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BASIC STATISTICS OF THE SLOVAK REPUBLIC (2009)

THE LAND





	Area (km2)
	49 037


	Agricultural area (km2)
	19 303








	Inhabitants in major cities


	
	Bratislava
	431 061


	
	Košice
	233 880


	
	Prešov
	166 905


	
	Nitra
	164 597



THE PEOPLE





	Population (thousands)
	5 418


	Inhabitants per km2
	110


	Average annual population growth (1999-2009, %)
	0.04


	Infant mortality (per thousand live-births)
	5.65








	Life expectancy at birth:
	Males
	71.3


	
	Females
	78.7


	Registered unemploymen trate (% of the labour force)
	11.4


	LFS unemployment rate (% of the labour force)
	12.1


	Employment (thousands, Labour Force Survey)
	2 366



PRODUCTION






	Gross domestic product


	
	In EUR million
	63 332


	
	Per head (in USD, PPP exchange rate)
	22 443








	Gross fixed capital formation


	
	In % of GDP
	23.6


	
	Per head (in USD, PPP exchange rate)
	5 295



THE GOVERNMENT





	Per cent of GDP


	General government revenue
	33.2


	General government expenditure
	41.3


	Gross public debt (Maastricht definition)
	35.3








	Composition of the National Council of the Slovak Republic (June 2010)
	Number of seats


	
	Liberty and Solidarity
	22


	
	Slovak National Party
	9


	
	Christian Democratic Movement (KDH)
	15


	
	Slovak Democratic and Christian Union – Democratic Party
	28


	
	SMER – Social Democracy
	62


	
	MOST – HID
	14


	Total
	150



FOREIGN TRADE






	Exports of goods and services, % of GDP
	70.1


	Main exports of goods (% of total, 2008):
	


	
	Machinery and transport equipment
	54.0


	
	Manufactured goods
	19.7


	
	Miscellaneou smanufacture darticles
	8.9


	
	Others
	17.4








	Imports of goods and services, % of GDP
	70.4


	Main imports of goods (% of total, 2008):
	


	
	Machinery and transport equipment
	43.0


	
	Manufactured goods
	17.0


	
	Mineral fuels, lubricants and related materials
	12.8


	
	Others
	27.2



THE CURRENCY





	Irrevocable conversion rate (SKK for 1 EUR )
	30.126







	Currency units per USD (period average):


	Year 2009
	0.72


	October 2010
	0.72






Executive summary

The global recession affected the Slovak economy to a greater extent than most other OECD countries, primarily owing to its exposure to world trade and its specialisation in cyclical export goods, notably cars. In tandem with developments in its main trading partner economies, the economy is now recovering at an above average pace. Challenges for re-establishing a sustainable high-growth trajectory are countering the risk of increasing long term unemployment, bringing government finances back on a sustainable path and reaping the benefits of a transition to greener growth.

Emerging from the crisis: challenges for the labour market and fiscal policy

The unemployment rate has risen substantially during 2009 by 3 percentage points to 14%, partly mirroring the large output loss. The main challenge is to prevent a further build-up of long-term unemployment, which was already very high before the crisis. To this end, labour market policies need to be adapted by shifting the priority of active labour market programme spending more towards training measures. In addition, there need to be adjustments to minimum wage regulations and legal extension of collective wage bargaining contracts so that they do not hinder the determination of market clearing wages.

In fiscal policy, the budget deficit will reach around 8% of GDP in 2010, and the government rightly plans a major consolidation effort. The focus should be on reducing government spending, including notably reforms to the first pillar of the pension system, but also by making government operations more efficient. In addition, to secure the necessary tax base, consideration should be given to reducing tax exemptions and raising taxation of immobile bases, such as real estate and environmental externalities. Strengthening fiscal institutions, including by implementing spending ceilings which comprise tax expenditures, and setting up an independent fiscal council, would be helpful in achieving the consolidation targets.


