal mortality ratio (modeled estimate, per 100,000 live births) . 14.0

Births attended by skilled health staff(% of total) ..

6 Combat HIV/AIDS, malaria and other diseases 2015 target = halt, and begin to reverse, AIDS

Prevalence of HIV, female (% ages 15-24) .. .. 0.2

Contraceptive prevalence rate (% of women ages 15-49) ..

Number of children orphaned by HIV/AIDS

Incidence of tuberculosis (per 100,000 people) .. .. 28.0

Tuberculosis cases detected under DOTS (%) .. .. 36.0

7 Ensure environmental sustainability 2015 target

Forest area (% of total land area) 41.1 .. .. 42.5

Nationally protected areas (% of total land area) . 21.8 22.6

GDP per unit of energy use (PPP $ per kg oil equivalent) 2.2 2.7 3.2

C02 emissions (metric tons per capita) 8.1 7.6 7.1

Access to an improved water source (% of population) .. .. .. 100.0

Access to improved sanitation (% of population) .. .. .. 100.0

8 Develop a Global Partnership for Development 2015 target

Youth unemployment rate (% of total labor force ages 15-24) 2/ .. 24.8 32.2 35.2

Fixed line and mobile telephones (per 1,000 people) 135.2 210.7 429.6 519.4

Personal computers (per 1,000 people) .. 41.0 109.3 136.9
Source World Development Indicators and Slovak Statistical Office.
Notes 1/ Enrollment ratio for 1999-2000 according to UNESCO Statistics

2/ Source for 2000: Slovak Statistical Office - Social Trends in the Slovak Republic 2001.
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