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E XECUTIVE SUMMARY

1. The Slovak Republic started down the road to economic transformation with a legacy of
policies and resources both favorable and unfavorable. Slovakia inherited a tradition of macroeconomic
prudence, low inflation, and modest debt. Its skilled and competitively priced labor force and strategic
location in the center of Europe hold out the promise of economic prosperity at the end of the transition.
But Slovakia also inherited an industrial structure at odds with its comparative advantage, weak banks,
and a large and inefficient system of social transfers. Thus the adjustment required of the economy and
its people is large, and the transition has already been costly in social terms. Real incomes have plunged
by 24% since 1990 (Figure 1). The major challenge for Slovakia will be to continue and deepen the
program of structural reforms while minimizing the social costs of the transition and the number of people
excluded from its benefits.

2. The recommendations of this FIr l: Fal 'n Reoi GDP
report fall into two broad categories: facilitating k, ot co t tmy)
resource reallocation qnd redefining the economic
role of government.

too - - .. ..... ''''... .' ........I.......................

0 Facilitating reallocation. Helping the _ U
private sector expand and flourish will is-
require further rounds of privatization,
increased job mobility through ... .... ... ...
informational, training and houmng
market reforms, and the elimination of
regulations that discourage employment
and new business startups. ' S9 1"9 tm isa 198

Accompanying measures are needed °o I W mcf
allow state enterprises to withdraw from
productive activities on a more rational
basis and to eliminate incentives to produce for inventories and accumulate debt-activities that
cloud distinctions between enterprises that would be viable in an efficient competitive system and
those that would subtract value under all circumstances. In particular, debt workouts should be
facilitated through development of an institutional arrangement for bankruptcy and introduction
of out-of-court conciliation procedures. Mechanisms for facilitating the reallocation of
resources-human, physical, financial-toward more productive uses in enterprises, banks, and
labor markets are the themes of chapters 2-4.

O Redefining the economuc role of government. The composition of government spending needs to
facilitate rather than impede economic restructuring. That implies reducing a fiscal deficit that
has been financed largely by domestic borrowing and so has crowded out private activity. It also
means a shift in expenditures away from subsidies to enterprises and nontargeted social benefits
and toward public capital formation that crowds in private investment, and more generous
transfers to the truly needy. But despite the gains over the medium to long term, the
restructuring of the economy is likely to imply a greater fiscal burden over the next few years
because of greater demands on the social safety net, the need for recapitalizing selected banks,
and the costs of closing down insolvent enterprises. Postponing these restructuring costs means
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postponing and endangering economic recovery. The need to change the economic role of the
state is the central theme of chapters 1 and 5.

Macroeconomic Policy for Recovery

3. Despite some uncertainty immediately following independence in January 1993, the
Slovak Republic has succeeded in preserving its tradition of macroeconomic prudence. Inflation was
contained through a prudent monetary policy and an important fiscal adjustment in 1993 that cut
expenditures by 8.4% as revenues fell 2.3%, thereby bringing down the underlying deficit from 13.1%
of GDP in 1992 to about 7.5%. Cuts in public investments bore the brunt of adjustment on the
expenditure side, a worrisome sign for the sustainability of adjustment. Large cuts in capital expenditure
may be symptomatic of the difficulty of cutting current expenditures. A 10% devaluation in July 1993
restored equilibrium to the foreign exchange market and improved competitiveness. Preserving
macroeconomic stability in the face of numerous external siiocks was a major accomplishment. Once
compromised, macroeconomic credibility is difficult to restore.

4. The key role for macroeconomic policy is to create the conditions for growth. The main
issues are:

o Holding the line on fiscal adjustment. The challenge for macroeconomic stabilization continues
to be fiscal policy. Any compromise of Slovakia's macroecc.':omic stability would undermine the
effectiveness of structural reforms designed to improve the performance of enterprises and banks.
Following a large fiscal adjustment in 1993, a shrinking tax base and increased demand for
expenditures associated with restructuring are putting new pressures on the budget. Further fiscal
stringency will be necessary to accommodate the costs of restructuring, which are expected to
rise.

* Reducing crowding out of the private sector. Nongovermnent borrowers have been crowded out
of the financial system, a consequence of the budget deficit and the lack of well-developed
financial and treasury bill markets (Figure 2). Seeking to lower interest rates and to make credit
more accessible to the productive sectors, the National Bank of Slovakia (NBS) suspended credit
auctions in May 1993 and relied on the low interest rate rediscount facility as the main instrument
for providing liquidity to banks. This move distorted the structure of interest rates and
discouraged banks from mobilizing deposits-since NBS credit was a less expensive alternative.
In addition, the government fixed yields on treasury bills at 12%, which discouraged private
investors and banks frorr buying the bills and forced the NBS to finance an increasing proportion
of the fiscal deficit. The NBS responded to these undesirable consequences by reintroducing
credit auctions; the government abolished the ceiling on treasury bill yields in Novemnber 1993.
Behind the credit squeeze on the enterprise sector lie the public sector's borrowing needs and the
ongoing retrenchment in the fmilncial system (discussed below). To ease this rituation, there
is no real alternative in the medium term to continuing deficit reduction, though financing from
foreign banks and other external financial institutions should help to provide some financing to
the private sector in the interim.

0 Changing the composition of government spending. Total government spending needs to drop
but, equally important, the composition of that spending needs to change as well. Despite
substantial reductions in subsidies to enterprises (particularly to agriculture), which simply
postpone needed restructuring, subsidies still constituted about 5% of GDP in 1993.
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Figure 2
Provisioning against government
guarantees of loans to enterprises, HDS Total Credil lo Gov't, Nt Credit
both direct and indirect, is a small to Gohit end Credit to Ber&e
portion of total spending but could so
rise rapidly as restructuring and
bankruptcies increase. More 40 . -- -- - --------- -
worrisome in scale is the burden of
social transfers-a hefty 40% of total g 30.
spending and a major cause of
dist3rtion in microeconomic s -----.-. __ -_-_,-_-_
incentives in the economy.
Meanwhile, other claims on the to
budget-such as social assistance to
the poor, training for the °; *J SO M 1209.q S4p-4$ 37 o
unemployed, and govenmnent support r NtCedtt*Gos' -l CtedioBtds

to strengthening the banking system-
require additional funding. Managing Source: National Bank of Slovakia.
these fiscal tradeoffs will be the most
difficult political challenge of the
reform process.

X Maintaining competidveness. The collapse of aggregate demand for Slovak goods is the
proximate cause of the large decline in economic activity. The breakdown of the CMEA,
e=mbargoes imposed upon a number of Slovakia's export markets and the decline in trade with
the Czech Republic resulted in a loss of Slovakia's major markets. The government has
successfully resisted protectionist pressures and maintained average tariffs (weighted by imports
in 1992) at 4.6%. A 10% devaluation in July 1993 also helped to restore competitiveness. As
a small, open economy, Slovakia has little hoice but to use the exchange rate and monetary
policy to stay competitive and to continue tc bby aggressively for access to foreign markets.

Stronger, More Competitive Financial System

5. While reform of the financial system has gone far, the legacy of past banking
practices-weak competition and lending on a noncommercial basis-continmes to reduce the efficiency
of intermediation. Progress over the past three years includes narket determination of interest rates,
liberalization of entry, partial privatization of two of the three major banks, introduction of a legal and
regulatory framework for banking, establishment of the Banking Supervision Department in NBS, and
increased reliance on market-oriented instruments of monetary management. There has been some
transformation of the financial system, mainly in the form of more financial institutions, more fnsqncing
of private sector activities, banks exhibiting more caution in lending to state enterprises, and a slight
improvement in intermediation margins.

6. Despite these advances, structural problems are still a drag on the banking system, and
financial intermediation remains weak. Financial savings are low, with the government absorbing a large
share of financial resources. The underlying problems of the financial sector are twofold: an
underdeveloped banking system, with inadequate competition, and the burden of inherited bad loans.
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Competiton and Financial Market Development

7. A more liberal licensing policy has increased the number of banks from two in 1990 to
seventeen banks and fifteen branches of foreign banks in 1993. But there is still a high degree of
concentration in the commercial banking system, which is largely controlled by Vseobecna Uverovi
Banka (VUB), the Slovak Savings Bank (SSB), and Investicna Bank (IB). VUB's dominance in the
commercial lending market has diminished substantially over the past two years, however, and increasing
competition in the lending market makes it unnecessary to split VUB. SSB retains its dominance in the
deposit market, however, and plans for its privatization should consider ways of reducing this monopoly.
The development of nonbank sources of financing should also be encouraged through measures that
facilitate the trading of commercial papers, goverrnent securities, and equities.

Inherited Bad Loans

8. Bad loans, although they reflect a loss of resources that has already occurred and not the
current efficiency of the banking system, continue to be a problem to the extent that they distort
incentives and, therefore, resource allocation. Overdue loans increased from 1.9% of outstanding loans
in the banking system in 1991 to 21.8% in 1993. It is possible that the major banks, which have
considerable market power, could increase interest spreads to pay for the cost of bad loans, thus
effectively imposing a tax on both depositors and good borrowers. Problems of adverse selection and
moral hazard also arise. The need to secure higher spreads leads to adverse selection, a problem
exacerbated by poor information and the lack of risk-evaluation skills, while expectations of government
bailouts create a moral hazard situation by encouraging banks to engage in excessively risky lending.
Weak auditing and supervision enable banks to continue financing insolvent enterprises to prevent them
from going bankrupt, an outcome that would make the true size of the bad loans evident. Debtors, for
their part, are kept afloat through artificial means, delaying the restructuring of enterprises and
complicating the privatization process. Wbile improving bank solvency through retained earnings is
desirable, it should occur in a competitive envirownent where effective supervision insures that retained
earnings strengthen the banks' capital base, rather than pay for dividends or other current expenditures.

9. The next round of reform should focus on strengthening existing institutions and creating
an environment that encourages diversification of the financial system by types of banking and regulatory
pro.ucts, services, and financial institutions. Major recommnendations:

e Conplete privatization of the banking system. Privatization of banks is more likely to inprove
their performance and behavior when majority control is in private hands. Partial privatization
of VUB still leaves control with the government. Similarly, the privatization proposal for SSB
allocates majority shares to the government or to quasi-public institutions.

o Deal with the bad debt problem. There are two alternatives: a centralized program in which a
workout agency consolidates the loans and implements a top-down solution and a decentralized
program in which banks and enterprises negotiate a solution. Whichever approach is chosen,
there are likely to be fiscal costs involved in the resolution of the bad debt problem since banks
will probably not be able to cover the entire cost out of future earnings.

O Upgrade supervision capacity. With the fundamental regulatory framework in place, the focus
of reform should be to accelerate the upgrading of supervision capacity, both off- and on-site.
Supervision strategy should focus on each bank's weaknesses and risks. In monitoring the banks'
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lending practices and their behavior in credit auctions, supervisors should be on the lookout for
anticompetitive behavior and imprudent risk taking. With privatizations increasing and the
number of firms in the insurance industry growing, regulation and supervision of that industry
also need strengthening.

O Invest ir information capital. Lack of information prevents the effective allocation of financial
resources. The new accouwting and auditing law should provide a good starting point for the
development of financial information systems. More detailed financial and operating information
should be required of those issuing securities, and public companies should make their financial
statements available to the public on a regular basis. In addition, the govermnent can require and
develop an efficient system of registration of mortgages.

* Design measures to encouragefinancial market development. NBS should continue to rely on
credit auctions for managing liquidity, and not reintroduce rediscount facilities that allow banks
to borrow at below-market rates. Laws relating to movables as collateral should be reviewed,
and thejudicial system's capacity to handle ̂ onmercial and bankruptcy cases should be improved
rapidly. The regulatory framework and supervision capacity for securities issues should be
developed to encourage diversification of financial instruments and the emergence of nonbank
financial institutions for which securities issues are the major source of funds.

A Stronger, Private Sector

10. The Slovak Republic is well-advanced in privatizing its economy. Virtually all small
enterprises have been privatized, with over 9,300 small shops auctioned off or returned to their original
owners over the last two years. Housing is the major remaining sector requiring privatization; enabling
legislation has been approved by Parliament. The lack of private housing remains an impediment to labor
mobility, to greater investment in housing quality, and to smaUl business development, since mortgages
on housing are the major source of collateral for loans.

11. About half of all medium- and large-scale enterprises, including banks, were privatized
under the first wave, most of them through mass privatization or coupon scheme which ended in 1992.
The largest single owner of these enterprises is the National Property Fund, the trustee set up by the
government to handle the affairs of privatized enterprises prior to their privatization. By the end of 1992,
the fund owned all or part of 533 companies with a total book value of Sk 153 billion. With a staff of
oily sixty-five people, most of them occupied with processing privatization projects, the fund has little
choice but to manage its enterprises passively. The next largest owners of privatized firms are the 184
Investment Privatization Funds that participated in the coupon scheme; together they control 45% of the
shares in Slovak firms sold thr;ugh that scheme. These funds are in a good position to represent the
interests of their shareholders but will be under pressure to distribute dividends.

12. Preparations for the second wave of privatization are ongoing. Between 1992 and 1993,
the govermment relied more on standard mt-liods of privatization, such as direct sales and public tenders,
and tried to attract more foreign investment. This strategy was motivated by a desire to get better prices
for the companies and to improve their governanme, but the pitfalls became apparent as privatization
slowed dramatically and enterprises remained in ownership limbo. The government has introduced a new
multitrack approach that pr^rares enterprises for privatization through a variety of methods, including
coupon privatization. The government intends to offer about half of the remaining state-owned assets in
the second wave of voucher privatization scheduled to begin in September 1994.
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Removwng Constraints to a Growing Private Sector

13. Thanks in large part to rapid privatization, the private sector is growing quickly. From
virtually no economic presence in 1989, the private sector now accounts for about 20% of output and
30% of employment. But because the base is small, this growth does not yet compensate for the decline
in the state sector. Since the "Velvet Revolution", the government has dramatically improved its stance
toward private business, but there are still problems. Many property and contractual rights rei.ain
unclarified or poorly enforced, and setting up businesses and effecting normal payments involve
u1mecessarily cumbersome procedures. Instead of focusing on these problems, past government efforts
to pr_.-ote the private sector have stressed tax holidays and directed credits.

14. Making it easier for businesses to do business should be the government's priority. Poor
infrastructure and a cumbersome regulatory framework are major obstacles to private sector development.
Registering a business is complex and time-consuming, involving separate paperwork and often fees for
enviromnental impact assessments, health and safety inspections, social security payments, customs, and
taxes. With the courts deluged by more than 250,000 commercial cases, debt collection is a major
problem. Licensing rules should be simplified, so that approvals can be given more quickly. Startup fees
should be reduced to make entry less costly. A fast-track procedure for small and medium-size claims
and voluntary arbitration procedures would expedite debt collection, while the establishment of a central
registry for debt claims could provide the information basis for a credit-rating industry. The government
recognizes many of these obstacles and is takitg measures to adekess them.

Restrctauring Enterprises

15. Enterprises have adjusted slowly to the macroeconomic shocks experienced sirice 1989,
and in some cases their responses-and those of the government-have increased the eventual adjustment
costs. Forced bank financing of enterprise losses and further investment in some loss-making industries
may have created significant overindebtedness. To preserve their liquidity in the face of collapsing sales,
enterprises responded initially by continuing to produce for inventory and to run up overdues on their
liabilities. i'he financial distress of a few large enterprises has reverberated throughout the economy,
creating a chain of arrears. In an attempt to cushion the initial impact of the shock or to finance
investments in military conversion, the government responded by providing support through the financial
system and, for some enterprises, through direct iDulgetary subsidies-amounting to 5% of GDP in the
1993 budget. The government also used extrabudgetary means, such as guarantees by the National
Property Fund against privatization revenues, to channel resources to troubled enterprises,

16. There are some signs that enterprises have started to adjust by laying off redundant
workers and tapping new markets, particularly in the wake of privatization. But the process of enterprise
restructuring and liquidation must be accelerated. Four components are key:

o A hard budget constraint. By rapidly phasing out subsidies and abolishing loans and guarantees
from the National Property Fund, the government could signal to enterprises that they must
renegotiate existing debt and attract commercial financing if they want to survive.

O Market-based workouts. There is a need for an efficient institutional arrangement for bankruptcy
and liquidation including the introduction of an out-of-court conciliation scheme to accelerate
progress of restructuring and break the inherited culture of creditor passivity and inertia. Such
a scheme could include a rule stipulating that the concessions granted by the lead banks are also
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granted by the other creditors, thus reducing coordination problems and ensuring an even
distribution of losses among creditors. In privatized enterprises, the government should
encourage the use of a menu of options to restructure debt that respects the rank order of
creditors and equity holders. In state-owned enterprises, creditors and incumbent managers are
well-placed to develop restructuring plans; they know their enrerprise best and might be expected
to become stakeholders in the process of privatization.

O Enterprises remaining in state hands. For failed privatized enterprises with government
guarantees and for state-owned enterprises with poor privatization prospects, the government
needs a policy for reprivatization or liquidation. An efficient, out-of-court mechanism is needed
that allows any remaining assets in these firms to be released quickly for alternative purposes.

O Government as facilitator of restructuring. The government needs to create a legal framnework
that makes market-based debt workouts possible. The framework might include a policy for
treatment of gcvernment claims on enterprises, financial assistance for liquidation (such as for
severance pay and environmental costs), and better debt collection and enforcement mechanisms.

Flexble Labor Markets

17. Slovakia has a highly skilled labor force that for the first time in recent history is
experiencing high rates of unemployment (averaging 14%, with substantial regional variation; Figure 3).
Its educational attainment compares favorably with that in the most economically advanced countries.
The Slovak labor force is also highly competitive relative to workers in OECD countries (where wages
are about ten times higher) and many of its neighbors. Major job losses have occurred in the public
sector, particularly in trade, construction, and certain heavy industries. In many enterprises, managers
are delaying staff layoffs by instituting involuntary part-time work or extended holidays. These delays
have led to considerable labor redundancy, as evidenced by the greater decline in labor productivity in
Slovakia than in other transition economies.

18. Unemployment benefits are provided FiguIo a Number of Unemploye 1990-9
for a six-month period at 60% of wages and are (in thousands)
financed through an insurance scheme based on a
4% payroll tax. The benefits are administered by a
network of 137 local employment offices, which also 400. . ............................
provide job placement services and requalification
training. As enterprise restructuring proceeds,
further unemployment is inevitable. If workers are @ 9
to be matched with new jobs, it will be essential that
actions be taken that make it easier for workers to
switch jobs, including requalification training,
nationwide job placement services, and privatization ...................
of housing. Unemployment should also fall over the L i 

medium term as a result of policies to encourage o X aa Z Q, a s n G
small business development and, eventually, a
reduction in payroll taxes that discrimrrinate against hiring. Such policies will only be effective if the
social safety net preserves incentives to work while protecting the truly needy.
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Greater Effidency of Social Spending

19. Slovakia's large and complicated social safety net, with more than forty categories of
often overlapping entitlements, provides extensive coverage at fairly high benefit levels over a long
period. The system is financed by a 50% payroll tax that raises the marginal cost of hiring labor and
reduces incentives to create jobs. Given its current budgetary stringency, Slovakia can no longer afford
to devote some 20% of GDP to its social safety net. At the same time, Slovakia's transition to a more
efficient economy is likely to be painful, and vulnerable groups need to be protected from some of the
harsher effects of the transition.

20. That can be done by improving efficiency and directing social services to the poor. Social
protection needs to move toward a more rational and sustainable system, all the while keeping current
fiscal pressures in mind. Targeting benefits more carefully-such as further means-testing of child
benefits, raising the retirement age, making employees and firms bear more of the costs of sick leave,
and introducing actions to control costs and collect contributions more effectively-are measures that can
be taken right away. The effectiveness of the social safety net will need to be evaluated carefully, to
ensure that social protection is provided to the neediest. Particular attention is needed in five areas:

C Developing an effective program of social assistance. Legislation similar to the Law on a Living
Minimum, which (generously) defines minimum household incomes to reflect basic consumption
requirements, could serve as the basis of a social assistance program for people whose income
is below the defined minimum.