Raising public sector efficiency, notably in healthcare

Given the deterioration in public finances, there is now very little scope for higher spending without re-prioritisation. In such a situation, raising public sector efficiency can free up resources and help to stimulate productivity and thus potential growth. On the spending side, raising the efficiency in healthcare should be a priority. This involves reducing the excessive pharmaceutical spending, for example by further fostering generic substitution. Impediments to competition among insurance funds, such as the profit distribution ban, should be reconsidered and the risk-equalisation system should be improved. In addition, caps on out-of-pocket payments should be introduced and the remuneration of physicians reformed. On the revenue side, raising the efficiency of VAT collection is urgently needed, plans to unify the collection of tax and social security contributions should be implemented swiftly and the drawing of EU funds needs to become more efficient.


Managing the transition to green growth

The transition to a greener economy, supported by international environmental commitments and national policies, will entail structural changes in consumption patterns and industry structures, but also offers new drivers for potential growth. Slovakia will need to build an effective framework for green growth to maximise the exploitation of cleaner sources of growth and seize the opportunities to develop new green industries, jobs and technologies. This requires addressing environmental externalities by extending environmental taxation and removing subsidies, together with improving the adaptive capacities of the economy through eco-innovation. The latter involves reforms to support innovation and R&D spending, strengthening the protection of property rights and developing the venture capital market. Also, reducing administrative entry barriers in product markets, fostering competition in energy markets and telecommunication, reforming the tertiary education system and developing training and lifelong learning should all be part of a package of reforms to bring about high sustainable growth.





Assessment and recommendations

Major challenges need to be addressed with bold measures on a broad front


Six years after Slovakia initiated a broad ranging series of reforms which generated high growth and rapid convergence the government again finds itself in front of major challenges, albeit within a much less benign international environment



	The legacy of the crisis is felt on the labour market with record high unemployment and in the government budget with high deficits again.

	The gap in living standards with the more advanced OECD economies calls for efforts to move to a higher trend growth rate.

	International agreements to limit climate change request measures re-pricing energy and emissions, which make challenging calls on the competitiveness of Slovakia’s energy-intensive and export-oriented manufacturing sector.

	A worldwide re-orientation towards green growth generates opportunities, which will only be accessible with deep structural changes.



Measures to address these challenges will need to be taken on a broad front and be of a bold nature. Some of these measures are of a cross-cutting, “generic” nature, including a sound macroeconomic policy framework, a competition friendly regulatory environment, labour market clearing wage determination, a growth friendly tax system as well as an education system which makes the most out of Slovak talent. While on the one hand the need for reforms has grown with the size and complexity of the challenges, there are on the other hand important synergies, which potentially increase the return to reforms



	Fiscal consolidation will not only reduce risk premia and future financing costs, but will also free resources becoming available for new activities, increasing potential growth in a sustainable way.

	Improving the efficiency of the Slovak education system to endow graduates with employable skills will increase the recovery from the crisis as well as facilitate structural change, for example by making growth greener.

	A wage determination system, which allows job seekers to price themselves into the market and employment will help to reduce poverty risks, reduce social expenditure pressures, limit the economic costs of fiscal consolidation, help lower entry barriers for innovative entrepreneurs and increase the efficiency of active labour market measures.

	Fostering competition throughout the economy, in particular in network industries, which supply important inputs will reduce rents, strengthen the purchasing power of households and increase the scope for innovation

	A growth friendly tax system not only lowers the deadweight cost of financing public expenditure, but can also remove obstacles for risky investments with a high rate of return, like innovation expenditures to reap the opportunities of green growth.



The assignment of policies to address the various challenges is presented in the following according to their time horizon: starting with the immediate challenges of overcoming the legacy of the crisis on the labour market and for public budgets, moving to making consolidation more durable by increasing the efficiency of government spending and concluding with the transition to green growth.

The economy is coming out of a deep crisis…


The Slovak economy suffered one of the steepest declines in real GDP among OECD countries during the financial crisis, mirroring developments in world trade on which Slovakia is highly dependent. In contrast to many other OECD economies, there were few domestic imbalances ahead of the crisis. Household borrowing was not excessive, bank lending was prudent and increases in house prices did not lead to a boom in construction activity. In addition, notwithstanding some loss in competitiveness due to currency depreciation of neighbouring countries, the accession to the euro area in 2009 was beneficial for Slovakia during the crisis, not least as increased market confidence has kept financial conditions relatively favourable. The economy is now recovering swiftly, along with the pick-up in world trade, and real GDP may reach its pre-crisis output level during 2011. Nevertheless, the adverse effects of the crisis are substantial, notably in the labour market and the budgetary position. In addition, as in other countries, the crisis is likely to have led to a temporary decline in potential output growth, reinforcing the need to implement growth friendly structural reforms. The new government has rightly embarked on an ambitious reform agenda with an emphasis on fiscal consolidation and improving the framework conditions for economic activity.

… but unemployment remains at very high levels


The number of unemployed has risen sharply during the crisis, notwithstanding an extensive reduction in hours worked per employee, helped by an increased use of working hour accounts. With the unemployment rate now standing above 14% – the second-highest among OECD countries – the main challenge is to prevent unemployment from becoming entrenched and turning into long-term unemployment and, eventually, a decline in labour force participation and social exclusion. Cross-country evidence suggests that the risk of such hysteresis effects is larger in Slovakia than in many other OECD countries. Countering this tendency may require a reprioritisation of active labour market policies. Currently, expenditures on such policies are below the OECD average as a share of GDP but rightly focus on job counselling and placement services. However, expenditures on training account for a much smaller share of spending on active labour market programmes than in other countries. As the opportunity costs of training are likely to be smaller (and thus the effectiveness higher) following deep recessions, in particular if the focus is on general skills, active labour market programmes should be shifted towards training. By contrast, spending is significantly above the OECD average in some other areas, such as start-up incentives. Evidence for the effectiveness of start-up incentives based on other countries’ experience is more mixed. Slovakia should thus closely monitor the outcomes of this measure and, based on such monitoring, decide whether to reduce spending in this area.

Wages need to adapt to local labour market conditions


Flexible wage formation mechanisms are essential to restore labour market equilibrium following the rise in unemployment. In this regard, all institutions that may prevent adjustment of wages to local conditions should be reviewed. First of all, this means ensuring that minimum wages do not have adverse effects on employment creation. The level of the minimum wage relative to the median wage in Slovakia has risen over recent years to around the OECD average in 2010. However, due to the pronounced divergences in regional economic development, the minimum wage is much higher in relation to median wages in those poorer regions of the country, which also register above-average unemployment rates. Significant increases in the minimum wage should be avoided and some differentiation of the minimum wage to deal with pockets of high unemployment considered. Currently, minimum wages are determined by negotiations between the social partners; however, if no agreement can be reached – as has frequently been the case in recent years – the government sets the level. In order to depoliticise the process, an independent expert commission should be considered to provide advice on the minimum wage.

The setting of a national minimum wage also has implications beyond low-income earners. A regulation stipulates that employees in firms not covered by collective wage agreements are subject to a minimum wage that differs per employee, depending on his/her type of work based on a classification of job types by level of difficulty. While the minimum wage level at the lowest level is equal to the national minimum wage, it rises up to twice the national minimum wage for work classified in the highest level. This effective wage floor may have adverse effects on employment creation even for higher paid jobs and also entails a significant administrative burden on companies through the classification of job types. This regulation should be phased out.

Legal extension of collective wage contracts to firms that do not participate in collective bargaining may also hinder wage adjustments to regional requirements. Up to 2007, Slovak firms had the right to veto the extension to their firm. However, this regulation was changed subsequently and firms had only very limited grounds to ask for exoneration from legal extension. The new government changed the law and now legal extension of collective wage agreements is made dependent on the consent of affected firms. While this is a welcome step, ending legal extension might be the best policy.