' Reducing unnecessary social assistance programs. As other means of support become available
(including higher wages and new insurance programs), social benefit programs no longer
necessary to keep households out of poverty should be phased out. Candidates for downsizing
include many family allowances, sickness benefits, and parent benefits.

e Developing a multi-tier retirement program. The state pay-as-you-go social security system is
currently the only source of retirement income for workers. As the economy becomes more
market oriented, the private sector ought to take over some of the state's role in providing for
income security in old age. Immediate measures to reduce benefit levels and tighten
eligibility-and so to lower payroll taxes would improve both fiscal sustainability and incentives,
and would be essential precursors to the future development of a private insurance market.
Private markets would allow individuals to provide for income in their retirement in direct
proportion to their own contributions. The government, through a second-tier, mandatory
scheme, could require individuals to obtain such coverage.

o Monitoring the costs of the social insurance program. Under certain demographic and
productivity assumptions, the social insurance program is projected to run a surplus. The
program should be kept under review to consider the possibility of lowering the contribution rate,
which would reduce the employment disincentives of the current payroll taxes.

o Containing costs in the health care system. A tight budget-capping mechanisms and an effective
regulatory framework with well-designed incentives are necessary to contain the cost escalations
inherent in a third-party health care payment system. Preventive health care and basic health
services should take priority over expensive and sophisticated procedures that benefit only a few
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high-risk groups. The country needs to strengthen primary and community health care, public
heaith services, and health care mianagement training and to promote private sector health care.

The Outlook

21. Slovakia shares with about a dozen countries in Eastern Europe and the former Soviet
Union favorable medium-term prospects based on a skilled and competitively priced labor force, a strong
manufacturing tradition, and proximity to European markets. What, if anything, distinguishes Slovakia
from these other countries? Most important, Slovakia inherits and maintains a tradition of
macroeconomic prudence. Inflation has remained low (even after the breakup of the monetary union with
the Czech Republic in February 1993), and the country adjusted successfully to the enormous loss of
fiscal transfers from the former federation. Slovakia is also far more advanced in privatization than its
neighbors (with the exception of the Czech Republic), with almost half its state-owned enterprises now
in private hands. And Slovakia is much closer to wealthy markets in Europe-Vienna is only 60
kilometers from Bratislava, for example-than are most of the transition economies. The country's
strategic position in the European pipeline network is also important as a source of substantial transit fees.
Add to this Slovakia's modest foreign debt, and prudent financing of the transition appears to be a viable
option.

22. But favorable characteristics and prudent macroeconomic management are not enough.
Like all successful, small, open oconomies, Slovakia will have to find its niche in the world market. The
private sector will have to move into the forefront as the government pulls out of directly productive
activities and focuses on facilitating the reallocation of economic activities to increase efficiency. This
reform program will have important fiscal implications, because the government will have to assume
certain costs associated with strengthening the banking system and associated closure costs of liquidated
enterprises. As insolvent enterprises are liquidated, their liabilities to the banking system will have to
be written off and actions taken to improve banks' capital adequacy. This restructuring of enterprises
and banks will inevitably lead to a greater demand for certain kinds of social transfers. These legitimate
demands for social protection during the transition can be met only through a rationalized safety net
targeted to the truly n2edy.

23. There are a number of risks associated with the reform strategy described in this report.
Slovakia is a new country with limited institutional capacity in many areas. Its industries tend to cluster
in sectors in which there is already substantial overcapacity in other countries (such as steel, chemnicals,
alumimun, and armaments) and where high levels of protection often impede access to export markets.
Thus far, private sector investment, both domestic and foreign, has been limited. There is also the
danger that the social consensus for reform will unravel unless economic recovery starts soon. The
differences in economic recovery outcomes possible in the long run are large enough to justify taking the
risks associated with a more aggressive reform effort now.



CHAPTER 1. THE CHALLENGE OF RECOVERY

1.01 Entering its first year as an independent country in 1993, the Slovak Republic enjoyed
some of the most favorable initial conditions of any economy in transition. It had inherited a tradition
of macroeconomic prudence, low inflation, and a modest debt. A skilled and competitively priced labor
force and a strategic location in the center of Europe augur well for the economy's longer-term prospects.
But other undesirable legacies-heavy industries ill-suited to Slovakia's comparative advantages, weak
banks, and unsustainable transfer payments-mean that the adjustments ahead will be difficult. The
transition has already been costly in social terns-real incomes plunged 24% between 1990 and 1993
(Figure 1.1). Economic reform has reached a critical juncture: macroeconomic stabilization has been
broadly successful and there are promising signs of fiscal retrenchment and of private sector growth, and
the restructuring of recently privatized state-owned enterprises. Decisions must be made now about
structural changes that will determine the nature of future economic recovery. Economic projections for
the next decade, developed later in this chapter, suggest that the gains from launching a rapid,
comprehensive reform program now would be substantial (per capita income some 25% higher at the turn
of the century) compared with the outcome if reform is delayed.

1.02 Slovakia's output decline since Figure 1: Fcll In Reel GDP
1990 originated in two major shocks: the loss of (blUons ot conhatlt InRe )
markets associated with the collapse of the CMEA ?

and the dissolution of the Czechoslovak ai 9

Federation. With the collapse of the CMEA, the .o. - .|---....
major markets for Slovak goods effectively vu
disappeared and, because of extensive price and .i.. ..
trade liberalization in 1991-92, firms faced a new
set of relative prices that often revealed a lack of ... ... ....
comparative advantage in their original activities.
With dissolution of the Czechoslovak Federation
at the end of 1992, fiscal transfers to Slovakia
equivalent to 7% of GDP ceased abruptly. "a "5 '"t I ' '5

Interrepublic commerce, which accounted for half 's iIt Soa

of Slovakia's trade, was also disrupted.
Intensifying the impact of these shocks was the
ongoing transition to a market economy and the need to establish a new institutional
infrastructure-central bank, foreign ministry, and the other institutional structures of a new nation.

1.03 The decline in output, a natural consequence of resources deployed in the wrong
activities, was exacerbated by widespread illiquidity. The govermnent kept inflation in check, but the
fiscal deficit mounted following the loss of transfers and the shrinking of the tax base. Financing of the
deficit led to a crowding out of the private sector. An anticipated devaluation of the Slovak koruna led
to heavy capital flight, further reducing liquidity. Enterprises reacted to the shocks by borrowing more
than they were able to repay. Interenterprise arrears (estimated at 3% of GDP in 1993) and a large stock
of bad debts in the banking system accumulated, leading to a decline in bank lending. The resulting
gridlock impeded the necessary shift of resources to more competitive economic activities.
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1.04 Three actions are needed on the macroeconomic front to restore growth:

0 Recovery of demand. Export growth will have to be the major source of demand
recovery as fiscal retrenchment begins to bite. The key will be to maintain
competitiveness and to achieve or retain a foothold in markets that are often protectionist.
As the health of the enterprise sector improves and wages and employment rise, more
growth in private consumption can be expected.

O Fiscal reform that facilitates restructuring. Deficit reduction is a priority, but so are
changes in the composition of revenues and expenditures. In the longer run, the
economy needs to rely on lower tax rates and a wider, more consolidated tax base to
generate revenue. Expenditures have to shift from subsidies and universal social benefits
to investment and more generous transfers directed only to the truly needy.

o Growth in credit to the private sector. Reduced government borrowing fiom the banking
system will help, but eventually it wiul be necessary to address the stock of bad debts that
distort the effectiveness of financial intermediation.

1.05 This chapter explores the macroeconomic reasons for the collapse of output in Slovakia,
beginming with Slovakia's economic legacy from the federation with the Czech Republic and the collapse
of aggregate demand associated with the demise of the CMEA in 1991 and 1992. Ongoing fiscal and
monetary policy-and the implications for prices, wages, and the exchange rate-are also considered. A
medium-term scenario based on structural reforms in the financial, enterprise, and social sectors is
outlined briefly and then presented in greater detail in subsequent chapters.

Slovakda under the Federation

1.06 Slovakia's economic development was influenced heavily by the imposition of Soviet-style
ceral planning on a primarily rural economy-one much poorer than the neighboring Czech lands with
which it had been joined since the breakup of the Austro-Hungarian empire. This unified state became
the Federation of Czech and Slovak Republics in 1968. The conumunist govenmment that came to power
in 1948 began a strong push for rapid industrialization in Slovakia, to achieve a convergence of incomes
across the federation. Slovakia's measured per capita income rose from around 60% of that in the Czech
lands in 1948 to almost 80% in 1968 and reached near parity in the 1970s.' This growth was fueled by
large-scale industrialization financed in part through transfers from the federation. The outcome is a
highly industrialized economy with a distorted emphasis on semifinished goods, engineering products,
and armaments and highly dependent on markets in the former CMEA. The magnitude of the distortion
in Slovakia's productive structure can be grasped by comparing its distribution of GDP across sectors
with that in other countries-a 40%/54% split between services and industry compared with an average
of 61%/33 % for OECD countries (Table 1.1).

1 As is the case throughout the formerly communist economies, the real value at international prices of
Slovak industries is not easy to determine. Only privatization followed by a period of integration with the
world economy will reveal the true level of Slovakia's per capita income and wealth.
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Table 1.1: GDP by Sector, Slovakia and OECD Countries, 1990
(percent)

Country Agriculture Industry Services

Australia 4 31 64
Austria 3 37 60
Belgium 2 31 67
Denmark 5 28 67
Finland 6 36 58
France 4 29 67
Germany 2 39 59
Greece 17 27 56
Italy 4 33 63
Japan 3 42 56
Netherlands 4 31 65
New Zealand 9 27 65
Sweden 3 35 62
Turkey 18 33 49

Average 6 33 61

a 1992 Data

Source: World Develupment Report 1992 and Slovak Statstical Office.

1.07 This industrial structure has imposed greater costs on Slovakia's transition to a market
economy than might otherwise have been the case, given its favorable macroeconomic legacy. Slovakia
shared in the macroeconomic stabilization success of the former Czechoslovak federation following the
"Velvet Revolution" of 1989. Inflation remained low (10% in 1992), external debt was only 27% of
GDP in 1992, and progress has been good in price decontrol, privatization, trade liberalization and
reorientation of exports to the West, and the creation of a social safety net.

1.08 The output losses associated with the federal stabilization program were massive in both
the Czech and Slovak Republics-a decline of 15% in 1991 and another 7% in 1992. Employment rates,
however, have displayed a sharp divergence across republics since the beginning of the transformation
program (Figure 1.2). Slovakia was hit much harder by the federal government's decision to stop arms
exports, which were far more important for the Slovak than the Czech economy, and by the slow growth
of its private sector and low rates of foreign investment.

Dissolution of the Federation

1.09 The breakup of the seventy-four year old federation on December 31, 1992 occurred after
the victorious parties in the republic-level elections in June 1992 were unable to agree on the composition
and policies of a federal government. A series of negotiated agreements accompanied the country's
dissolution throughout the autumn of 1992. These covered a monetary and customs union, the division
of publicly owned assets and liabilities, and the treatment of international and domestic obligations.
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Monetary and Customs Union

1.10 The planned monetary
union was to remain in force for up Figure 1.2: Unemployment Rates
to six months starting January 1, (monthly data)
1993, though it collapsed within six la Pront
weeks. The central banks in the two
republics were to coordinate monetary 14 ........... .........-
policy through a joint committee.
The agreement specified that the t2 . . ... .

monetary union could be terminated if I 
limits on the size of the budget 10.

deficits, foreign exchange reserves, . . ---..-..

and interrepublic c^pital flight were
exceeded or if monetary policies were e.. . .. .....................
at odds.

1.11 A large loss in
foreign exchange reserves in late ..........
1992 and January 1993 in both
republics precipitated the decision to ' ha 1 ha J l3

dissolve the monetary union on
February 8, 1993. Foreign exchange - SI publ -+- e oh Rbio

reserves were drained by capital Source. Slovak and Czech Statistlal Office.

outflows and by a sharp increase in
import payments driven by
uncertainty over the dissolution of the federation and preemptive buying prior to introduction of the value
added tax on January 1, 1993. Net outflows of foreign assets were estimated at about US$200 million
in 1992 because of widespread expectations of a devaluation.

1.12 The republics ratified a customs union agreement on October 29, 1992, in recognition
of the extensive trade links between them and the need to ensure the free movement of goods and services
and capital and labor. The agreement, which complies with the policies of the General Agreement on
Tariffs and Trade (GATT) and the European Union (EU), prohibits the use of tariffs within the territory
of the former federation and stipulates a common customs policy toward third countries. The agreement
also prohibits trade discrimination through the use of fiscal instruments (except in agriculture), bans
activities that thwart competition, and protects intellectual property.

1.13 When the monetary union was dissolved, a clearing arrangement was established for inter-
republic trade flows. Transactions prior to February 8, 1993, were cleared under the common currency,
but thereafter trade imbalances were cleared regularly and financed up to a ceiling of ECU 130 million.
The agreement also allows for adjustnents of exchange rates under the clearing arrangement within a 5 %
band against the clearing ECU.



the Velvet Divorce

1.14 The division of federal property was based on territoriality and population. Immovable
federal property went to the republic in which it was located. Movable and divisible assets and liabilities
were divided between the Czech and Slovak Republics in a ratio of 2 to 1, according to population.
There were, of course, some exceptions. Embassies abroad were assigned to one of the republics, with
some shared use of space until alternative accommodations could be found for the other republic. Quota
allocations providing access to the EU market were divided on the basis of production and export
capacity. Property was divided in an orderly manner, gtided by the desire to ensure stability.

Table 1.2: External Debt of Hungary, Poland, and Slovakia 1990-93 1
Debt measure 1990 1991 1992 1993
Debt per capita (current US$)

Hungary 2,037.8 1,235.7 2,199.2 2,386.2
Poland 1,277.5 1,235.7 1,225.1 1,218.1
Slovakia 377.9 506.0 532.9 626.9

Debt as share of GDP (%)
Hungary 65.4 74.1 70.6 67.4
Poland 78.3 60.7 56.1 55.7
Slovakia 14.0 26.7 26.5 32.7

Debt service as share of exports of
goods and services (%)

Hungary 38.0 40.1 31.1 40.6
Poland 53.9 23.7 23.4 19.4
Slovakia --- --- 7.5 8.0

*Debt service figures for debt contracted as of end-1992 for Slovakia are estimates. Debt
service ratios are based on total exports of goods and services.

Source: World Bank data.

1.15 Slovakia inherited a relatively small debt from the federation (Table 1.2): about US$2.8
billion in debt to the rest of the world (27% of annual GDP) and $900 million in debt to the Czech
Republic (still under negotiation). Major creditors are commercial banks, bondholders, the International
Monetary Fund (IMF), and other official creditors. The Slovak Republic is current on all its debt
servicing, which in 1993 amounted to about 8% of exports of goods and services.
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Box 1.1: The Slovak RepubUc in Context

Slovakia, which became independent on January 1, 1993, is a land-locked country at the center
of Europe. Its population of 5.3 million people is stable, with fertility at about replacement rates.
Enrollment in primary and secondary schools is virtually universal. About one-quarter of the population
go on to colleges, specialized schools, and universities. Women's Participation in the labor force is high
at 82% of working-age women. Average life expectancy is also li2h at 72 years, but male life expectmny
is only 67 years, mainly because of high rates of cardiovascular disease and cancer.

In per capita income, Slovakia is in the middle range of its Central and Eastern Eurpean
neighbors (see figures below). Measured in terms of purchasing power parity exchange rates that adjust
for prices of nontradables, however, Slovakia's per capita income exceeds that of Poland and is well above
the regional average. Real wages have declined since the beginning of the transformation progm.
Declining output and growing unemployment have meant declining living standards for much of the
population over the last three years.

Du g 1.1: Indices of Avwago Box: ttom 12: Population In 1992
Real Wage (1989 -100) Willons)
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Coping with Shocks

1.16 Since independence, the Slovak Republic has preserved a good degree of macroeconomic
stability, though macroeconomic imbalances persist, a consequence of the conflicting objtctives of the
government's fiscal, monetary, and exchange rate policies. The interrelated needs for fiscal adjustment
to the loss of transfers from the federation, a prudent monetary policy to control inflation, and an
exchange rate policy to protect the external position have contributed to the decline i.n economic activity
in 199L. The fixed one-for-one parity with the Czech koruna through July 1993 meant that exports could
not stimulate demand recovery, while the uncertainty led to capital flight that drained the economy of
foreigr. exchange.

Loss of Markets: the Collapse of Foreign and Domestic Demand

1.17 The collapse of demand for Slovak goods is the root of the crisis in the economy.
Aggregate demand fell by about 24% between 1990 and 1993 ( Figure 1.1). Part of the demand shock
reflected external factors-the collapse of the CMEA, -^mbargoes on trade with a number of Slovakia's
major trading partners, and the recent disruptions to trade with the Czech Republic. But domestic
consumption and investment also contracted severely (35% between 1990 and 1993) as both government
and households restrained spending during the transition. This loss was only partly offset by the gains
in exports to Western markets as the direction of trade shifted away froTn the CMEA.

1.18 An open economy subject to massive trade shocks. The Slovak Republic is an open
economy, with merchandise imports and exports equivalent to about 60% of GDP. Extensive trade
liberalization after 1990 resulted in the abolition of most quantitative restrictions,2 and import-weighted
tariffs currently average 4.6%, unweighted tariffs 6.2% (Table 1.3).3 By comparison, the average
unweighted tariff is 13% in Hungary and Poland.

1.19 Collapse of trade. Czechoslovakia's trade collapsed in the wake of the dismantling of
the CMEA trading arrangements in January 1991, depressing economic activity (Figure 1.3). The impact
was particularly dramatic for Slovakia, which depended more on trade, especially CMEA trade, than did
the Czech Republic. The impact was greater in volume than values because import and export prices both
rose to world market levels following liberalization of prices, trade, and the exchange rate. The net
impact was nonetheless a deterioration in Slovakia's terms of trade, because import prices (especially of
energy products) rose faster than export prices. Consequences were especially severe for industries that
depended heavily on imported inputs.

2 Exceptions are import licensing requirements on crude oil, natural gas, uranium, coal, copper, aluminum,
lead and paper products, firearms and ammunition, certain clothing products, and narcotics. Export
licenses are required for weapons and explosives and goods subject to voluntary export restraints based on
quantitative limits or minimum prices (such as textiles, steel, meat and live animals exported to the EU).

3 The low tariffs were phased in. A 20% temporary import surcharge in effect in 1990 (Federal Ministry
of Finance Decree 569/90) was reduced to 18% on May 1, 1991 (Decree number 108/1991), to 15% on
June 1, 1991 (Decree 234/1991), to 10% on January 1, 1992, and abolished at the end of 1992. Article
22 of the customs union agreement with the Czech Republic allows for temporary measures under special
circumstances if both parties agree. The Slovak authorities imposed a temporary import surcharge on
consumer goods in March 1994. The Czech Republic followed the Slovak authorities' decision by
devaluing the Czech konma by 3 percent in the clearing system.
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Table 1.3: Nominal Protection Rates. 1992
Minimum Maximum Average tariff Standard

Sector tariff tariff Unweighted Weighted deviation

Economywide 0 80.0 6.2 4.6 5.6
Agriculture 0 80.0 4.0 6.9 7.7
Mining 0 5.8 0.2 0.0 1.0
Manufacturing 0 65.0 6.4 5.4 5.4

Consumer goods 0 65.0 8.4 9 7 .4
Intermediate goods 0 25.0 5.2 3.4 3.7
Capital goods 0 27.0 5.4 5.2 2.8

Manufacturing subsectors
Food, beverages, tobacco 0 65.0 11.3 9.5 12.3
Textiles and leather 0 35.0 7.7 8.9 4.3
Wood and cork products 0 12.0 6.4 7.5 3.1
Paper and printing 0 25.0 8.1 6.6 5.5
Chemica!s, petroleum, and coal 0 20.0 4.9 3.7 2.9
Nonmetallic minerals 0 20.0 7.9 7.6 4.5
Basic metal industries 0 10.0 3.9 2.0 2.7
Metal products, machinery 0 27.0 5.6 5.6 2.9
Other manufacturing 0 45.0 5.7 6.9 5.1

Note: Rates exclude the temporary import surcharge reimposed in March 1994.

Source: World Bank data and staff estimates.

Figure 1.3: Czechoslovak Exports and Imports, 1989-92
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1.20 Before Slovakia was able to adjust to these shocks, it was hit by another external shock,
the collapse of the monetary union with the Czech Republic in February 1993 and the resultant need to
establish a border. Slovakia had an estimated trade deficit with the Czech Republic in 1992 of about
US$640 million in merchandise and US$300 million in services. Until then, the imbalance was financed
by transfers through the federal budget. The transfers, equivalent to about US$750 million, reflected the
underlying current account adjustment that Slovakia needed to make in 1993. The border complications



9

associated with the implementation of the VAT and the general uncertainty about procedures at t e
beginning of 1993 were corrected as procedures were streamlined. Nevertheless, trade with the Czec,
Republic declined sharply, with dollar exports dropping by 25% and imports by 39%. Although the
trade balance with the Czech Republic did move into surplus (US$44 million) in 1993, some contraction
in trade between the Czech and Slovak Republics seems to be an inevitable price of independence.

1.21 Despite the modest surplus in trade balance with the Czech Republic, Slovakia had an
overall trade deficit of US$200 million in 1993 (10.2% of GDP). Slovakia's merchandise trade declined
by 19% for exports and 12% for imports in nominal dollar terms. About half the merchandise trade
deficit occurred in the last quarter of 1993, some USS200 million of it the result of imports of military
airplanes from Russia and of equipment for nuclear power plants. The airplanes were delivered as
repayme-it for loans from Slovakia to Russia, and thus there is a corresponding entry in the capital
account. The services account showed a surplus of about US$370 million, due primarily to transit fees
on the gas pipeline. The current account recorded a deficit of US$570 million (5.6% of GDP), but the
capital account had a surplus large enough to allow for the accumulation of gross reserves of US$377
million (US$318 million of which represented an increase of short-term assets of commercial banks).

1.22 Shifting markets. The Slovak Republic has been increasingly more successful at shifting
its trade to the OECD market (Figure 1.4). The importance of the Czech Republic as a trading partner
diminished throughout 1993, reflecting both the shift to trade on a convertible currency basis and the
continuation of a trend emerging in 1992, as Slovak exports to the Czech Republic fell by 17% and
imports by 8% in nominal terms.4 Trade with the Czech Republic fell from an estimated 50% of total
trade in 1992 to 39% in 1993. The former Soviet Union has diminished in importance as a trading
partner as well, its shares increasingly replaced by the EU, which now accounts for almost one-quarter
of Slovak exports. Considering the severe economic dislocations in the former CMEA markets, this shift
toward the OECD is clearly a positive outcome. But with recession and growing protectionism in many
of the major OECD markets, Slovakia will continue to face difficulties in export markets (Box 1.2).

Figure 1.4: Direction of Trade (excluding the Czech Republic)
(percentage of value)
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Note: 'he increase in the share of exports to OECD includes the reclassification of the former German Democratic Republic.

Source: Slovak Statistical Office.

4 PlanEcon, April 30, 1993, p.23.
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Box 1,2: The EU and Slovakia-Trade not Aid?

The Europe Agreement (also known as the Associaton Agreement) between the EU and the former Czech and
Slovak Federal Republic of December 1991 has not been ratified, but some provisions have been implemented through
an interim agreemnent since March 1992. The object ve is to establish a free trade area between the EU and the Czech
and Slovak Republics over a transidonal period of ten years. However, trade in agricultural products is not covered, and
provisions fot contingent protection-safeguard measures and antidumping - will remain indefmitely in industrial goods.
Meanwhile, the Czech and Slovak Republics are obliged to adopt competition laws compatible with EU law within three
years. The full agreement provides additionally for the liberalization of trade in services, political and economic
cooperation, and technical assistance. The EU also provides Slovakia aid amounting to about US$40 million per year
under the PHARE prqram and access to financing through the European Investment Bank (EIEB).

Under the agreement, the EU will abolish all quotas and tariffs on industrial goods over five years, but the pace
of that liberalization would vary. For 'nonsensitive' products, liberalization is immediate. For 'sensitive' industrial
products, including footwear, motor vehicles, some chemicals, glass, and furniture, quotas will be raised by 20% a year
(linearly) for five years, and then be abolished completely, while tariffs both within and above the quotas will be lowered.
With the breakup of the Czech and Slovak Federation, access to the! EU market was divided on a product-by-product basis
between the two republics according to export performance and production capacity. The Czech and Slovak Republic's
quota allocations to the EU will increase linea 'y by 20%, using 1991 exports as the base year. In general, the pattern
of liberalization for Slovak imports is similar, but somewhat slower, with complete liberalization for industrial goods after
nine years.

Quotas and tariffs on coal have been abolished except for imports to Germany and Spain, which are allowed
to retain them for up to four years. Tariffs on textiles will be phased out over six years, with quotas phased out in ten
years. For agricultural products, most quotas are increased by 10% per year, with levies on quantities withm the quotas
reduced by 50% to 60% over one to three years.

Steel, Slovakia's most important export, illustrates the EU's somewhatamnbiguous attitude toward market access.
Under the agreement, quotas were abolished immediately, whie tariffs (already relatively low) were to be phased out
over a period of five years. However, since the agrteements came ino force, the EU as imnposed antidumping duties
of over 30% on stel tubes and, under the safeguard provisions, has reimposed quotas on Slovak steel imports untl 1995,
based on their 1991 level.

Increased access to EU markets has brought clear benefits to Slovakia. Czechoslovak exports to the EU
expanded by nore than 40% a year in both 1991 and 1992. But the speed of future Slovak integration into the EU
market depends most on factors over which Slovakia has litle control-economic and political developments within the
BU, and progress in multilateral trade negotiations. The Slovakeconomny is more open than that of the EU, and Slovakia
is often competitive in precisely the 'sensitive sectors in which EU protection remains relatively high, such as steel,
textiles, and potentially agriculture. The more Slovakia finds foreign markets for these traditional industries, the less
painful restructuring wili be and the less external assistance will be required.

Recognizing this, the European Council decided in June 1993 to advance unilaterally some of the measures
described above, with the removal of duties on 'sensitive' industrial products being brought forward by two years, the
agricultural concession advanced by six months, and a number of other improvements. The European Council also
committed the EU to eventual full membership for Slovakia, subject to various conditions, including 'the capacity to cope
wih comnpetitive pressures and market forces within the Union,* although no target date is specified.
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1.23 The composition of trade reflects
Slovakia's legacy as an economy dominated by heavy
industry. Slovak exports are composed largely of Frig= u Co*epom 0o Trdo in 193

manufactures such as iron and steel, nonferrous metals, (b.ui,w of .. m... W=)
metal manufactures, cement, and wood and paper
products (SITC category 6) and machinery and o- uau
equipment (SITC category 7), which togethet account for 
60% of exports (Figure 1.5). About one-third of bstn,.toi

imports from the Czech Republic consist of electric at Li .
powtr, coal, metal products, and machinery and
equipment; imports from the rest of the world consist nSb _.b

largely of mineral fuels and machinery and equipment. Hu4iL'
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1.24 Contraction in domestic demand. The , =3"p
collapse of domestic aggregate demand has contributed S. slc,t Stltlt fice
to the recession and to the contraction of import demand.
Both consumptian and investment fell sharply in 1991
(by 25.1% and 15.5%) in real terms. Real personal consumption fell by about 28%, as household
savings increased in precautionary response to rising unemployment and the declining real value of
deposits after price increases associated with liberalization. Domestic demand contracted faster than
output in 1991, resulting in a substantially improved foreign balance in constant prices (reflecting the
large terms of trade deterioration), although only slightly improved in current prices. Domestic
absorption fell by about 10% in 1992,while the negative external balance was reduced. The collapse in
domestic demand continued in 1993 as consumption fell by 8%, much of it due to a sharp reduction in
government consumption of about 18%.

1.25 Investment demand has also suffered. In 1991, gross investment fell by 16%, while fixed
investment contracted by 25% as stocks equivaient to 6% of GDP accumulated. The collapse of
investment reflected weak consumer demand, declining profitability, and the uncertainty created by price
and trade liberalization and the impending privatizations. Fixed investment declined another 19% in
1992, and inventories accumulated the previous year were run down (equivalent to 4% of GDP).
Continuing uncertainties about reform and the dissolution of the federation, as well as worsening
enterprise profitability, lay behind the falling investment level. While firms' internal resources for
investment were reduced, tight monetary policy raised the cost of external funds and limited their
availability. Gross investmrrent decreased slightly in 1993 as the rundown of inventories continued and
fixed investment fell by 2%.

Adjusting to a Loss of Fiscal Transfers

1.26 With the breakup of the federation, the Slovak government had to adjust the budget for
1993 to an estimated loss of fiscal transfers equivalent to about 7% of GDP. At the same time, Slovakia
had new expenditure obligations associated with the dissolution of the federation and the establishment
of an independent country (such as establishing embassies, issuing a new currency, establishing a customs
administration). Further complicating matters was the new tax system introduced on January 1, 1993,
which greatly increased uncertainty about revenue projections (Box 1.3). Upheaval and adjustment in
the enterprise sector also meant that the government's traditional tax base was shrinking. Meanwhile,
the initial restructuring efforts were creating a greater need for social transfers.
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1.27 Thus in the first year of independence, as transfers from the federation were eliminated
and the government sought to maintain macroeconomic stability, the fiscal adjustment required vas
considerable. The budget deficit was cut back from 13.1% of GDP in 1992 to 7.5% in 1993. That 5.6
percentage point cutback in the deficit reflected a 2.8 percentage point shrinkage of revenues (from
50.7% of GDP to 48%) and an 8.4 percentage point shrinkage of expenditures (from 64% of GDP to
55.4%).

1.28 The 1993 budget. The officially balanced budget for 1993 reflected the government's
attempt to control expenditures while simultaneously introducing a major tax reform. Given that the
estimated underlying deficit in 1992 was 13.1% of GDP (including transfers from the federation), the
1993 budget implied a major adjustment effort. Cuts equivalent to about 10% of GDP were made in
almost all expenditure categories, the largest coming in transfers to households (3% of GDP), other
current expenditures (5%), and investment (2.5%). The cuts were intended to more than compensate for
the expected revenue losses associated with the administrative difficulties accompanying introduction of
a value added tax and the reform of personal income and profit taxation.

1.29 Revenue projections andperformance. Revenues were well below projections in virtalaly
all tax categories in early 1993, with the exception of income taxes on wages.5 Administrative
difficulties with the new VAT were partly to blame, but the primary reasons seem to have been the
difficult financial position of enterprises and the slowdown of economic activity in 1992. The continuing
contraction in economic activity manifested itself in enterprise tax arrears equivalent to Sk 14.5 billion
in the first quarter of 1993, almost Sk 8 billion of it on payroll taxes, which finance the social insurance
funds. The agricultural sector alone was responsible for Sk 3.6 billion of payroll tax arrears. By the end
1993, tax arrears had risen to Sk 18 billion.

1.30 The government moved quickly by mid-year to identify further fiscal measures (equivalent
to 2.5% of GDP for the second half of 1993, or 5% on an annual basis) to contain the deficit and hold
down inflation. This fiscal tightening, supported by a Systemic Transformation Facility loan from the
IMF, was intended to hold the overali fiscal deficit to 6.7% of GDP, though in the end the deficit came
in at 7.5%. The VAT rates were raised, as were excise taxes (6% increase) and property taxes (25%
increase). Changes in social security legislation were expected to generate revenues equivalent to 1%
of GDP. To cut spending even more, social expenditures were targeted more narrowly, and investments
and subsidies were cut back, generating savings equivalent to 1.5% of GDP.

5 Revenues from excises and profit taxes are also well below projections, possibly a reflection ef the
contracting tax base and, given the high rates vf taxation, growing evasion. The one bright spot is the
high.er than expected revenues of budgetary and subsidized organizations, which appear te be using their
greater financial autonomy to charge fees for services. However, in aggregate termns, this will have little
impact because of the small amounts involved
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Box 1.3: The New Tax System

A fundamental tax reform had been planned for Czechoslovakia for 1993. When the federation split
up, both new republics decided to proceed with the tax reform on Januaiy i, 1993. Since 1989, taxes on
turnover, profits, wages, and payroll had been gradually replacing the old system of predominantly
discretionary taxes used to extract surpluses from state-owned enterprises. The 1993 reform was designed
to replace the numerous turnover taxes with a valueadded tax and to introduce personal income and corporate
profit taxes. The payroll is to be replaced by contributions from employees and employers to four social
insurance funds: pensions, health insurance, sickness, and employment ( Box 1.2).

Value added tax. The decision to adopt a value added tax (VAT) was driven by the desire for
compatibility with the EU and by the attractive economic characteristics of the tax, such as neutrality,
efficiency, and coverage of the services sector. The basic VAT rate is 23 %, with a lower rate of 5% for
food, energy, medicines, and paper products. An extensive public information program preceded introduction
of the tax, to familiarize businesses with the new system. Despite these efforts, there was some confusion
in the early stages. As revenue shortfalls became apparent in mid-year, the top rate was raised to 25% and
the bottom rate to 6%.

Income taxes. The June 1992 law on direct taxes replaces six different laws on the taxation of
corporate and personal income. The new uniform corporate profit tax rate of 45% replaces previous profit
taxes of 40% for joint ventures, 50% for agriculture (which makes mostly losses), and 55% for all other
corporations. The goverment also proposed to use tax incentives to attraa foreign direct investment, despite
widespread evidence that such incentives have little impact at the margin. The personal income tax is 15%
up to an annual income of Sk 60,000; thereae it rises progressively to a rate of 34% for income of Sk 1.08
million, with a marginal rate of 47% for income above that. Deductions are permitted for dependents (up
to four children), the disabled, and charitable contributions. Interest and dividend incomes are taxed through
a withholding tax of 15% to 25 %.

Socal insurance fuids. A 50% payroU tax is used to finance four social insurance funds to pay
benefits to pensioners, the sick, and the unemployed. Employers pay 38% of the tax, employees 12% (as
a percentage of base wages). The pension funi takes the largest share (26.5%), followed by health insurance
(13.7%$, the sickness fund (5.6%), and the unemployment fund. These social funds were intended to operate
independen:ly as self-financing finds, but they will continue to be part of the budget for accounting purposes
in the near term. Expected shortfalls in revenues will have to be met by the budget. (Operations of these
funds are discussed in more detail in chater 5.)

1.31 These measures made fiscal sense in the short run, but in the longer run, as the tax base
grows, lower rates may be appropriate. Tax revenues as a share of GDP are extremely high in the
Slovak Republic compared to OECD countries (Table 1.4). Slovakia relies far more on taxes on goods
and services and on corporate income and far less on personal income taxes than do OECD countries on
average.6 The high tax rates needed to generate these revenues and to compensate for lower
collection efficiency create economic disincentives. The 50% payroll tax creates a clear bias against
hiring. Similarly, in an economy where firms are likely to finance of their investment through retained
earnings, the corporate profit tax may create disincentives to capital formation.

6 VAT collections in Slovakia in the first year of implementation were 8.1% of GDP, higher than the OECD
average. Slovakia's success in VAT implementation was due in part to a high import to GDP ratio (62%),
which implies that a substantial share of VAT revenues are collected at the border.
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Table 1.4: Revenue Statisdes of Slovakia and OECD Countries
(percentage of GDP)

Total Tax on Tax on Tax on Social Tax on
tax goods and VAT corporate personal security payroll and Tax on

Country revenue services Share income income contributions work force property

Australia 30.1 8.5 - 3.8 13.4 1.7 2.7
Austria 41.0 13.3 8.7 1.5 8.2 13.7 2.5 1.1
Belgium 44.3 11.3 7.2 3.0 13.6 15.1 - 1. 2
Canada 35.3 10.4 - 3.0 13.5 4.6 3.1
Denmark 49.9 16.5 9.1 2.1 26.0 1.2 0.3 2.2
Finland 38.1 14.4 8.8 1.6 17.6 3.0 - 1.5
France 43.8 12.6 8.3 2.4 5.2 19.2 0.8 2.2
Germany 38.1 9.7 5.9 2.1 11.2 13.8 - 1.2
Greece 33.2 15.0 8.1 1.5 4.4 10.5 0.6 1.1
Iceland 33.8 18.7 - 1.0 8.2 0.9 1.1 2.7
Ireland 37.6 16.7 8.1 1.3 11.9 5.4 0.5 1.8
Italy 37.8 10.2 5.3 3.8 10.1 12.5 0.2 0.9
Japan 30.6 3.9 1.0 7.5 7.6 8.5 - 3.1
Luxembourg 42.4 10.3 5.9 7.5 9.9 11.1 3.5
Netherlands 46.0 12.0 7.5 3.5 9.7 18.9 - 1.7
New Zealand 40.3 13.0 8.1 3.6 18.5 - 0.7 3.3
Norway 45.5 16.5 8.7 2.4 12.5 12.4 - 1.3
Portugal 35.1 15.8 7.0 1.4 4.9 9.2 - 0.5

Spain 34.4 9.9 5.6 3.0 7.9 11.9 - 1.3
Sweden 56.1 13.5 7.6 2.1 22.0 14.7 1.8 1.9
Switzerland 31.8 5.9 - 2.1 10.6 10.4 - 2.7
Turkey 29.0 7.1 4.7 2.4 6.7 4.5 - 0.6
United Kingdom 36.5 11.3 6.2 4.5 9.7 6.4 - 4.6
United States 30.1 4.9 - 2.6 10.7 8.8 - 3.1

Unweighted average
OECD total 38.4 11.7 5.5 2.9 11.4 9.0 0.4 2.1
OECD Europe 39.7 12.7 6.5 2.6 11.1 10.3 0.4 1.8
EU 39.9 12.6 7.0 3.0 10.4 11.3 0.2 1.9

Note: OECD data are for 1989; Slovak data for 1993.

' Payroll taxes (as a proportion of payroU or as a fixed amount per person) that are not earmarked for social security expenditure. In Slovakia, aU
payroll tax revenues are ea-marked for social security contributions.
' Including a road tax amouhtm& to 0.4% of GDP.

Source: OECD, 1991, Revenue Statsics of OECD Menber Couwtries, OECD, Paris and Slovak authorities.
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1.32 Expenditure performance. Social sectors dominate expenditures, a reflection of the
communist legacy of large social transfers (Table 1.5). Pensions, at 17% of total govermment spending
(10% of GDP), are the single largest expenditure category; an aging population and a very low retirement
age-fifty-seven years for women and sixty years for men-account for the large size. Other social
benefits account for 21% of governnent spending (12% of GDP). Any attempt to reduce spending will
clearly have to include further cuts in social spending and better targeting of programs to meet the
expected increased demand as unemployment rises and incomes fall.

Table 1.5: Actual Government Expenditures, 1993
(billions of current koruny)

Percentage
Item Amount of GDP

Total expenditure 189.0 55.4

Investment 18.1 5.3

Subsidies to enterprises 16.2 4.7
Agriculture 8.7 2.5

Other current expenditure 154.7 45.4
Unemployment benefits 1.8 0.5
Employment programs 1.1 0.3
Pensions 32.7 9.6
Other transfers 13.7 4.0
Social assistance 3.1 0.9
Education 8.0 2.3
Health 15.7 4.6
Debt service 12.5 3.7

Source: Slovak authorities.

1.33 Subsidies take another large bite from the budget, amounting to 8.6% of total spending
and 4.8% of GDP. Agriculture absorbs about half of all subsidies, mostly to compensate farmers who
are cultivating poor-quality land;7 subsidies for heating, railways, and urban transport account for the
rest. Agricultural enterprises are also major culprits in the network of interenterprise and tax arrears.
Agriculture's financial weakness stems in part from the burden of bad loans associated with liberalizing
input prices but not output prices. Nevertheless, agriculture's dependency on budgetary transfers must
be reduced in the long run.

1.34 Public investment accounted for 9.6% of spending and 5.4% of GDP in 1993. About
70% of investment funds go to sectoral and general purpose support of budgetary organizations (mainly
tansport, telecommunications, and education) and subsidized organizations (mainly health facilities). The
remaining 30% goes to specific projects, most of them in agriculture. Only one manufacturing enterprise
received public investment funds in 1993. Most investment spending is for completing ongoing activities
rather than for new initiatives.