The budget deficit has increased sharply


The budget deficit has increased sharply during the crisis, from 1.9% of GDP in 2007 to 7.9% of GDP in 2009; it is estimated to remain broadly at this level in 2010. This reflects both a permanent loss of potential output and the effect of the automatic stabilizers, and to a lesser extent stimulus measures, which amount to around 1% of GDP in total over the period 2009 and 2010. Swiftly reducing the budget deficit should be the policy priority going forward. This is all the more important as government bond markets are increasingly differentiating between countries on the grounds of their fiscal performance. While the debt burden is relatively low in Slovakia, at around 40% of GDP, rapid population ageing, due to a very low fertility rate and increases in life expectancy, will soon significantly raise public expenditures. Against this background, the government’s plan for a substantial consolidation package that is intended to reduce the deficit in 2011 by 2.5 percentage points of GDP (against a no-policy change scenario) is very welcome. This package includes significant expenditure cuts (a reduction in the public wage bill and savings in public procurement) and revenue increases, notably a temporary rise in the standard VAT rate by 1 percentage point to 20%, higher excise taxes and phasing out of some tax expenditures.

Reforms to the pension system are urgently needed


Reforms to the pension system are urgently needed as the first (defined-benefit) pension pillar is clearly unsustainable in view of the impact of ageing. As long as first pillar pension promises depend on future tax increases a meaningful comparison with the performance of the second pillar cannot be made and decisions about the participation in the second pillar will be distorted in a way which increases future fiscal liabilities. Making the system sustainable requires a reform of the first pillar pension replacement rate, for example by adding a sustainability factor into the pension formula to ensure an automatic cut-back of replacement rates as the old-age dependency ratio worsens. Another way would be to increase the retirement age in line with gains in life expectancy and to index pensions solely to inflation rather than the current indexation to 50% nominal wage growth and 50% to inflation. These measures would lower pension expenditures while guaranteeing that the number of years spent in retirement remained constant and protecting the consumption level at the age of retirement throughout the retirement period. Long-run sustainability of the pension system also requires raising the importance of the second (defined-contribution) pension pillar. Yet another way would be to raise contribution rates, although the labour tax wedge is already high. As a consequence of recent reforms which allowed participants to move back into the first pillar and made participation in the second pillar voluntary instead of mandatory for new labour market entrants, the inflow into the second pillar has slowed substantially and thereby raised the future spending liabilities of the currently non-sustainable first pillar. Participation in the second pillar should be made the default option for new labour market entrants – participants would have to specifically opt out if they don’t want to be in the system.

In addition, the special allowance (“Christmas allowance”) paid once a year since 2006 to some groups of pensioners with incomes below a certain level should be phased out. However, the underlying issue is a concern about the lack of redistributive features in the pension system – which reflects a very strong link between earnings and subsequent pensions during retirement. Thus, the phasing out of the special allowance may need to be coupled with reforms to increase redistribution, for example by weakening this link or by subjecting pensions to personal income tax and using these revenues to raise first pillar pensions, as recommended in previous Surveys.

Revenues should be raised from real estate taxation…


In addition to expenditure cuts, revenue increases will need to be considered. Evidence from OECD countries suggests that taxes on immobile bases have less adverse effects on growth than labour or capital taxes. It is thus unfortunate that taxes on real estate – one of the least mobile bases – are scarcely developed in Slovakia with revenues amounting to ½ per cent of GDP, around a quarter of the average OECD country. Real estate taxation in Slovakia consists of a land tax, based on applying a tax rate on the value of the land as set by regulation and a tax on buildings and apartments, based on applying a fixed tax rate per square metre.