7 Such subsidies amounted to Sk 4.8 billion in 1991 and Sk 3.6 billion in 1992. Further subsidies for
'stabilization and intensification' amounted to Sk 2.2 billion in 1991 and Sk 1.9 billion in 1992.
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1.35 Expenditures have generally been kept under control, although there were some overrus
in 1993. The Ministry of Finance monitors revenues and expenditures daily and informs govenment
eDtitles monthly on their net position. With the exception of social benefits, pensions, health care,
defense, foreign affairs, and a few other programs, each entity is permitted to spend no more than 7%
of its annual budget allocation each month (ess than one-twelfth its annual allocation). Any overage must
be made up the following month. Although this system helps keep the official deficit at a reasonable
level, there is growing evidence that it has also ger.erated government arrears. Without explicit policy
measures to reduce spending, this system of expenditure controls acts simply as a warning signal-and
sometimes even contributes to the breakdown of financial discipline in the economy.

1.36 Most of the expenditure adjustment in 1993 came out of the capital budget (including
extrabudgetary projects). Capital spending went down by 5.6% of GDP, compared to 2.1% for social
expenditures and 0.6% for subsidies. The cuts in public investment are a worrisome sign for the
sustainability of the adjustment. For one thing, many extrabudgetary projects in 1992 were one-off
expenditures (particularly the Sk 8 billion spent on the Gabcikovo dam), so that the estimated deficit of
13.1% of GDP in 1992 overstates the structural budget deficit for that year and thus the implied fiscal
effort needed for 1993. For another, the large cuts in capital expenditures are symptomatic of the
difficulty of finding room to make more cuts on the current side, cuts that will be needed in 1994 and
thereafter to ensure macroeconomic stability.

Monetary Policy: Credibility and Crowding Out

Establiing CaedibUly
Fure 1.6

1.37 Following the breakup of the ManebaymaandNatd Forgn A=Ws
federation in December 1992 and the dissolution _ _it

of the monetary union in February 1993, the most
important objective of the Slovak monetary 4,0. - ------

authorities was to establish credibility for the new 4
currency so that currency-holders would convert X s
their old Czechoslovak koruna (Kc) into the new 2 - -

Slovak koruna (Sk). The monetary authorities 2 .1aX
used indirect and direct monetary instruments to
curb expectations of a devaluation and inflationary
pressures. Credit auctions were relied on to inject 8i,' e's,
liquidity into the banking system and to establish _ _ _ _

market rates of interest. In addition, the National l _F
Bank of Slovalda (NBS) used its rediscount Sowrce: National Bank of Slovakia.
facilties to offer a limited amount of funds to
banks that lent to agriculture and export activities, and it used the lombard facil;ty to provide emergency
credit to banks. In early 1993, the NBS found it necessary to introduce direct monetary instruments In
the form of bank credit ceilings to prevent imprudent risk-taking by banks with large non performing
loans in their portfolios.
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1.38 In the wake of the external trade shock following dissolution of the federation,
expectations of a devaluation of the new currency led to a large loss of foreign reserves in early 1993.
In February 1993, when the currency union was dissolved and currency-holders were asked to convert
their old koruny into new Slovak koruny, many people decided to convert into foreign currency instead,
causing a sharp drop in currency in circulation and in NBS's net foreign assets (Figure 1.6). In the first
quarter of 1993 broad money fell in both nominal terms (3.3%) and real terms (13.5%), while net foreign
assets of the banking system declined by some US$120 million; they fell by an additional US$45 million
in the second quarter. The substantial drop in real broad money in the first quarter was partially reversed
later in 1993, as the monetary authorities worked to stabilize expectations of a devaluation and establish
credibility in the new currency. Real broad money increased 1.6% in the second quarter, declined 2.9%
in the third, and increased 10.9% in the fourth. Overall, it declined 5.3% in real terms in 1993
(compared with a drop of 4.1% in real GDP).

Crovding Out

1.39 The NBS's decision to stabilize expectations about devaluation by controlling the
expansion of base money was undermined by pressure on NBS to finance the budget deficit. The
government's inability to reduce the large fiscal deficit overnight and the absence of well-developed
financial markets for treasury bills resulted in reliance on the NBS to finance the deficit. The NBS's total
credit to government (the sum of net credit plus purchases of treasury bills) increased from Sk 22 billion
in early January 1993 to Sk 38 billion in April (Figure 1.7). This rapid increase in credit to the
government stimulated a further fall in net foreign assets.

1.40 When the currency union was
dissolved, the stock of base money was Figure 1.7
reduced by more than the amount converted IDS Total Cteitto Govt,Net CredIt
into foreign exchange or bank deposits to Go't wed Credi to Banks
between early January and February 4, 1993.
Because that was equivalent to reducing - - . - . - -
NBS's liabilities,8 NBS was able to use these
extraordinary profits to expand credit to the .;
government in the first quarter of 1993
without too great an effect on base z 20 - - - - - -- - - -- ---- - -
money-and while maintaining confidence in

p-. . . . . . .
*JS 1'tMiv-M$ '30-Ji43* 4 tp a23 '16.O 13

i; Tdtl CfeNt to ~Oo0IJi adit toteft :wdt_t anj 

Source: National Bank of Slovakia.

8 The authorities may have overestimated the stock of Slovak currency in the opening balance sheet of the
National Bank of Slovakia. In that case, the NBS profit would have been at the expense of the National
Bank of the Czech Republic. However, there :- io strong evidence that this might have been the case.
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the new Slovak koruna.9 By the second and third quarters of 1993, however, the budget and the
enterprise sector were exerting stronger pressure on NBS to loosen monetary policy and expand credit.

1.41 Government intervention in credit auctions and the treasury bill market in the second half
of 1993 exerted additional pressures on the NBS to loosen monetary policy. In May 1993, in an attempt
to lower interest rates and make credit more accessible to the productive sectors, the NBS suspended
credit auctions, relying on the low interest rate rediscount facility as the main instrument for making
liquidity available to banks-especially the rediscount of bills of exchange for the agriculture and export
sectors. Banks began to rely primarily on NBS credit, which was less expensive than using deposits.
The mobilization of real deposits slowed, and financial resources for lending, particularly to private
enterprises, began to dry up. The NBS responded by restoring the credit auctions in November 1993 as
the primary channel for injecting liquidity into the banking system.

1.42 When the government set a ceiling on treasury bill prices in June 1993 and fixed yields
at about 12%, private investors and banks became reluctant to hold treasury bills. The NBS was thus
compelled to finance an increasing proportion of the fiscal deficit. From December 1992 to June 1993,
before the price and yield controls, the government raised the equivalent of 1% of GDP from the banking
system through the sale of treasury bills; over the period December to August, however, the government
became a net repayer to the banking system, to the tune of about 0.1% of GDP. The government lifted
the ceiling in November 1993.

1.43 Net domestic assets in the banking system increased by some Sk 59 billion in nominal
tems in 1993, but declined by 4.2% in real terms. The composition of the assets changed, however,
with net credit to the government and the National Property Fund rising by Sk 34.6 billion, for a real
increase of 25%, and net credit to nongovernment increasing by Sk 24.4 billion, for a real decline of
11.8%. In this manner, the entire Sk 25 billion budget deficit was financed by credit from the banking
system. A smaller budget deficit would have freed resources for the nongovernment sector, whIle
maintaining the same underlying monetary expansion consistent with macroeconomic stability.

Prices, Wages, and the Exchange Rate

1.44 Despite rapid liberalization of prices, inflation has been kept in check through tight
monetary policy and, under the Czechoslovak Federation, small budget deficits (Figure 1.8). Price
liberalization began in 1990 with the elimination of retail food subsidies and increases in the prices of
gasoline and diesel fuel. More extensive liberalization began in 1991, when the coverage of price
regulation was scaled back from more than 85% of turnover to 15% in January and to about 6% by the
end of the year. In 1992, rents and prices were liberalized on a variety of municipal services and on
gasoline, coal, water for industrial uses, and metals. The introduction of the VAT in January 1993 led
to a one-time 8.9% upsurge in prices, which then fell back to a 1% to 2% a month increase, for a
cumulative inflation rate of 25% for the year. Following each phase of price liberalization in Slovakia,
inflation has subsided quickdy, as prudent demand management policies and wage restraint have avoided
a wage-price spiral.

9 Although the reduction in currency in circulation was attributed to the decision by currency-holders to
deposit their currency in banks, evidence indicates that the amounts deposited was not sizble. Bank
deposits between the end of December 1992 and the end of January 1992 increased by Sk 2.4 billion.
However, the curncy deposited in banks is not counted as currenc extinguished nor as part of the NBS's
extraordinary profit.
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1.45 Wages have responded with a lag
to price increases, reflecting the social consensus Fiao 1.8: Ind Wt ashango Rates
among employers, employees, and (o,1,989-WO)
government-ratified through tripartite co
agreements-on targeted levels of real wage
reductions. After the massive price liberalization 21.

of 1991, real wages fell almost 30% (labor too ..... .
productivity fell 8% that year). There was some 1so - .
recovery in 1992 as real wages rose 9%, but part
of the gain was reversed in 1993, when nominal ,
wages increased by 18.3% but real wages so.
declined by 3.8%. ou I , ,, , I A Ju, - tI - Iul .... I...............
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1.46 The former Czechoslovak koruna - a=+cnu tab -4-- *P -*- Wm"

was devalued twice during 1990, cutting its value Note: wage Index based on quarterly data.
in half. At the end of 1990, the commercial and Source: National Bank of Slovakia and
tourist exchange rates were unified and fixed to a Slovak Statistical Office.
basket of five convertible currencies at a rate of
Kcs 28=US$1 . Full "internal" or current Fgu L9 Indt of IndulSl Unit
account convertibility for business purposes has Cot and Prelit (1990 - W0)
been in effect since January 1991. Though all ,_0_
export receipts must be surrendered to
commercial banks and only a few enterprises are
pernitted to have foreign exchange accounts, the ...
NBS meets all foreign exchange needs through the ..
commercial banking system. All enterprises are . ..... . .
free to engage in foreign trade and to remit profits 2e. .. ..

and dividends. Individuals were granted a foreign C

exchange allowance for foreign travel of Kcs .2; ..... .

7,500 in January 1992. -40 1 99

1.47 Following dissolution of the V -+-UVQ&4GbMCes -4-30maluM"

federation, NBS reserves fell to very low levels. Source: Slovak Statistical Office.
Capital flight was heavy in late 1992 and early
1993, as Slovak citizens put their savings in foreign currency in anticipation of a devaluation. In
response, the govermment introduced a number of exchangf controls" and restricted commercial

10 The basket consisted of the currencies of Austria, Germany, Great Britain, Switzerland, and the United
States. The Slovak government is considering moving to a two-currency basket. The Czech government
has shifted to a basket based 65% on the German mark and 35% on the U.S. dollar.

11 For imports in excess of Sk I million (US$35,000), down payments to suppliers are limited to 15%. For
consumer goods, a three-month credit is required as well as a two-week advance deposit of the local
currency equivalent. For capital goods, suppliers' credits (of one- to five-year maturity depending on
import value) are required. These restrictions are similar to those introduced by Czechoslovakia in 1990
and gradually removed in 1991.
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banks'access to foreign exchange held by the NBS.12 The NBS's reserve position improved slightly,
but the situation was not tenable, and on July 12, 1993, the government devalued the Slovak koruna by
10%.

1.48 Devaluation has had a major impact Figure 1.10
on unit costs in the enterprise sector. Real unit labor Real Effective Exchange Rate ludex, 1989-92
costs in industry fell by 21% in 1991 as a result of (1989 = 100)
the sharp decline in real wages. Profitability did not Heal 198ec(Ive :xcnan9e ae IflOOx
rise, however, because labor costs account for only s
17.5% of unit costs, and input costs such as raw
materials and energy had risen by 10% following It.o
dissolution of t;.e CMEA. In 1992, as industrial d2. A
productivity continued to fall (by about 4%) and real lt

wages rose modestly, unit labor costs rose 16%, with aC
adverse consequences for profitability (Figure 1.9). 6..__._,_,,,
The 10% devaluation in mid-1993 helped restore 40 .. , ,,,,,,,,,,,,,,,,,,,,,,,,,,_

competitiveness to earlier levels. The real effective 20 .; . ;....................
exchange rate of the koruna (based on relative .s . X 02 0 Ofia C 0) Q4IW r04

consumer prices of Slovakia's trading partners) has
appreciated slightly since its all-time low at the end of -C iIxk +Hunaar Pclaad

1990. As of end of 1993, the Slovak koruna had N*Wtf0MlleCF1-b rto REERt

appreciated 3% over its mid-1992 level (as evidenced
by calculations of the real exchange rate using a CPI- Source: World Bank data.
based price which does not diminish competitiveness).

1.49 Slovakia's real exchange rate is quite competitive compared to that of many of its
neighbors (Figure 1.10). The average gross dollar industrial wage in the Slovak Republic is about 40%
below Hungary's and 25% below Poland's. Now that the country has devalued, market access is the key
to improving its external position. Exports would be an important engine for recovery, particularly at
a time when domestic demand is stagnant and trade volumes have collapsed. However, if quota
restrictions in export markets impose binding constraints, the gains from devaluation will be minimal.

Restructuring for Recovery

1.50 With its skilled and competitively price labor force, strong manufacturing tradition, and
proximity to European markets Slovakia's medium-term prospects are favorable. But there are about a
dozen countries in Eastern Europe and the former Soviet Union with similar characteristics. What makes
Slovakia different is, first of all, its tradition of macroeconomic prudence. Inflation has remained low,
particularly by regional standards, and there has been a massive adjustment to lost fiscal transfers from
the former federation. Slovakia is far more advanced in privatizing state enterprises than are its
neighbors (with the exception of the Czech Republic), with almost half its state-owned enterprises and
banks now in private hands. Unemployment is also lower than in most neighboring countries (Table 1.6).
Moreover, Slovakia is closer to many wealthy markets-only 60 kilometers separate Bratislava and
Vienna, for example-than are most transition economies. Ihe country's strategic position in the

12 Banks' access to NBS's foreign exchange depends on their reaching a certain minimum foreign cucy
exposure as a percentage of their capital. This limit was raised from 15% to 35% in early Febnary 1993.
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European gas pipeline network is also important as a source of substantial transit fees. And Slovakia's
foreign debt is relatively small, implying that prudent financing of the transition is a viable alternative.

Table 1.6: Comparadve Experience of Trasition Economies, 1990-93
Indkiaor 1990 1991 1992 1993
GDP Growth Rate

Albania -10.0 -27.7 -9.7 11.0
Bulgana -9.1 -11.7 -7.7 -4.0
Czech Republic -1.2 -14.2 -7.1 0.0
Hungary 4.3 -10.2 -4.4 -1.5
Poland -11.9 -7.6 1.5 4.0
Romania -7.3 -13.4 -15.1 1.0

ONWM l. ON is
M9vm -2.6 -9.3 -6.5 -0.5

Unemployment rate
Albania 8.6 10.6 25.8 40.2
Bulgaria 1.4 12.0 15.0 16.5
Czech Republic 0.8 4.1 2.6 3.5
Hungary 1.6 7.5 12.2 12.2
Pbland 6.3 11.8 13.5 15.7

M*-M VA. I-X A.. 0 .
Sloveria 4.7 8.2 11.6 14.5

Inflation Rate
Albania 0.0 35.5 225.9 85.1
Bulgaria 23.8 338.5 77.2 45.2
Czech Republic 9.6 56.6 11.1 20.8
Hungary 28.9 35.0 23.0 22.5
Poland 585.8 70.3 43.0 35.5

own *1141 0.S t. a
Slovenia S51.1 117.7 198.7 33.0

Sow-co: World Bank data.

1.51 But all these advantages are not enough. Like all successful small open economies,
Slovakia will have to find its niche in the world market. The strategy described in greater detail in the
chapters that follow relies on enabling the growing private sector to find the opportnities that will
generate sustainable growth in the future. But there are a number of risks. Slovakia is a new country
with limited institutional capacity to implement a complicated reform program. Its industries tend to be
in sectors (such as steel, chemicals, aluminum, and armaments) in which there is substantial overcapacity
in other countries and high levels of protection. Thus far, private sector investment, both domestic and
foreign, has been limited. There is also a risk that unless economic recovery starts soon, it will be
difficult to maintain the social consensus for reform.

1.52 Which of these influences will have the greatest impact depends on the reform path
Slovakia chooses: a reform program based on accelerated restructuring, which will have fiscal
consequences in the near term but should enable a stronger and more rapid recovery (the reform case),
or a program based on slower progress, in which restructuring is piecemeal, subsidies remain high, large
fiscal deficits persist, and external financing is limited (the downside case). Each scenario has
implications for real GDP, infladon, the current account balance, and the budget deficit (Figure 1.11).
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1.53 The reform scenario assumes continuing success in macroeconomic stabilization, good
standing with the IMF, and successful implementation of the structural reforms outlined in chapters 2-5
of this report. The costs of restructuring are assumed to remain severe in the near term and are likely
to lead to higher budgetary expenditures in some categories. Although there are projected gains in
efficiency from better targeting of social spending, the expected rise in unemployment would swell the
costs of severance payments, social assistance, and unemployment benefits. As restructuring proceeds,
certain liabilities of state-owned enterprises will be assumed by the government, and expenditures
associated with orderly closure are expected. As insolvent enterprises are liquidated, their liabilities to
the banking system will have to be written off and may be replaced with assets such as bonds to imnprove
the banks' capital adequacy. The costs of recapitalizing banks affected by bad loans are assuned to be
phased out over time. Overall, despite improvements in tax administration, these steps will result in a
fiscal deficit of 4% of GDP in 1994-95.

Fgure 1.11: Reforn and Downside Scenarios to the Year 2000
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1.54 In the downside scenario, budget deficits are higher because restructuring efforts are
postponed. The deficits grow even larger over tirne, as does the gap with the reform case, because of
the accumulation of structural problems. Subsidies to enterprises are maintained or even increased as
enterprises continue to muddle through and become more inefficient. Unemployment benefits are less
burdensome than in the reform case, however, because labor shedding occurs more slowly. The public
sector's share of GDP remains higl,er (over 50%), in contrast with the reform case.

1.55 Under the reform scenario, the efficiency gains from the restructuring efforts should lead
to an increase in output by 1995. Unemployment would decline, expenditures on unemployment and
social assistance would fall, and retraining programs should result in greater labor flexibility. As
liquidation and reorganization are completed, government subsidies to enterprises, for both current and
investmnent spending, are projected to decline, and budget expenditures would increasingly be concentrated
in infrastructure investment and better-targeted social benefits. Although tax rates are projected to
decline, the recover! and growth of output would lead to a larger tax base that will generate higher
revenues. Thus, the fiscal deficit is projected to decline significantly by the end of the decade. In
addition, continued prudent monetary policy would contain inflation in the mediun term.

1.56 As Slovak firms exploit their comparative advantage and as stronger demand conditions
develop-and trade restrictions on Slovak goods remain unchanged or are relaxed-real exports are
projected to grow by about 4%. Investrnent is projected to increase in the late 1990s, most of it
originating with private firms. Also, improvements in investment productivity in the medium term,
mainly in the private sector, will allow for higher GDP growth. Financial sector reforms will increase
the mobilization of domestic savings and help direct them to the most productive investments. As
government borrowing from the banking system falls, the share of credit to the private sector will
increase. Rising real wages, falling unemployment, and continuing improvements in the productivity of
investment would accommodate higher growth of private consumption.

1.57 By the end of the decade, average real growth of GDP would reach 5.7% a year.
Industry would re-emerge as a leading source of growth in the late 1990s, the service sector would grow
in relative terms, and agricultural productivity would increase with privatization and reorganization of
the agricultural cooperatives. Foreign investors would be attracted to industrial subsectors with high
export growth potential as competitive wages and exchange rates are maintained. Imports are projected
to increase, to support restructuring and the investment needs of the rapidly growing private sector. The
current account is expected to remain in deficit, but the external accounts are projected to improve in the
long tern.

1.58 Substantial inflows of gross medium- and long-term capital are needed under the reform
scenario to finance more imports, to meet higher repayment obligations, and to permit a buildup of
foreign reserves to cover two to three mont!s of imports. Total external debt is expected to rise
moderately, with accelerating GDP and export growth keeping the country in a comfortable position to
repay its debt. The debt service ratio is projected to peak at 10% in the mid-1990s and to fall gradually
thereafter. Improvements in the policy environment are expected to attract higher levels of foreign
investment. Gross disbursements of official creditors (including the World Bank, the IMF, and the G-24)
are assumed to be higher during the restructuring period, with private commnercial creditors increasing
their exposure thereafter. In the downside case, however, lower levels of external financing lead to
monetization of the deficit, and inflation never falls below 10%.
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1.59 By the turn of the century, per capita incomes would be some 25% higher in the reform
case than in the downside case with delayed restructuring. The productivity gains, higher investment,
and greater capacity to import goods and technology under more favorable external conditions in the
reform scenario contribute to an upward shift in the economy's long-run growth path. The gains from
launching a major restructuring effort now appear to be substantial, arguing strongly for a more
aggressive reform effort.



CHAPTER 2. THE FINANCIAL SECTOR

2.01. Successful transformation of the economy requires an efficiently functioning financial
system that handles resource mobilization efficiently, allocates financial resources to viable economic
activities, provides a broad range of services to depositors and businesses, and imposes financial
discipline on loss-making enterprises. The ability of the financial system to finance viable new private
sector initiatives will be critical to Slovakia's economic growth as enterprises restructure; nonviablt
operations are liquidated, and the state enterprise sector contracts. Despite some decisive steps since 1990
that have begun to produce positive results, the banking system is still beset by structural problems that
prevent it from becoming a dynamic force in a market economy. The weakness of key institutions and
the lack of an enabling financial infrastructure remain important obstacles to an effective financial system.

2.02. Because the financial system is dominated by banks, the analysis focuses on changes in
the way that banks function after three years of reform, looking particularly at the characteristics of the
banking system and the impact of financial reform on intermediation. The major components of the
initial phase of financial reform are in place: a legal and regulatory framework for banks, including
accounting and bankruptcy laws; market-established interest rates; and liberal entry procedures, to provide
the basis for a competitive environment. Two of the three main baAks have been partly privatized, and
attempts have been made to resolve the pervasive problem of bad loans. Many institutional and structural
problems remain, however, and an agenda for further reform would include strengthening existing
institutions; restructuring and privatizing the last of the large state-owned banks, the Slovak Savings Bank
(SSB); and creating an environment that encourages diversification of products, services, and types of
financial institutions.

The Structure of the Financial System

2.03. Banks are by far the largest component of the fnancial system. The only other financial
activity to speak of is the insurance industry, with assets that are only 7% those of the banking system.

Banking System

2.04. Prior to 1990, Statni Banka Ceskoslovenska (SBCS) was both the central bank and the
only commercial bank in Czechoslovakia. Because resources were allocated to enterprises on the basis
of central plans, banks performed primarily budgetary and accounting functions. Two savings banks (one
in each republic) collected household savings and placed deposits with SBCS, net of lending to consumers
-mainly for subsidized housing. Ceskoslovenska Obchodni Banka (CSOB), which operated in both
republics, handled foreign exchange transactions for the government and enterprises.

2.05. In 1990, this monobank system was converted into a two-tier banking system. The SBCS
became exclusively a central bank and banking system regulator. All its commercial banking functions,
including loans to enterprises and cooperatives, were transferred to three newly created banks: Komercni
Banka (KB) in the Czech Republic, Vseobecna (Jverova Banka (VUB) in the Slovak Republic, and
Investicni Banka (IB) operating in both republics. The savings banks and CSOB were given universal
banking licenses, and entry was liberalized. New banks and branches of foreign banks soon sprang up.
Rules were established to guide the activities of banks and other financial institutions and the supervision
and enforcement functions of SBCS. As important, changes in the environment sector began to make
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enterprises more responsive to market signals. To start with, enterprises were given greater autonomy
in decision-making. A significant number of enterprises and banks were partly privatized through the
voucher scheme. New accounting laws were introduced for both banks and enterprises, and a bankruptcy
law became effective in June 1993. In this new environment, banks are expected to make independent,
prudent lending decisions.

2.06. New entry and privatization. From two banks in 1990 the banking system grew to
seventeen banks in Slovakia by December 1993, plus nine branches and six offices of foreign banks
(Table 2.1). Following the first wave of privatizations, the ownership structure of the banking system
changed substantially. More than half of the equity of VUB and Investicna a Rozvojova Banka (IRB,
which assumed Slovakia's shares of IB's assets in 1992) was transferred to the private sector through
vouchers (including the 3 % of shares reserved for restitution of former owners). The National Property
Fund holds the rest. Since it also holds the shares set aside for restitution, it has de facto majority
ownership of both VUB and IRB. A capital increase by IRB in 1993 diluted the government's stake in
the bank to 34%. The Slovak Savings Bank (SSB), the large state-owned savings bank, may be included
in the second wave of privatization, although the government would maintain control and majority
ownership under the proposed structure of share ownership.' Also still wholly owned by the state are
Konsolidacna Banka Bratislava (KBB),2 which holds some nonperforming loans transferred from VUB,
and Slovenska Zarudna Banka (SZB), a small bank that issues guarantees to small and medium-scale
businesses. The remaining banks are owned by the domestic private sector and foreign institutions (Table
2.2).

Table 2.1: Growth of the Banking System, 1990-93
(number of banks)

Ownership 1990 1991 1992 1993

State-owned 2 3 2 3

Locally-owned 1 3 6

Some foreign ownership - 1 3 8

Total 2 5 8 17

Branches and offices of foreign banks - - - 15

Source: National Bank of Slovakia.

1 The proposed plan would distribute shares as follows: 48% to the National Property Fund, 20% to
institutional investors (enterprises), 15 % to voucher privatization, 10% to the National Insurance Company,
4% to employees, and 3% reserved for restitution.

2 KBB was created in January 1993 and absorbed the Slovak accounts held by Konsolidacna Banka (KON).
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Table 2.2: Ownership Structure of Banks, December m3
(percent)

Domestic
Bank private State Foreign

Vseobecna Overovi Banka 49.0 51.0' 0

Slovak Savings Bank 0 100.0 0

Investicna a Rozvojova Banka 66.0 34.0' 0

Slovenska Zarucna Banka 0 100.0 0

Credit Lyonnais 10.0 0 90.0

L'udovi Banka 7.0 0 93.0

Postova Banka 87.0 0 13.0

Prva Stavebna 35.0 0 65.0

Tatra Banka 55.0 0 45.0

Eight others 100.0 0 0

a Includes 3% reserved for restitution.

Source: National Bank of Slovakia.

2.07. Concentration. Concentration is high in the commercial banking system (Table 2.3).
The deposit market is dominated by SSB and VUB, which as of the end of 1993 together shared some
88% of the deposit market, SSB accounting for about 53% of total deposits and 90% of household
deposits. VUB's deposits, which come mainly from its borrowers, the state-owned enterprises, accounted
for about 35% of total deposits in the banking system. VUB also accounted for 38% of total loans in
the banking system. and shared the bulk of loans to state-owned enterprises with IRB and KON. Four
banks-VUB, IRB, KON, and SSB-accounted for 75% of the loan portfolio in the banking system.
More than 50% of VUB's liabilities were accounted for by deposits of other banks, primarily SSB, which
in 1992 redeposited more than 60% of its deposits with other banks.

Table 2.3: Structure of the Banking Sygtotn, December 1991, 1992 and 1993
(percent)

Share of assets Share of loans Share of deposits

Bank 1991 1992 1993 1991 1992 1993 1991 1992 1993

VUB 46.0 39.1 32.1 48.2 40.9 37.8 28.5 25.9 35.0
SSB 39.4 40.5 30.0 14.7 20.1 19.3 58.9 60.3 52.8
IRB 14.1 12.8 9.0 16.3 14.3 19.3 7.6 7.0 6.6
Others 0.5 7.6 28.9 20.8 24.7 30.6 5.0 6.8 5.6

Total 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0

Source: National Bank of Slovakia.
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2.08. Despite these high levels of concentration, changes in banking system stocks show that
some transformation has occurred (Table 2.4). VUB's loan portfolio shrank in 1992 and 1993, as a
significant portion of new lending issued from the new banks and SSB, which has assumed the full
spectrum of commnercial banking activities. Thanks largely to SSB's increased lending, mainly in the
small-privatization process, the share of loans to private entrepreneurs increased from 7.7% in 1991 to
18. 1% in 1992 and 36.4% in 1993, while that of state enterprises and cooperatives dropped significantly.
A similar shift has occurred in the structure of deposits. Households' share of deposits has changed little,
perhaps because of a shift to private sector deposits as entrepreneurs use their own savings to finance
their ventures. Borrow-back ratios show that the household sector is a significant net lender, while
enterprises and cooperatives are net borrowers. At 6.0 in 1992 and 4.3 in 1993, borrow-back ratios for
enterprises and cooperatives are relatively high-thu ratio was 1.7 in Hungary in 1990. For enterprises
and cooperatives, the increase in the ratio is correlated with the deterioration in their liquidity and
profitability (see chapter 3).

Table 2.4: Loan and Deposit Structure,
December 1991, 1992 and 1993

Share of loans Share of deposits Borrow-back ratio

Sector 1991' 1992 1993 1991' 1992 1993 1991' 1992 1993

Enterprises/ 82.5 67.5 46.9 21.1 14.0 13.7 4.70 6.04 4.26
cooperatives

Entrepreneurs 7.7 18.1 36.4 6.9 9.9 14.1 1.34 2.29 3.22

Households 9.2 11.3 11.6 54.3 54.3 55.6 0.20 0.26 0.26

Otherse 0.6 3.1 5.1 17.7 21.8 16.6 0.04 0.18 0.38

' A major reclassification of sectors in 1993 dropped cooperatives from the enterprise sector.
b There is a large increase in the unclassified category from 1991 to 1992.

Source: National Bankc of Slovakia and World Bank staff estimates.

2.09. The banking system in Slovakia has relied heavily on deposits as a source of funds. Its
loan to deposit ratio in '993, was 1.25, compared with 1.70 for Hungary in 1990. Deposits accounted
for 46.7% of total liabilities and equity in Slovakia at the end of 1993, loans for 58.4% of total assets,
and own-funds for 10.6% of total assets. Refinancing from the central bank (excluding the inherited
redistribution credits) accounted for only 1.5% of banking system assets in Slovakia at the end of 1993,
(Table 2.5 shows the consolidated balance sheet of the banking system as of December 31 for 1992 and
1993).
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Table 2.5: Banking System Balance Sheet,
December 31, 1992 and 1993

(Sk bilion)
Assets 1992 1993 Liabilities | 1992 1993

Loans 235.9 260.8 Deposits 188.6 208.9
Short termn 64.4 66.8 Demand 69.4 69.3
Medium term 44.5 41.4 Term 26.2 33.8
Long term 92.7 95.8 Savings 93.0 105.8
Category 23' 26.6 26.0 Redistribution credits 33.6 33.6
Cstegory 24 7.7 30.8 Refinancing 11.3 6.4

Other 75.9 175.4 Other 58.9 150.3
Required reserves 9.7 10.6 Own funds 29.1 47.6
Total 321.5 446.8 Total 321.5 446.8
' Category 23: loans are overdue less than three months; category 24 loans are overdue more than three months

Source: World Bank staff estimates.

Insurance Secor

2.10. The insurance sector, the other major component of the financial system, has assets worth only
about 7% of those of the banking system. Total insurance industry assets as of the end of 1992 were
about 7.5% of GDP (U.S. insurance company assets were 26% of GDP in 1990). Slovenska Statni
Poistovna (SSP) was the only insurance company until 1989. Since then five new institutions have
entered the field, but SSP still commands more than 90% of the market. The insurance industry in
Slovakia is not yet a major player in money and capital markets. Total investments, loans, and deposits
of the insurance industry accounted for only 1.5% of domestic credit in Slovakia in 1989 (the comparable
figure for U.S. Life insurance companies was 16%). Furthermore, the industry's investment activities
are mainly in the form of deposits with banks.

Financial Intermediation

2.11. The National Bank of Slovakia (NBS) uses a variety of channels for its financial
intermediation operations: redistribution credits, refinancing auctions, rediscounts, lombard credits, and
emergency credits (as of July 1993). NBS credits account for about 10% of the liabilities of the banking
system. Seventy-six percent of its credits are the redistribution credits incurred in the breakup of the
monobank SBCS. These credits, which carry interest rates of 8% to 10%, in effect "financed" the assets
that were transferred from the books of the monobank to the commercial banks. After a brief suspension
between May and November 1993, the NBS has restored credit auctions as the major instrument for
injecting liquidity into the banking system, but with more stringent rules on participation. To avoid
distress bidding, banks not in good standing are not permitted to participate in the auctions. NBS has
also begun currency swapping and open market operations as a means of providing short-term liquidity
to the banking system. Rediscount and lombard credit facilities, previously provided at below-market
rates, will now be at prices linked to the auction rate.

2.12. Banks are required to maintain minimum reserves at the NBS. In 1991, reserve
requirements were 8% on deposits and earned 4% interest. As part of the tightening of monetary policy
in October 1992, reserve requirements were increased to 9% for demand deposits and 3% for term
deposits (over three months), with no interest paid. These reserve requirements are a tax on deposits and
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result in higher intermediation costs, though they are not excessively high given the country's tight fiscal
situation. Once the budgetary situation improves, the government should consider paying interest on
reserves.

Flow of Funds
Figure 2.1

2.13. The flow of financial funds is an Intersectoral Flow of Funds
indicator of the volume of financial savings 2 mom Of mm

generated by households, government,
enterprises, and the external sector and is a
measure of the strength of financial W
intermediation. In general, a sector registers
positive net savings when its total volume of
financial savings is greater than its volume of
bank loans; when the reverse is true, the sector -2
has negative net savings.3 _3

2.14. An examination of the flow of '4

funds in Slovalia in the first half of 1993 shows
a low level of savings by the household sector and * G,'w &

large absorption of financial resources by the 
government (Figure 2. 1).4 Although the Source: National Bank of Slovakia
household sector accounts for most of the savings, and World Bank staff estinates.
savings are small by international standards and
relative to the total demand for funds. One reason could be the uncertainty stirred up by the breakup of
the federation and the dissolution of the monetary union, which may have encouraged a shift out of
domestic currency; the fall in NBS's foreign exchange reserves provides some evidence for this
argument. The negative real interest rates on savings deposits might also have discouraged saving. The
large negative savings of the governnent sector is explained by the fiscal deficit and the heavy reliance
on domestic finance.

2.15. The enterprise sector shows moderate negative net savings, contrary to the pattern in other
countries in the early stages of transition, when enterprises are commonly strong net borrowers from the
banking system. A breakdown of the net financial savings components of enterprises indicates that they
increased their bank deposits by an amount similar to their gross borrowing, presumably to build up
liquidity. Again, uncertainty may have contributed to a reluctance to invest or banks may have rationed
credit by offering it only to borrowers with liquid collateral such as bank deposits, which could explain
the simultaneous increase in enterprise borrowing and deposits. Meanwhile, external savings fell sharply,

3 To limit the distortionary effect of the sharp reduction in currency in circulation in early January 1993,
estimates of the flow of financial funds start with the end of January 1993.

4 The estimates in Figure 2.1 were calculated using the monetary survey and are subject to a certain degree
of error because available data are still subject to frequent revisions. Although the sum of financial flows
for the four sectors should add up to zero, it does not because of unclassified assets such as the "other
items.'
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reflecting NBS's loss of foreign exchange reserves and the difficulty of attracting foreign finance under
conditions of uncertainty.

Credit Allocation

2.16. Banks are under pressure to accelerate their transformation from passive dispensers of
credit to professional bankers accountable for their credit decisions. Banks are now required to adhere
to established performance criteria through capital adequacy regulations, and new accounting rules require
them to provision for nonperforming loans. However, since classification of loans does not reflect a
standardized assessment of asset quality, provisions do not necessarily reflect the true risks associated
with loan recovery. Banks are audited under international accounting standards, and international auditing
firms review their financial statements and internal controls. The prospect of future reorganizations and
liquidations of several enterprises under the new bankruptcy law means that banks need to review their
current exposure and critically examine additional lending. Finally, the emergence of new banks is bound
to increase competitive activity.

2.17. In 1992, there were signs of a fundamental shift in bank behavior-a move to cut back
lending to state enterprises and to increase lending to the private sector. The poor financial condition of
state enterprises and their uncertain prospects led to a re-evaluation of lending strategies by banks,
especially by VUB. Its loan portfolio in 1992 showed a decrease in nominal terms in its exposure to state
enterprises, a reversal of its lending practices in 1991, when loans to state enterprises rose 32% (many
of them for activities that proved unviable; see chapter 3). Provisioning rules combined with stricter
audits forced banks to show the impact of bad lending decisions in their financial statements. As the
accounting rules for enterprises improve the accuracy of financial reporting, the state of banks' loan
portfolios will become more transparent. All these changes contribute to more prudent lending decisions.

2.18. At the end of 1990, loans to state
enterprises in Slovakia totaled Kcs 120 billion.
By the end of 1992 (before the first wave of Flom2a 4 t-0 o tiles Of

privatizations), total exposure of the banking i 199O-I99
sector to state enterprises in Slovakia remained at *e

the same level in nominal terms (Kcs 129 billion), to . . . .
despite a 15% expansion of overall bank lending. 3. -- -. -- ....

Nearly all the increase in nongovernment lending 0 ._ ..... - - - ..........
was to the private sector. The share of private I ....
entrepreneurs in commercial bank loans rose from .. ........ ...., ..
7.7% at the end of 1991 to 18.1% at the end of , ........ .... ..
1992 and 36.4% in 1993 (Figure 2.2). Small 1!
privatization loans by SSB represented more than
half the loans to the private sector as of the end of -HVM - 0L C- -.-

1993. However, the rapid expansion in SSB's S World Bank saf estimate
lending activity has raised concerns over the
deterioration of its asset portfolio. VUB had
about 18% of its portfolio in the private sector in
1992, double the share of the year before.
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Interest Rates

2.19. Interest rates were not used to allocate credit prior to 1990. Until the third quarter of
1990, interest rates were relatively stable, averaging 6% a year for long-term loans to state enterprises
and 1% to 3% for housing. Deposit rates ranged from 0.5% for enterprises to 5% for time deposits of
households. Average interest rates for loans increased to 15% a year during the first quarter of 1991,
as inflation accompanied the country's early economic transformation measures. At the beginning of
1991, the maximum lending rate was set at 24%, irrespective of term (computed on the basis of the
discount rate plus a maxirnum allowable margin). The ceiling was dropped to 17% in September 1991
and eliminated in mid-1992.

2.20. Average lending rates have been below the ceiling and positive in real terms except in
the first half of 1991. The fixed rates of long-tertn loans negotiated during the period of low rates may
account for the downward slope of the term structure for interest rates. It is difficult to determine what
real interest rates have been because of the high variability in the annual inflation rate. With an inflation
rate of 10% in 1992, average real lending rates for the year range from 3.0% to 6.9%, not high for the
risk situation in Slovakia. For 1993, real interest rates are negative if the annual inflation rate is used
but positive (except during January-March, when the introduction of the VAT resulted in a one-off
increase in inflation) if an estimate of the expected inflation rate is used, based on the annualized monthly
iflation rate of the previous, current, and following month.