Apart from yielding little revenue, the current taxation of real estate is below the level of taxes on investment in financial assets, thereby distorting the allocation of capital towards owner-occupied housing. Also, the set-up of the building and apartment tax, where the tax rate per square metre is fixed in euro terms, amplifies volatility of house prices as the effective tax rate is negatively correlated with the real estate value (i.e. the effective tax rate declines when the value of the property increases and vice versa). The land tax rate should be raised, the building and apartment tax rate should be set as a per cent of the value, and in both cases the tax base should take the market value of the property into account.

… and tax exemptions should be reduced

In addition, all tax expenditures should be regularly reviewed and certain exemptions should be phased out, not least because they are often a poorly targeted way of supporting low-income households. In this regard, reduced VAT rates or exemptions – even though they are less widespread than in many other countries – should be reconsidered. In addition, tax exemptions in environmental taxation, which amount to revenue losses of around 0.2% of GDP, should be phased out. When calculating the net revenue gain of such measures, however, it needs to be taken into account that some compensating transfers may have to be paid to low income households, thus reducing the net tax intake.

Improving fiscal discipline…


Evidence from OECD countries suggests that countries with fiscal rules have longer-lasting consolidations than others. Three laws govern public expenditures at the national level in Slovakia. The General Government Budgetary Rules Act sets out the rules for the preparation and implementation of the general government budget over the following three years. Its weakness is that revenue windfalls are usually not saved. The State Budget Act, which is concluded for each budget year, stipulates that windfall revenues may be used for additional spending up to 1% of originally budgeted expenditures. Local government entities are governed by the Local Government Budgetary Rules Act which is similar to a golden rule (as budgets excluding capital investment have to be balanced) and caps their debt level.

… by implementing a fiscal rule…

With a view to the major consolidation currently required, Slovakia needs to strengthen and reform its fiscal rules. In particular, multi-year binding expenditure ceilings with a strong consideration of the cyclical position would improve the budgetary framework and should be implemented in a way to comply with the medium-term structural deficit objective of the Stability and Growth Pact. This may be combined with a debt rule, acting as an emergency backstop. The expenditure ceilings should include tax expenditures, but may exclude cyclical expenditure items such as unemployment benefits in order for the automatic stabilizers to work in both directions.

… and setting up an independent fiscal council


The fiscal framework would be further strengthened by setting up an independent fiscal council as has happened in several OECD countries. Such an institution would help to depoliticize somewhat key aspects of fiscal policy (thus lowering a potential bias towards deficits or pro-cyclical behaviour). In addition, recent significant revisions of past deficits have highlighted the need to raise overall transparency. A fiscal council could provide recommendations for the purpose of budget formulation, including forming an opinion about the macroeconomic situation, and undertake analysis of fiscal issues, such as long-term sustainability, or simulate policy alternatives in order to inform the public (and politicians) about the consequences. Furthermore, a council should assess the compliance of budget numbers with the fiscal rules. By constructing a comprehensive and publicly available fiscal database, the council could significantly increase the transparency of public finances.

There is room for improving public sector efficiency


The significant deterioration of public finances means that Slovakia, like most OECD economies, now has very little scope for higher spending. In such a situation, policies to increase the efficiency of the public sector – both on the expenditure and the revenue side – can be particularly helpful. Such measures not only improve the fiscal situation (thereby freeing up resources for other purposes) but also help to stimulate productivity and thus potential. This in turn helps to improve the sustainability of public finances.

Tax administration could be improved


The collection of VAT receipts must be improved. Given that the standard VAT rate is around the European average and the level of tax exemptions is very low, Slovakia should be getting much more revenue out of its VAT system than it currently does. For example, raising the efficiency of collection towards the better performing OECD countries would raise three times as much additional revenue as a one percentage point increase in the standard VAT rate. As fraud is likely to be an important reason for low VAT revenue collection efficiency the number of verification activities should be stepped up. Further efficiency gains could be reaped by moving towards unified revenue collection as planned by the government’s UNITAS project....
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