Table 2.6: Interest Spreads for Short-Tese Lending and Depost Rates,
Py Sector, 19923

(percent)
t 8tem Q4 1992 Ql 1993 Q2 1993 Q3 1993

Short-term average lending rate 15.40 17.53 18.28 17.86
Short-term average deposit rate 8.05 10.35 10.61 11.39
Short-term average spread 7.09 7.18 7.67 6.47
Private Sector

Short-erm lending rate 15.31 16.59 17.39 17.46
Short-term deposit rate 7.47 8.63 10.47 10.88
Interest spread 7.84 7.96 6.93 6.28

Enterprises
Short-tea n lending rate te.ms 17.91 18.75 18.08
Short-term deposit rate 7.55 10.21 11.93 13.32
InXrest spread 7.86 7.70 6.82 4.76

Households
Short-term lending rate 13.87 10.79 11.82 9.87
Short-tenn deposit rate 8.24 10.40 10.38 11.07
Interest spread 5.63 0.39 1.44 -1.20

Memorandum items:
Cost of reserves 1.25 1.12 1.56 1.42

Reserve requirement - 8.S0 8.S0 8.S0
Auction rate 13.20 18.40 16.70

Source: National Bank of Slovakia and World Bank staff estimates.
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2.21. The structure of interest rates in Slovakia has sometimes discouraged efficient financial
intermediation. NBS's decision to suspend credit auctions and offer funds to banks through the low-cost
rediscount facility gave banks little incentive to attract deposits or to use interbank market resources. At
the end of June 1993, a bank could borrow from the NBS at 9.5%, while it would have had to pay 12 %
on deposits or 16% to borrow on the interbank market. Banks were further encouraged to borrow from
the NBS because those funds are not subject to reserve requirements. In addition, interest rates on the
interbank market were sometimes higher than banks' lending rates, yet commercial banks continued to
borrow on the interbank market because most of them have no branch network. This structure of interest
rates can be explained by the concentration in both markets. The Slovak Savings Bank is the only
supplier in the interbank market, and a few large banks such as the VUB and IRB dominate the lending
market. Although large banks with an extended branch network or access to the NBS's low-cost funds
might be able to survive in this environment, new banks with a small deposit base and a small number
of branches could not compete.

2.22. The structure of the banking system-its high concentration in the state enterprise lending
market-and the household deposit market-the impact of bad loans, and the non-interest-bearing reserve
requirements all tend to put upward pressure on interest spreads. Interest spreads on short-term lending
and deposit rates are on the high side compared with rates in countries with efficient baiking systems,
although the spreads are declining overall and are converging across state and private entetprise sectors
(Table 2.6). The spreads were between 6% and 8% during 1903.

Regulation and Financial l1 astructure

Banking Sector

2.23. The Central Banking Act and the banking law of December 1991 constitute the legal basis
for the new banking system (Box 2.1). The banking law defines the activities of banks and their
regulation and affirms the requirement for compliance with the antimonopoly law and the accounting law.
All mergers and breakups must be approved by the banking authorities. There are also provisions
governing insider trading and limitations on lending to major stockholders and employees. These laws
were made applicable in Slovakia after the breakup of the federation, although they are under review.
Regulations covering capital adequacy, liquidity, large exposures, connected lending, and foreign
exchange operations were issued and made effective in mid-1992 and are currently in force in Slovakia.

2.24. Under the federation, the state was the guarantor of deposits of the state-owned banks.
Currently, there is no national deposit insurance, although a law is expected to be prepared jointly by the
NBS and the Ministry of Finance. Household deposits, most of them held by the state-owned Slovak
Savings Bank, will continue to benefit from implicit government protection, however.

2.25. The payments and clearing system which is owned jointly by NBS (majority owner) and
the banks seems to work efficiently. Payment orders are executed within three working days. There is
ample room for expansion of the system, which currently handles 150,000 transactions a day. A clearing
fee of Sk 1.50 is charged per transaction. Connecting bank automated systems and the clearing system
could result in further efficiency gains.

2.26. Since 1993, banks have been required to follow international accounting standards, which
most had already been doing for two years ago. NBS has to approve each bank's external auditor; most
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of the major banks use well-known international firms. Enterprises are also required to follow similar
standards. The quality of financial information on enterprises is still poor, however, and it will take time
to establish adequate systems of accounting, auditing, and financial disclosure. There is also a dearth of
qualified local accountants and auditors.

Box 2.1: Central Banking and Commercial Banking Acts

The Central Banking Act covers the enforcement of banking regulations. The National Bank of Slovakia can impose
tines of up to Sk S million, require corrective measures to resolve an unsatisfactory situation, order the termination of certain
activities, withdraw a bank's license, or introduce enforced administration, which mar' involve restrictions on credit and deposit-
taking activities.

The Banking Act stipulates a gearing ratio for assessing the capital adequacy of the bank. NBS has a risk-weighted
fbmla that nmeets intermational standards. Banks were required to have a minimum capital adequacy ratio of 6.25 percent by
the end of Docember 1993 and 8 percent by the end of 1990. Quarterly reports on capital adequacy must be submitted to NBS .

Rules on liquidity focus on prudent liquidity managetent practices such as diversification of funding sources.
dasignationofresponibilitlesfor liquidity managernent, and money market and bond trading activities. Commercial banks must
mintta liquidity in Slovak and foreign currencies. Banks are required to establish measures for effective liquidity management,
including an information system that provides a bNeakdown of the assets, liabilities and off-balance sheet commitments by
maturity and by liquidity grade of assets and the nature and commitment grade of off-balance sheet items. Banks are required
to submit quarterly liquidity (assets and liabilities by maturities) reports to the central bank.

Cotnnercial banks are obliged to submit monthly reports to NBS on the credit exposure of debtors representing 10%
or tnore of the bank's capital. Credit exposures to a single borrowercannotexceed 25% of the adjusted capital of a commercial
bank, and the sum of credit exposures to the ten largest debtors cannot exceed 230% of the bank's adjusted capital. Banks are
required to maintain an information system for tmonitoring credit exposure and can stipulate limits on certain economic sectors
or geographic locations. A bank's own regulations on exposure limits must be approved by the banking supervision board.
Banks are required to reduce any inherited exposures that exceed the new limits to 40% by the end of 1993 and 25 % by the
eld of 1995.

Banks may not enter into transactions with their major shareholders or members of the banks' supervisory boards or
stutoWy bodies if such transactions would limit the banks' activities with other clients. Loans and payments to such insiders
mutm be approved by the board of directors. The maxinmm exposure for major shareholders or other bank insiders is 20 % of
the bank's capital. There are restrictions on the amnt of unmortgaged credit granted by banks to their employees.

NBS has issued a prudential regulation defining the standards by which assets are to be classified for provisioning
purposes. Tbe asset classifications are based primarily on past-due status. Classification A loans are in good financial standing,
classification B loans ('nonstandard assets') are overdue by more than thirty days, classification C loans ("doubtful assets') are
overdue by more than 90 days, and classiftcationD loans or ('bad assets') are overdue by more than 360 days. NBS has issued
recommendations to banks to set aside specific reserves equal to 20% of nonstandard assets, 50% of doubtful asse!s, and 100
peet of bad assets.

Investnents of a participative nature are not allowed to exceed 25% of the bank's capital. Banks can acquire capital
hnerest up to 10% of a company's capital. Banks must seek NBS approval for acquiring ownership interest in another bank.
Transfers of more than 15 % of a bank's basic capital to a conpany must be approved by NBS. Market shares on savings

deposits and commercial and consumner credits may not exceed 30 %.

Banks can sell foreign exchange to the NBS on an unlimited basis. Banks whose foreign exchange position (foreign
excage liabilities less foreign exchange assets) is more than 25% of the their capital may buy foreign exchnge from NBS up
to te amounts that would bring their foreign exchange position to 25%. Banks are required to submit their daily foreign
exchange positions to NBS.
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2.27. The central bank's supervision responsibilities (under the Banking Supervision
Department) include licensing and compliance. The Banking Supervision Department has a staff of
thirteen but needs twice that number. Its six examiners cannot hope to meet the supervision requirements
of a growing banking sector. The shortage of people with banking experience makes recruitment
difficult. An Institute for Banking Education has been established to provide training in banking skills.
It receives guidance on its curriculum from a Council for Banking Education, made up of representatives
from NBS, the banks, and academia.

2.28. Currently, supervision is limited to off-site examinations, which are important for
monitoring trends in the banking sector and for detecting emerging problems. Through a new system
of routine regulatory reporting by commercial banks, the department receives daily foreign exchange
reports, monthly financial statements, reports on prudential regulations, and special reports on lending
to stockholders. These examinations can serve as an early warning system and can be used to direct the
very limited capacity for on-site inspection to areas where the need is greatest. On-site supervision is
crucial for assessing the quality of loan portfolios and identifying institutional weaknesses. Procedures
are being developed for on-site supervision, with external advisory assistance. A recent report by the
Banking Supervision Department piovides a preliminary set of rules for on-site examinations, which
include evaluation of license conditions and business activities since establishment and assessment of
capital structure and financial statements.

2.29. A sound system of banking regulation is in place; future efforts should focus on
strengthening supervision capacity, especially for on-site supervision. Until then, oul ide assistance will
be needed. External auditors are now required to review the reports submitted by banks and to conduct
annual audits. Special quarterly studies could be requested, such as analyses of control deficiencies in
specific banks or reviews of bank portfolios. For banks with severe problems, the Supervision
Department may need to intervene in the bank in some manner; twinning with an experienced foreign
banker until the bank is on sound footing again may also help.

Insurance Sector

2.30. The Slovak Insurance Law of 1991 provides for regulation of the insurance industry by
a supervisory body, currently housed within the Ministry of Finance. Entry has been liberalized,
bringing the number of firms from one to five and increasing the urgency for expanding supervision
capacity. Investment rules stipulate limits on certain investment areas, but supervision capacity is virtually
nonexistent. Efforts are under way to review the rules and regulations covering insurance operations and
to make them more coherent. The following areas should be covered by the review:

e Chartering and licensing of companies and agents, including minimum capitalization for
insurers and competency requirements for agents.

o Approval of contract forms, to exclude ambiguous language and prevent unfair or
deceptive practices.

* Regulation of reserve liabilities to maintain adequacy by prescribing the basis for
calculating minimum reserves (mortality table to be used, interest rate assumptions, and
valuation method) and, indirectly, to control the premium charged to the consumers
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e Regulation of in'estments and establishment of standards for assessing the prudence of
investments decisions.

O Solvency monitoring through review of periodic financial statements and on-site
surveillance.

O Organization of a capable insurance regulatory unit.

Securities Market

2.31. The privatization program has given rise to large but unsophisticated securities market.
Citizens with little investment experience have suddenly become stockholders, creating an environment
ripe for market manipulation and fraud. T he poor information infrastructure makes matters even worse.
An obvious case can be made for securities regulation, but success depends on being able to implement
regulation effectively.

2.32. Securities regulation is currently handled by the Ministry of Finance, but should
strengthened and possibly moved to an independent body. The initial focus of securities regulation should
be on registration and uniform requirements for information disclosure. Both equity and debt instruments
should bc available, including short-tem, commercial paper traded in the money market. Credible
sanctions should be established and imposed to discourage fraud and market manipulation. Licensing of
brokers and dealers should be based on clear and open criteria. Self-regulation should be encouraged
through associations or the stock exchange. Fees and the pricing of securities should be left to the
nmarket.

Other Regulations

2.33. Laws governing commercial activities have several deficiencies that affect financial
institutions. The laws on the use of movable goods (inventories, receivables, and securities) as
collateral-as well as such supporting institutional arrangements as registration, conflict adjudication, and
enforcement-do not adequately protect the rights of lenders, who are therefore reluctant to accept
movables as collateral. The rights of mortgage or collateral holders during bankruptcy reorganization
also need to be clarified. A related concern is whether the courts and legal, accounting, and auditing
professionals will be adequate to handle the initial high volume of bankruptcy cases expected.

Issues in the Financial Sector

Bad Loans in Bank Portfolios

2.34. Bad loans, although they reflect a loss of resources that has already occurred and not the
current efficiency of the banking system, continue to be a problem to the extent that they distort
incentives. Overdue loans increased from 1.9% of outstanding loans in the banking system in 1991 to
21.8% in 1993. It is possible that the major banks, which still have considerable market power, could
increase interest spreads to pay for the cost of bad loans, thus effectively imposing a tax on both
depositors and good borrowers. Problems of adverse selection and moral hazards also arise. The need
to secure higher spreads leads to adverse selection, a problem exacerbated by the lack of risk-evaluation
skills and poor information, while expectations of government bailout create a moral hazard situation by
encouraging banlt > to engage in excessively risky lending. Poor auditing and supervision enable banks
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to continue to finance insolvent enterprises to prevent them from going bankrupt, a situation that would
make transparent the true size of the bad loans in bank portfolios. Debtors, for their part, are kept afloat
through artificial means, delaying the restructuring of enterprises and complicating the privatization
process. While improving bank solvency through retained earnings is desirable, it should occur in a
competitive enviromnent where effective supervision insures that retained earnings strengthen the banks'
capital base, rather than pay for dividends or other current expenditures.

2.35. In 1990, a significant portion of VUB's working capital loans to enterprises was
restructured (preferential interest rates and extended repayment) and transferred to KON. VUB and KON
now share the same clientele, with VUB holding the investment loans and the remainder of the working
capital loans. The inability of enterprises to pay loans thus affects both VUB and KON. In 1991,
National Property Fund bonds were issued to VUB to replace certain loans and improve its capital
adequacy ratio. These loans were also written off the enterprise's balance sheets. In effect, the financial
positions of VUB and the enterprises were restructured, with the National Property Fund absorbing the
cost. This initiative was intended as the final bailout preceding privatization of VUB and the enterprises.
The value of the loans transferred to KON and loans replaced with bonds was equivalent to about 35%
of the inherited portfolio.

2.36. There are two alternatives for dealing with the remaining problem of bad debt: a
centralized program in which a workout agency consolidates the loans and implements a top-down
solution, and a decentralized program in which banks and enterprises negotiate a solution. Ideally, the
resolution of the bad debt problem should involve cleaning up the banks' balance sheets, strengthening
their financial position, and writing down the debts of enterprises to a level they can service with their
operating cash flow. The decentralized approach requires the right environment for effective financial
restructuring, including adequate financial resources and skills for banks and an appropriate legal and
procedural framework for bankruptcy, conciliation, and reorganization. The complicating factor is the
partial privatization of VUB, and whethier existing stockholders should be bailed out. Whichever the
approach chosen, there are likely to be fiscal costs involved in the resolution of the bad debt problem
since banks will probably not be able to cover the entire cost out of future earnings. Selling state
enterprises and banks to investors for cash would enable the government to recoup part of the cost of bad
debts, but privatizing through vouchers would not.

2.37. Banks would need to be recapitalized after recording losses from bad loans to reduce the
risk of perverse behavior and to prepare the banks for further privatization. There are several ways of
increasing banks' capital. One is to accompany capital injections with the sale of equivalent government
bonds to the bank and then allowing banks to increase retained earnings by keeping the spreads high.
To ensure that the bad debt problem does not recur, reform is needed in other areas as well, especially
in privatization and institutional development.

Role of Banks in Enterprise Restructuring

2.38. Finding the right solution to the problem of bad loans is important not only for improving
bank operations but also for accelerating enterprise restructuring and thus economic growth. Previous
efforts to deal with bad loans did not provide proper incentives for restructuring. Fundamental reform
in the enterprise sector was impeded by the absence of adequate information, a workable bankruptcy law,
and staff skilled in workout procedures. To be successful, any action on bad loans must be linked to
parallel reforms in the enterprise sector.
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2.39. Identifying firms that are value subtracting and should be liquidated and distinguishing
them from overindebted but otherwise profitable firms that should undergo financial restructuring is not
easy. For one thing, the necessary financial infonration is lacking. For another, any assessment would
have to look into the future to evaluate viability under a changed structure of industries and relative
prices. Institutional mechanisms are not available for identifying troubled enterprises and working out
a solution or for establishing who will bear the cost. Privatization throws in the added complication of
whether the government has an obligation to bail out the stockholders if the problem in an enterprise or
bank is essentially an inherited one.

2.40. Banks need to be involved in the restructuring process because of their current exposure
to the enterprises. In addition, banks have the information about their customers and the capability to
monitor enterprise performance that are needed for making decisions on additional lending. But the
positive contribution that banks could make to the restructuring process could be undernined by several
other factors. If a bank's current level of provisions is inadequate, the possibly negative impact of
enterprise restructuring on the bank's own financial position creates perverse incentives. Weakness in
bank governance could allow banks to stray from commercial principles, especially since the National
Property Fund is a major stockholder in both banks and enterprises. The lack of supervision capacity
elminates one source of checks and balances in the process. Expectations of government bailouts
encourage imprudent risk taking.

2.41. Banks could have a greater influence on enterprise restructuring if certain reforms were
put in place: realistic provisioning policies, more effective supervision, recapitalization, privatization,
inplementation of the bankruptcy law, and establishment of related institutions for market-based
workouts. In the short run, banks would have to protect their clains by requiring collateral coverage for
their loans or imposing certain covenants, such as target ratios and prior approval for certain enterprise
actions. In addition, banks should establish better information flow from enterprises and develop
analytical and workout capabilities. To eliminate conflict of interest, the National Property Fund should
divest its holdings in banks.

Prtivatization of Banks

2.42. Privatization of banks should improve their performance and behavior, resulting in
increased economic efficiency through better mobilization and allocation of resources. For thai to
happen, however, privatization needs to be accompanied by improved governance, incentives, and
competition. The current privatization plan for SSB needs to be revised to eliminate or reduce
govenmment participation and increase competition in the market for deposits. As it stands, it will not
result in private sector control of the bank. In the case of VUB, the National Property Fund's stake
should be privatized. The major concem with respect to IRB is the treatment of several loans to
enterprises that are considered to be strategically important to the government. Options include explicit
government guarantees and removal of the loans from IRB's balance sheet. Increased capital
requirements for IRB should come from the private sector.

Structure and Competition Policy

2.43. The underlying strategy for increasing competition in the financial sector is to open the
market to all eligible institutions and to enforce the antimonopoly law. New entrants have already
increased the number of banks and insurance companies in Slovakia over the past few years. While
breaking up the large banks-VUB and SSB-provides a quick solution to the structural problem of the
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banking system, VUB's weak portfolio would simply be spread across smaller banks. On the other hand,
breaking up SSB might simply replace its monopoly with several smaller banks with the same market
power over smaller geographical areas.

2.44. Any top-down solution to the problem of financial structure should be approached with
caution since there is no guarantee that a competitive structure would result. VUB's problem is not one
of size but of asset deterioration. Competition from other banks has already reduced VUB's share of the
lending market; the privatizatiort of many state enterprises would change the dynamics of enterprise
lending and provide even more opportunities for other banks to bid for VUB's clientele. A stronger case
can be made for breaking up SSB before privatization. But that would be a complicated process,
especially if it is difficult to allocate loans by branches and if many operational systems, such as
computing, are centralized.

2.45. The long-term solution to the structure problem is a competitive environment that
encourages diversification of financial products, services, and institutions the establishment of enabling
infrastructure. The development of a bond and commercial paper market would provide enterprises with
more options fcr raising funds and offer competition to the banking system. The need for a legal and
regulatoiy f&anework for these financial markets and for enabling institutions (such as a securities and
exchange comnmission) would have to assessed.

Financial Reform Agenda

2.46. Further financial sector reform should focus on strengthening existing institutions,
reducing SSB's monopoly, and creating an environment that encourages diversification. In addition to
developing restructuring programs for each institution, some specific reconmmendations are:

o Upgrade supervision. A full-time foreign adviser has been hired to assist the Banking
Supervision Department. Bringing in additional foreign supervisors for a period of two
to three years would further strengthen supervision capacity and allow local supervisors
to learn from them. The role of international accounting and auditing firms in providing
reports to the Supervision Department should also be studied. A supervision strategy
should be developed for each bank that focuses on areas of weakness and risk.
Anticompetitive behavior and imprudent risk taking deserve special scrutiny. Outside
the banking sector, consideration should be given to the creation of an independent
securities and exchange agency and the restructuring of insurance regulation and
supervision.

* Invest in information capital. Lack of information is a major constraint to th, effective
allocation of financial resources. The new accounting and auditing law shouid provide
a good starting point for developing financial infornation. More detailed financial and
operating info nation should be required for companies issuing securities, and the
financial statements of public companies should be readily available from a government
agency such as an independent securities and exchange office. Government measures to
encourage development of information capital are partly linked to the regulatory
framework: regulation of banks, insurance, and securities should require the preparation
and dissemination to the public of adequate fnancial information.
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0 Design further measures to encoutrage financial market development. Three areas could
be reviewed. First, the instruments that the NBS uses for monetary and liquidity
management should not distort prices or discourage the creation of markets. The
resumption of credit auctions in November 1993 was an important step in the right
direction. The few remaining facilities that allow banks to borrow from the NBS at
below-market rates (such as for agriculture) should be discouraged NBS would then
focus on credit auctions and the money market as the mechanisms for managing liquidity.
Second, the legal frarisework and supporting institutions should be strengthened. Laws
relating to movab:es should be reviewed, and the capacity to handle commercial and
bankruptcy cases should be improved rapidly. Third, the regulatory framework and
supervision capacity for issuing securities should be developed to encourage
diversification of financial instruments and the emergence of nonbank financial
institutions involved in the issuance of securities. A comprehensive securities law should
be considered.



CHAPTER 3. PRIVATE SECTOR DEVELOPMENT

3.01 The enterprise sector in Slovakia faces three challenges: commercialization, private sector
development, and restructuring. Commercialization means a shift from an administrative to a market-
based economy, requiring decentralization of decision-making. greater attention to marketing and finance,
and a retooling of management. Private sector development involves a shift away from predominant state
ownership through privatization, promotion of new firms, and the faster growth of private firms than state
firns. Restructuring means a shift of resources ou: of low or negative value-added activities. What
distinguished the former Czech and Slovak Republic from most other economies in transition was its
relatively advanced technological base, proximity to industrial market economies, and an emphasis on
rapid privatization of both small and large enterprises. What distinguishes Slovakia from its former
federal partner is, mainly, a greater need for restructuring.

3.02 Production has fallen dramatically over the past few years as the enterprise sector has
tried to adjust to changing conditions. Output in industry fell by almost one-third from 1989 to 1992.
Much of the decline reflects the collapse of old trading arrangements and the fall in external demand for
traditional Slovak goods such as armaments and heavy machinery. Compounding the damage has been
the buildup of bad loans and interenterprise arrears, with effects that have spread through the financial
and enterprise sectors. In addition to the recommended reforms of the financial system (chapter 2), the
key recommendation for private sector development is to face these challenges at the level of individual
enterprises. More specifically:

* The endorsement of current programs is an acknowledgement that substantial reform has
already taken place and that much of the painful but necessary restructuring and
privatization is already past. If sustained, these reforms should contribute to a
turnaround in overall economic performance.

* The call to clear the remaining obstacles to enterprise development reflects assessments
that growth will stem mainly from the entry of new private firms and the expansion of
old ones and that private firms are restrained by a slew of micro-level nuisances. Chief
among these nuisances are lagging privatization of land, regulatory red tape, weak
enforceability of contracts (including debt collection), and fears of policy instability.
Shortcomings in enterprise governance and in some elements of further plans for
privatization are also a concern.

* The warning against massive state-led restructuring is prompted by the sorry record of
such efforts in other countries, which have left many companies in long, confused, and
expensive receivership. Serious problems are already brewing in the current National
Property Fund-dominated framework. The National Property Fund ought to be treated
as a transitional instrument of privatization, with limited restructuring exposure and no
long-term control.

Recent Developments in the Enterprise Sector

3.03 Two outstanding changes in the enterprise sector are the explosive growth of private firms
-and the concomitant decline in public sector employment-the result of both large-scale new entries and
the mass privatization program, and the widespread financial distress of enterprises and banks (chapter
2).
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3.04 Before the "Velvet Revolution," the enterprise sector was dominated by state-owned
enterprises. Private entrepreneurs were frozen out of most sectors, prices were controlled, trading and
investment ties with market economies were discouraged, and private property had relatively little
protection. Today, far fewer sectors are reserved for the state, prices have been liberalized, barriers to
foreign trade have been lowered, and there is little fear of direct expropriation. Thanks to deregulation
and rapid privatization, the private sector in Slovakia has grown quickly (Table 3.1). The number of
registered private firms almost doubled during 1992, and their share of output increased from 15% to
21 %. There were also more than 320,000 self-employed entrepreneurs not registered as firms, a 60%
jump in one year.

Table 3.1: Growth of the Private Sector, 1991-93
(percent)

December 1991 December 1992 December 1993
Public Private' Public Private Public' Privateb

Number of enterprises 2,392 9,436 2,540 18,485 2388 23,972
Share of output 85 15 78 22 73 27
Employment 75 25 70 30 68 32
a Includes enterprises owned by municipalities.
b Excludes cooperatives.

Source: Slovak Statistical Office.

3.05 Much of the new entry occurred in services (Table 3.2). By the end of 1992, trade and
repair services accounted for 44% of all private firms and 24% of the self-employed. Real estate engaged
16%-17% of both private firms and the self-employed; transport and communications, 4% . Another 4%
of the self-employed and 3 % of private firms provided food and lodging.

3.06 Private sector involvement in manufacturing and construction is increasing as well. At
the end of 1992, 2,300 private firms (12%) and 57,000 self-employed people (19%) were engaged in
manufacturing, and 1,300 private firms (7%) and 62,900 self-employed (21%) in construction. A
significant number of nominally self-employed manufacturers and builders are said to work for someone
else but to list themselves as self-employed to avoid social security taxes. Employment in public
enterprises dropped by half, from 1.2 million people in 1990 to 620,000 at the end of 1993. These
changes have been driven by the privatization program as well as by the startup of new enterprises.

3.07 The potential for further private sector development, particularly of small businesses, is
excellent in nearly all sectors. The Slovak economy, like most formerly socialist economies, tends to be
top-heavy in large firms. It needs more small private businesses that can respond more flexibly to changes
in demand, to rush jobs, and to small orders. There is also great potential for expanding private sales
to Western Europe. Proximity to developed European markets, low wages, and a relatively skilled work
force beg for more subcontracting arrangements, with Slovak firms producing components to Western
firms' specifications. Other prime candidates for expansion are tourism in the Tatra mountains and
consumer services to neighboring Austrians.
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Table 3.2: Ownership and Activities in the Enterprise Sector, December 31, 1993
(number of enterprises)

Sphere of Joint
activity Private Cooperative Venture Public' Total
Agriculture, forestry, fisheries 189 1,026 26 230 1.471
Mining 153,226 5 10 32 62
Manufacturing 28 226 576 755 82
Utilities 1,845 2 3 49 2,508
Construction 8,693 161 204 298 12,313
Commercial and services 549 152 3,177 291 602
Catering and housing 15 16 71 68 42
Transport and communications 188 1 10 16 325
Finance and insurance 748 6 53 1,364 2,615
Research and development 1,741 185 617 78 632
Other commercial activities 419 119 193 238
Other - 27 94 138

Total 17,656 1,926 5,034 2,285 26,901

' Includes enterprises owned by municipalities.

Source: Slovak Statistical Office.

Privatization

3.08 The "large" and "small" privatization programs undertaken by the former Czechoslovak
Federation have been the driving force for bringing medium- and large-scale enterprises into the private
sector. By quickly purging most state ownership from the once-monolithic economy, with minimal
restructuring, the intention was to lock in reform momentum and speed economic revitalization.

Large Privatization

3.09 Various privatization methods were used, with primnary emphasis on a novel scheme:
auction for special privatization coupons (vouchers), distributed widely and equally among the citizenry.
Coupon privatization appealed for its combination of transparency, equity, and perceived boost to
household wealth. More standard methods included direct placements, cash auctions, and competitive
tenders. Liquidation is another method of privatizing assets.

3.10 Privatization was to take place in two "waves," depending on an enterprise's readiness.
Many of the more complex privatizations-such as energy, health services, and agriculture-were
postponed to the second wave. Of 2,744 enterprises included in the first wave in Czechoslovakia (as
inventoried in November 1991), 751 were Slovak and had a book value of Kcs 167 billion. Coupon
privatization and direct sales -vere the predominant methods of privatization.
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Figure 3.1: Privatization is a Four-Step Process
3.11 Privatization was intended to be a
four-step process (Figure 3.1). First, each ORGANIZATION OF PRIVATIZATION
enterprise would submit a privatization project to NATIONAL

its sectoral or "founding" ministry. Competing PROPERTY FUND

projects could also be submitted from outside. u I

Each project specified the assets to be privatized
and their book value, the privatization method to PRIIlow
be used, the conditions and terms of payment, and AOENCf

the implementation schedule. Second, the
founding ministry would select a project for
review by the Ministry of Privatization and
oversee any required revisions. Third, after the OF EctNONY OFv ProlUctUR OF TRASPmfOT

Ministry of Privatization accepted a project, the
enterprise was typically converted into a joint-
stock company wholly owned by a new state eNTeRPRIGe
agency, the National Property Fund.' Fourth, Prepery ProlGoI

the National Property Fund would implement the
privatization and provide governance to the Source: Slovak authorities.
enterprise during the transition.

3.12 Each enterprise entering the second wave of privatization must complete an environmental
survey. The survey must address ongoing and past pollution and be cleared by the local representative
of the Ministry of Environment or by the central ministry in important cases. In the past, the governnent
placed responsibility for cleaning up pollution on the new private owners. Recently, the Ministry of
Environment proposed that quantifiable environmental liabilities be reflected in an enterprise's price at
the time of privatization. A cleanup agreement would also be concluded at that time based on the
findings of the environmental survey of the frin. Hidden or subsequently detected environmental
liabilities are to be assumed by the state. For this system to work, environmental audit methodologies
need to be further developed, acceptable pollution standards agreed on, and staff trained to perform the
audits. This will be crucial for attracting private investors (particularly foreigners) to purchase enterprises,
particularly in environmentally risky sectors such as chemicals.

3.13 Coupon privatization. In Slovakia, most enterprises were transferred to citizen owners
through the coupon scheme. Booklets of coupons worth 1,000 points were printed and distributed
through a network of registration centers in the winter of 1991/92. Each adult Czechoslovak citizen was
entitled to purchase one booklet, at a fee equal to about one week's average wages. In terms of average
book value of assets purchasable for coupons, each booklet was projected to be worth about six months'
average wages. Each citizen purchasing coupons received an identification code, which was written on
each coupon. Coupon trading was prohibited until the privatization was completed. However, citizens
were allowed to sign over management of their coupons to Investtnent Privatization Funds, which had
emerged on their own. These funds were legally established as joint-stock companies and operated like
mutual funds. The largest funds were run by commercial banks, savings banks, and insurance companies.
The Investment Privatization Funds enabled the less informed to defer to the more informed, without

1 The National Property Fund may also sell assets of state-owned enterprises without first converting the
enterprise into a joint-stock company.
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relinquishing their stakes. Interest in the scheme intensified when some of the funds promised one-year
returns of 1,000% or more on coupon books and made loans against coupon book collateral. Ultimately,
8.5 iillion people (of an eligible Czechoslovak population of about 10.5 million), including 2.6 million
from Slovakia, registered for coupons.

3.14 The original deadlines for submitting privatization proposals were extended two months
to allow for more competitive proposals. The first auction round thus slipped from January to May 1992,
and the last round was not completed until late December 1992 (Box 3.1). A more recent problem has
been the delay in issuing stock shares to winning bidders, which has delayed secondary trading.
Complaining of Slovak government tardiness in settling interrepublican arrears, the Czech government
temporarily suspended the distribution; some Czech politicians even called for cancellation. The Slovak
authorities challenged the Czech accounting and also stressed that seizure of private property to pay
govermnent debts contradicts the principles of the Velvet Revolution. Eventually, the Czech authorities
relented and began to issue the withheld shares. Considering the setbacks to large privatization
experienced in other countries, the stumblings have been relatively minor.

8lx 3.1: Bidding Rules under Coupon Privatization

Equity in each enterprise to be privatized in the first wave was divided into shares nominally worth Kcs 1000
each in book value and initially priced at 33.3 points. Given the huge uncertainties about the real valuation and market
demand, the coupon auctions proceeded in several rounds. In the 'zero round,' poits could be transferred to the
Invesunlt Privatization Punds. Thereafter, the following allocation principles applied:

o When not all shares were demanded (undersubscription). bidders received their shares at the asking
price, and the remaining shares were offered in the next bidding round at a lower price.

v Where oversubscription was less than 25%, citizens received all the shares they directly bid for,
while the demand of the Investment Privatization Funds was prorated to clear the market.

* Where oversubscription exceeded 25%, all shares were offered again in the next round at a higher
price.

To discourage await and see' tactics. the government reserved the iight to terminate the auctions with some
points left umused. Aftet the auctions were completed, stock certificates would be sent to the wiming bidders. The new
owners would select boards of directors, to supervise the restructuing at their enterprises.

Note: For a more detailed analysis of coupon privatization, see N. ShaiMk (1993) 'Making a Market: Coupon
Privatization in the Czech and Slovak Republic,' Policy Research Working Paper 1231, Central Europe Department,
World Bank, Washington, D.C.

3.15 Other privatization methods. Almost a third of state companies in the firat wave were
privatized through standard methods, mainly direct sales to predetermined owners. However, such
companies tended to be smaller than those privatized through coupon vouchers, commanding less than
8% of the book value of public enterprise assets. Total sales proceeds in Slovakia were about Sk 14.5
billion. Domestic investors acquired about 59% of the property under direct sales, paying 5% below
book value on average. Foreign investors bought the remainder, but tended to pay almost twice the book
value, reflecting their focus on more attractive firms. By spring 1993, the first wave of large
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privatizations was nearly complete, an impressive accomplishment in its scale, its relative smoothness,
and its speed.

3.16 Impact on governance. In a market economy, active owners of enterprises play two
complementary roles. As capitalists, they supply capital and collect profits on their investment. As
governors (directors), they choose top managers, set general ground rules, approve the business strategy,
and monitor compliance. Capitalists provide the resources, while directors set the strategic orientation
and managers conduct day-to-day operations. Capitalists can be created with a stroke of the pen, but
governance must be cultivated. The nominal owners may lack either the incentive to govern effectively,
as in the case of small shareholders in a large firm, or the information needed to do so.

3.17 In the current transition, setting appropriate ground rules for management basically means
corporatization. Most noncommercial activities should be terminated or transferred to special-purpose
government agencies, and management should be steered toward maximizing an enterprise's net worth
and given the autonomy to do so. The first wave appears to have given corporatization a major boost,
although less through privatization than through the preparations for it. Drawing up privatization projects
forced managers to view their enterprise in a different light, while the prospect of new profit-oriented
owifers has helped shake them out of old routines.

3.18 While it is still too early to judge the effect of privatization on governance (especially
coupon privatization), anecdotal evidence suggests that management in enterprises privatized in the first
wave is anticipating investor behavior and taking steps to secure its position. In the process of
privatization, some enterprises have transferred control to lower levels of management by setting up
holding companies with small separate subsidiaries. In a limited number of cases, enterprises transferred
their social assets to local municipalities. Supervisory boards of some enterprises have reportedly raised
management salaries, and many firms have started debt collection efforts, either through the courts or
with the help of newly created private debt collection and factoring firms. A secondary market for
interenterprise debt is beginning to emerge.

3.19 The first wave of privatization has been fairly effective at preserving or reestablishing
large owners. One category of large owner is the Investment Privatization Funds, which arose more or
less spontaneously. Collectively, they controlled over 70% of the coupons in the first wave and
purchased a corresponding proportion of the shares sold for coupons. They are the dominant private
owners of enterprises in Slovakia. Other large private owners have been created through restitution or
sale to foreign firms. Individual citizens have very small holdings, but the emergence of shareholder
associations could increase their voice in enterprise governance.

3.20 By far the single largest owner of enterprises is still the National Property Fund (NPF).
As of September 1993, NPF owned all or part of 517 companies (Table 3.3). NPF has sold all of its
shares in forty companies, but still controls 3% of the shares in cotpanies that were set aside in a
restitution fund for compensating previous owners. NPF owns a majority of shares (including restitution
fund shares) in some 101 companies. The remaining companies can be said to be under the control of
private owners. The largest companies in which the NPF owns a majority of shares include VUB (50.8%
ownership), the Slovak Insurance Company (52 %), Slovnaft (oil, 80%), Benzinol (oil distribution, 97%),
Nafta (gas, 55.2%), Trnavske Automobilove (50.1%), Zavod SNP (aluminum, 72%), and Slovakofarma
(chemicals, 80.9%). The extent and desirability of long-term strategic stakes by NPF in these and other
firms is under review; its involvement is likely to be reduced by the government.
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Table 33: Inventory of Companies in Portfolo of National Property Fund, September 1993
(number of enterprises)

Partialy
Completely Majority privatzed
privatized privatized (NPF ownership

Book value of equity (no NPF (NPP ownership greater dtan Not Total
(sK million) ownership)a less than 47%)a 47%) privatidzed enterprises

Less than 10 1 42 6 5 54
lOto30 5 92 9 7 113
30 to 50 6 48 2 12 68
SOto 10 13 91 14 13 131
100 to 300 12 74 15 6 107
300 to 1,000 1 54 3 3 61
1,000 to 10,000 2 14 4 1 21
Momethan 10,000 0 1 1 0 2

Total number of enterprises 40 416 54 47 557
Share of enterprises (%) 7.2 74.7 9.7 8.4 100.0
Total book value of equity 6,366 93,683 28,902 7,012 135,963
(Sk million)
Share of total (%) 4.7 68.9 21.3 5.2 100.0
Book value of NPP staie 0 20,950 20,390 7,012 48,352
(Sk Million)
a NP also contols 3% of shares held in the resttution fund.
$ource: National Propety Fund.

3.21 The NPF has three main roles. It is:

o The primary institution responsible for implementing privatization.
* The owner, on behalf of the government, of enterprise that have been converted into

joint-stock companies but not transferred to private ownership.
* Ihe custodian of the proceeds from the sale of state assets.

The NPF is an agency created by law and responsible to the Slovak Parliament. It is supervised by a
nine-person presidium, with members elected by Parliament for five-year terms. The presidium appoints
an executive committee of NPF and employees to conduct the day-to-day business of the fund. A board
of tustees plays an ombudsman role, reportng to Parliament and investigating any shortcomings in
NPF's operation. As part of an effbrt to depoliticize the NPF and eliminate the government's role in
appointing NPF officers, an amendment to the privatization law passed in March 1994 stipulates that all
board members are to be appointed by Parliament. "Constitutional officials," such as ministers and
members of Parliament, cannot fill these positions.

3.22 NPF does not have the resources necessary to carry out a large privafization program
using standard methods. With a staff of only about sixty-five people-it plans to expand to about 200
-the NPF relies primarily on financial advisers to carry out auctions or tenders. Most of these advisers
are from local financial institutions, which lack the experience to attract foreign investors. Since March
1992, tenders of sixty-one companies were initiated but only about four were completed. The NPF is
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receiving some technical assistance from the EU-Phare program and other international agencies but
probably needs even more.

3.23 NPF is a relatively passive owner, as a matter of policy and because it lacks the staff to
supervise the 557 enterprises in which it has shares. NPF is represented on the boards of only about 120
enterprises; forty of its staff sit on these boards. Staff from other ministries represent the government's
ownership interest in enterprises that are considered strategic. It is reported that the board members
appointed by NPF tend to follow the lead of board members from the Investment Privatization Funds.
The official objective of the NPF as owner is primarily commercial: to maximize the value of the shares
that it owns in these companies. Considering NPF's limited ability to supply board members and the risk
that they might have a social or political agenda, it is probably best that the NPF play a passive role in
corporate governance, leaving active involvement to private owners such as the Investment Privatization
Funds.

3.24 The law spells out how NPF, as custodian of the proceeds of privatization, may use these
funds. They are to be used primarily to cover the cost of privatization; pay for the debts of enterprises
scheduled for privatization, including an option to cover certain environmental liabilities; and provide
capital to banks (this latter is risky, and could imply a renationalization). The NPF also guaranteed the
debts of enterprises privatized in the first wave for a period of one year. It may also guarantee loans to
strategic enterprises-those in which the NPF owns more than 34% of the shares on a permanent basis.

3.25 The proceeds of privatization are often viewed as a source of funds to help meet the
government's financial needs and the capital requirements of enterprises and banks. As in other transition
economies, funds for such purposes are in extremely short supply. There is a danger of overcommitting
the proceeds of privatization by making guarantees or other promises that the NPF cannot meet. By one
estimate, the NPF will have received about Sk 14 billion by the end of 1993 from the sale of assets and
enterprise shares in the first wave of privatization and from small-scale privatization; as of August 1993,
it had spent more than Sk 10 billion. About Sk 4 billion was spent to recapitalize the banks. Another
Sk 1.5 billion was used to write off debts of large enterprises prior to privatization. It is unclear what
portion of the proceeds has been committed through guarantees. Thus, it is important that the NPF
maintain accurate accounting statements that include the liabilities that may arise from its provision of
guarantees. NPF intends to have a detailed audit conducted to present a clearer picture of its financial
position.

3.26 7he Investment Privatization Funds. The Investment Privatization Funds (IPFs) are the
largest and most important private owners of enterprises in Slovakia. Unlike mutual funds or investment
trusts in many other countries, the IPFs play an active role in corporate governance. The ten largest IPFs
control about one-quarter of the shares offered in the coupon scheme. A typical large fund has 200,000-
500,000 shareholders, owns shares in more than a hundred companies, and has a staff of about fifty.
Legally, these funds differ little from joint-stock companies, with a board of supervisors elected by the
shareholders at the annual meeting. The founders of a fund-for example a balk-appoint the initial
board of supervisors and hire an investment company to manage the fund's portfolio. The investment
company receives an advisory fee of no more than 2% of the value of the fund's assets. An important
question for the new board of supervisors elected at the first annual meeting is whether to continue to
employ the same investment company, which in most cases is affiliated with the founding institution.

3.27 The objective of the funds should be to increase the value of their shareholdings in Slovak
companies. The investment company advising the fund on its portfolio has an incentive to increase the
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value of shares because its fee is linked to the value of the portfolio and because the new board of
supervisors may decide to hire a different investment company. The IPFs are similar to holding
companies rather than to the diversified investment funds common in Western Europe or the United
States. Though many of the IPFs had intended to follow the model of these diversified mutual funds or
investment trusts as passive owners of corporations, most now realize that the only way to ensure that
the value of their shareholdings increases is by taking an active role in corporate governance.

3.28 Although the IPFs appear to be having a favorable impact on enterprise governance,
further progress in improving the quality of governance is being hindered by the weak information base
and the shallow pool of managerial experts. In problem cases, the new owners have little choice but to
remind the current management that the ground rules have changed and to give incumbents three to six
months to adjust their behavior. These constraints should ease over time. More worrisome is the quality
of governance within the IPFs, since their representatives on enterprise supervisory boards are essentially
agents of othcr owners, the numerous small private stockholders in IPFs.

3.29 Because this type of fund is rare in other countries, there are no regulatory models to
follow. Slovakia is to a large extent pioneering in the development of this regulation, and considerable
effort should be devoted to the task. The role of these funds will evolve as the Slovak economy changes
during the transition, and no one can say now what their ultimate role should be. Thus, there is a
substantial risk in forging too far ahead of experience with regulations that stifle the ability of funds to
meet emerging needs. For example, current regulations that emphasize limits on how much the funds
may invest in a particular company (Act No. 248 limits a fund's shareholding in any one company to
20%) are likely to restrict the ability of the funds to influence the activities of the enterprises that they
own. Though IPF supervision and control of enterprises may not be perfect, it is preferable to no
supervision, and there is little evidence that such strict controls are needed or that the funds are not
playing a useful and productive role in the economy.

3.30 The regulation of investment funds should emphasize disclosure of information about
operations to the shareholders who own the funds and to the appropriate government ministries. Public
scrutiny is the best method of regulating their activities. Thus an important regulatory issue is whether
the fumds should be required to disclose any financial or business connections of its senior managers,
board of supervisors, or management company that might constitute a conflict of interest. For example,
is the fund using a broker to buy and sell shares who is affiliated with the investment company that is
managing the fund's portfolio? Compulsory annual audits by an internationally recognized accounting
firm could help uncover irregularities in the funds' operations.

3.31 To discourage insiders' use of IPFs for bailouts, IPFs should not be allowed to invest in
their own corporate founders. It is reported that some large enterprises established IPFs in order to
maintain control of their enterprise. For example, employees of an enterprise could be given or loaned
the money for coupons on the understanding that the coupons would be invested in the fund founded by
the enterprise. Another concern is that the large funds founded by banks may become the primary
owners of the banks. Though ownership of banks by daughter IPFs is expressly forbidden by law, a legal
dodge allows bank ownership (of up to 10%) by "granddaughter" IPFs belonging to bank subsidiaries.
Thus, in the case of VUB, a daughter investment company owns several IPF granddaughters that are
themselves shareholders in VUB, the grandparent company (Box 3.2).
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lDx 32 VUB Kupon: Profile of an lavestment Privatizaton Fund

VUB KUPON, an lveament Privatization Fund, was founded by VWcobetna tOverov4 Banka, the largest bank
in Slovakia. In November 991, with an nitial capital of Sk I million. It is managed by VUB Invest, an asset
managemantompany to wl VUB Kupon paid Ss 14 millon in management fees in 1992. During the pre-round of the
coupon privadizan, VUB Kipon collewd over S00 millon investment ponts from S31,419 holders of investment
*oupons who becam shareholders of this stock company. In fivc bidding rounds, VUB Kupon acquired stakes in 238
privatized companies. With a total nominal value of shames in its portfolio of Sk 12 billion, VUB Kupon iB the largest
Pvatizaton Invesatment Fund in the Slovak Republic and the fourth largat in the territory of the former Czech and
Slovak Pedera Republio.

Tho fiad's portfolo is concentmted in only a few industial sectors: chemicals (15%), engineering (22%),
'eergty (12%), atd metAlug (9%). Newrly half of its invesmnto ar in ar shareholdings in seventy eterprises (35
: $Vak and 35 Czech), including VUB. VUl Kupon is potentially able to exercise strong corporate governance in these
sventy enterprises.

V. UB Invest, the aset mnement company, was founded in September 1991 as a whoDy owned subsidiary of
, with captal of Sk 33 mllian. ha young management team prepared the business plan with the assistance of VUB,

d ai foreign consulting cen y speciaized in emeging securities markets. To encourage investors to contrbute their
coipons to the fund, VUB made loans to the shreholders in VUB Kupon, with shares as collateral, and further proposed
tobuyb ck thosires at a guarnteed pice equal to about 1,200% of the administrative fee charged to Xw investors for
:btaining oupons (coupon books). Preliminary stock market pries of the underying shares in the enterprises suggest
t his guaranteed pre Is not excess.

Small Privatdzaton

3.32 Over 9,300 small shops in Slovakia, or about 80% of the total, were privatized during
the first two years of the privatization program, a remarkable and strikingly visible achievement. The
privatized shops offer an abundance of previously unavailable goods and services that have literally
changed the face of the country. The privatizations of small shops generally received strong popular
support, though support from current shop employees was mixed, since they were denied preferences in
purchase (unlike the case in most transition economies) and feared losing their jobs (over 20% did). Still,
the privatization procedures were relatively straightforward and transparent, and no one is seriously
arguing for a reversal. The small privatizations have reinforced economic reform elsewhere in the
economy, partly because of the services the small shops provide to other sectors and partly because the
small privatizations have expanded the ranks of the reform-minded middle class.

3.33 About a third of small shops were returned to the original owners or their descendants.
Another third, mainly service outlets on the ground floor of large apartment blocks, were leased for two
years (sometimes longer), pending privatization of the apartment block. The remaining third, usually
shops built by state enterprises, were sold directly to buyers, some with and some without the attached
land. Sometimes the owners or leaseholders were required to purchase inventory and equipment at book
value, and in some cases they had to pledge to continue the current line of business for a stated period.
Most of the small shops remaining in state hands were slated for inclusion in the second wave of
privatizations, either in a bundle with the large enterprises they are affiliated with or as free-standing
stores.

3.34 The small privatizations yielded proceeds of Kcs 14.2 billion, or slightly more than the
proceeds from the first wave of large privatizations. Because the period for paying off inventories was
not specified, about Kcs 1 billion in bills remains outstanding. Buildings had to be paid for within thirty



51

days. Most purchases were financed thorough loans from the Savings Bank (Sporitelna). The Savings
Bank, which was required to extend the loans, tried to reduce its risk by demanding that borrowers put
up personal property (such as vacation houses) as collateral.

The Second Wave

3.35 The second wave of privatization will include most of the productive enterprises
remaining in state hands. As in the first wave, privatization projects are being submitted by management
and competing bidders to the supervisory ministries (mainly the Ministry of Economy, but also the
Ministries of Transport and Telecommunications and of Agriculture). The proposals are screened and
sent on to the Ministry of Privatization, which prepares the project for privatization through the National
Property Fund.

3.36 The second wave is likely to prove more difficult than the first because some of the more
difficult cases were intentionally deferred to the second wave and because of a change in the approach
to privatization to remedy what some Slovak officials saw as shortcomings of the first wave of
privatization:

* Too great a preference for coupon privatization over other standard methods that
result in stronger governance.

* Too low a priority on attracting new domestic and foreign capital.

O Inadequate attention to specific sectoral characteristics and restructuring needs.

3.37 The previous government's plan, September 1993. In September 1993, the previous
government established the principles that were to guide its r ew privatization strategy. To foster the
emergence of a class of domestic entrepreneurs with a stronger hand in managing enterprises, standard
privatization methods were to be used exclusively for medium-size and smaller enterprises (book value
of less than Sk 250 million), which accounted for about 15% of the book value of enterprises to be
privatized in the second wave (Table 3.4). Coupon privatization was to be used only to transfer a
minority stake to coupon holders in large enterprises (value greater than Sk 250 million). A majority of
shares in large enterprises were to be reserved for eventual sale using standard methods of privatization.
The goal was to allow a large foreign or domestic investor to buy a controlling block of shares in these
companies even though that might take longer than coupon privatization.

3.38 The main standard method to be used was public tenders, with investment and
employment pledges given priority over price. Public auctions were to be used only when the chief
consideration was revenue. In exceptional cases, when competition was impossible or too cosdy to
organize, a sale was to be negotiated directly with a predetermined buyer. Capital thresholds were to be
lowered by permitting more sales at prices below book value and by extending the opportunities for
installment purchases. The government was also inclined to encourage banks to provide financing for
purchases, by having the National Property Fund guarantee loans.
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Table 3.4: Value of Enterprises In the Second Wave of Privatization, September 1993

Book value of equity Number Total value Share
or net worth of per category of total
(Sk million) enterprises (Sk million) value (%
Standard privatization
Less than 25 8i 1,118 0.6
25 to 50 75 2,866 1.5
50 to 100 83 5,814 3.0
100 to 250 126 20,229 10.3
Subtotal 365 30,027 15.4

Standard privatization plus minority voucher privatization
250 to 500 86 30,056 15.3
500 to 1,000 37 26,166 13.3
More than 1,000 31 109,844 56.0
Subtotal 154 166,066 84.6

Total 519 196,093 100.0
Source: Thbe Ministry for A&dmnistration and Privatization of the National Property of the Slovak Republic.

3.39 Installment sales involve substantial risk. In effect, the National Property Fund must act
as a lending institution and determine whether a buyer is likely to make the installment payments. If the
downpayment is too low, speculative bidding may lead to unrealistically high prices. If the business is
profitable, the buyer may be able to make the installment payments. If not, the buyer loses only the
small downpayment and ownership reverts to the National Property Fund. Even worse, a buyer may
have no intention of maling the installment payments but seeks to strip the enterprise of any valuable
assets and then turn back an empty shell to the National Property Fund. Loan guarantees are also fraught
with risk. It may be that neither the National Property Fund nor the banks adequately review the
qualifications of the buyer or monitor management of the enterprise.

3.40 Relying on standard methods has one potentially serious shortcoming: doing so may
substantially slow the pace of privatization since there is no detailed implementation plan yet for using
standard methods. If the pace slows, the government's reform credibility may erode. Pressure may
intensify for the state to restructure enterprises before privatization to make them more profitable and to
close large loss makers. Though legal, organizational, and possibly fcial restructuring may boost
interest in an enterprise, experience in other countries demonstrates that large expenditures on physical
restructuring rarely pay off.

3.41 Wishing to maintain a rapid pace of privatization, the government announced that it
intended to privatize one-third of all enterprises still with majority government ownership by the end of
1994. To meet this goal, the government would probably have been forced to rely more on coupon
privatization than its September 1993 policy would suggest. The government announced that the second
wave of coupon privatization was to begin by the end of the third quarter of 1994, with an initial target
sale of shares with a book value of Sk 45-70 billion.

3.42 The current government's plans, March 1994. The government that came to power in
March 1994 announced a new approach to privatization. First, voucher privatization will receive equal
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standing with other privatization methods, and the government is working hard to launch the second wave
of voucher privatizations by September 1994. Though discussions are still under way about the exact
amount of assets and number of enterprises to be included, indications are that it would involve some 180
enterprises with assets of about Sk 70-80 billion. There is also discussion about including some Sk 20
billion of equity in 120 enterprises from among the holdings of the National Property Fund remaining
after the first wave of privatizations. The government intends to pioceed with sales through standard
methods in cases where discussions with strategic investors have already been initiated.

3.43 The government is considering temporarily retaining 20% to 40% of the equity in the
firms including the second wave of voucher privatizations and selling these shares later to raise revenues
to meet the liabilities of the National Property Fund. This approach has two weakness. For one, the
fund may not be able to sell all these shares. For another, the procedure might crowd out privaie finance
by diverting investments that might otherwise have been made in the private sector.

Constraints on the Private Sector

3.44 The main constraints to growth of the private sector are temporary restraints on private
ownership and use of land and buildings; court backlogs in enforcing contracts; inadequate re.. latory
framework, including too much regulation of new businesses and a lack of coherent regulation for
emerging capital markets; and weak infrastructure, especially poor information systems.2 If the political
will is there, most of these problems have fairly straightforward solutions.

Privatization of Land and Buildings

3.45 Recent surveys of small privatizations in the Czech Republic, Hungary, and Poland have
documented a striking connection between ownership form and investment. Even an option to purchase
improves investment.3 Slovakia recognizes private land ownership rights and has been including land
title as part of the assets transferred in privatization of medium-size and large enterprises. The problem
lies in the signiflicant amnount of connnercial office space, urban housing, and agricultural and vacant land
that remain in the hands of local government authorities.

3.46 Most noticeably affected have been the small shops located on the ground floors of large
office or apartment complexes. Typically, when shops were privatized, short-term leases on the retail
space were passed on to the new owners, pending resolution of land title. These leases have generally
been extended on a month-to-month basis, discouraging maintenance, investment, and resale of businesses
to third parties. A new mechanism for the orderly conversion of short-term leases to long-term leases
currently being put into place should introduce more certainty to business planning.

2 For results of a survey of privatc sector firms and an analysis of constraints, see D. Swanson and L.
Webster, 1992, "Private Sector Manufacturing in the Czech and Slovak Federal Republic: A Survey of
Firms," World Bank Technical Paper 230, Washington, D.C.

3 R. Frydman, A. Rapaczynski, J. Earle. A. Harding, J. Mladek, and J. Turkewitz, 1993, "Small
Privatizatiorn Survey in the Czech Republic, Hungary and Poland," Joint Study of the Central European
Universitv Project and the World Bank.
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3.47 The title uncertainty affects residential as well commercial occupants of urban buildings.
As tenants, both groups are charged low rents-often below maintenance costs-and protected against
eviction. This setup has perverse consequences: it discourages new e2evelopment by reducing demand
for building repair and renovation while boosting real estate prices. And by eliminating a potential source
of collateral for loans, this arrangement inhibits the development of the commercial space and housing
markets. More power is placed in the hands of local authorities, which deters both domestic and foreign
investors. To speed the process of sorting out current titles, a new land cadastre should be created, using
modern mapping techniques. All land records should be computerized, to allow for easy access for
households, enterprises, and banks. Also, the process for transferring and insuring titles should be
simplified.4

3.48 The lagging privatization of housing and agricultural land also hinders labor mobility and
discourages intergenerational transfers. It is common in market economies for workers to move their
residence as labor requirements shift and for pensioners to sell their house and farm land to younger
families. In Slovakia, the scale of this kind of trading is unnaturally small. Freeing up the housing and
farmland markets could promote labor mobility, assist in matching housing space to family requiremnents,
and free more disposable income for pensioners.

3.49 Legislation passed in July 1993 would allow the purchase of publicly owned housing.
The price would be negotiated between buyers and sellers, subject to a maximum price of Sk 4,400 per
square meter of usable living space.5 To deter speculation, windfall gains from resales when the owner
is not an occupant will be subjected to near-confiscatory taxation for ten years. Opponents object that
this amounts to de facto extension of rent control by rewarding tenure in state housing and penalizing its
relinquishment. Nevertheless, passage of the legislation was seen as a major accomplishtnent, and speedy
implementation is expected.

Weak Contract Enforcement

3.50 Until January 1, 1992, commercial disptites (including debt collection and enforcement)
were resolved through state arbitration. Under the new commercial code, such cases became the
responsibility of newly created commercial courts, and the former arbitrators became judges in the new
courts. A lack of familiarity with court administration and procedures and with the commercial code
itself resulted in a tremendous backlog of unresolved cases. Of the 306,000 cases admitted in 1992
(24,000 of them related to debt collection and enforcement), 174,000 were still unresolved at the end of
the year. Despite some minor reforms to increase the courts' capacity, it can still take up to a year or

4 The current decentralized records are not completely clear, due mostly to lapses in record-keeping, and
are difficult to access. Restitution claims in urban areas have been mostly resolved while agricultural land
title has yet to be resolved. The disposition of common apartment property (entryways, elevators,
surrounding grounds) also poses a problem, especially when some residents choose to buy and others to
continue renting. At the least, condominium associations will have to be organized or management
companies retained to make decisions on property management.

5 Sitting tenants would become eligible for another 30% discount after ten years, provided they do not sell
the unit during that time to someone other bhan a family member. Minimum downpayments would be
15%, with the remainder paid in ten-year installments at zero interest. Sales to a third party would be
permitted only when the tenant fails to pay rent for six months or more, and even then the seller would
have to provide the tenant with alternative housing.
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more to resolve a case. A related problem is the absence of enforcement capacity for debt collection:
courts do not have effective mechanisms for seizing or selling debtors' assets. Debt collection has
become the outstanding problem facing many businesses. Suppliers, recognizing their vulnerability, are
increasingly insisting on barter or cash payment up front. While this alleviates the problem of moral
hazard, it exacerbates problems of illiquidity. The government has responded by passing legislation
requiring enterprises to net out their arrears through a private clearinghouse (Box 3.3).

Box 3.3: Clearing Interenterprbe Arrears

In 1992, the Government appointed a private comnpany, Fizako, to deal with the chain of interenterprise arrears.
Fizako organizes registration rounds at which enterprises register their receivables (for claims over Sk 10,000)-a
compulsory process since September 1993. Fizako's role is to match the data on these claims and track debt chains with
the objective of clearing the interenterprise debt. The scheme should identify some of the major loss-making enterprises,
which have primary responsibility for the whole chain of interenterprise arrears, and frmns whose payables exceed
receivables and thus may have to undergo financil restructuring or liquidation.

In one year, Fizako conducted eight rounds of voluntary registration and cleared Sk 10 billion of receivables out
of an estimated stock of Sk 80-90 billiop, Two compulsory rounds cleared another Sk 9 billion. As of the end of March
1994, interenterprise indebtedness was estimnated at Sk 50 billion. To finance loans bridging the arrears chains. Fizako
received Sk I billion in 1993 from the National Property Fund through Konsolidacna Banka.

A substantial part of both payables and receivables includes Czech-Slovak cross-border overdues, claims on
former CMEA countries, and claims on ccuntries against which arms embargoes were established. The outstanding debt
owed to the Czech Republic by Slovak state-owned enterprises totaled an estimated Sk 35 billion at the end of 1992, 73%
of it overdue as of April 1993. The Slovak Ministry of Economy recently proposed to the Czech Ministry of Industry and
Trade to settle this debt.

3.51 The Slovak government passed an amendment to the bankruptcy law in June 1993 that
introduced a simplified conciliation procedure. The procedure allows creditors to reach agreement on
liquidation or on physical and financial restructuring plans for potentially viable enterprises. The
procedure has not worked well in practice because it requires unanimity by creditors and lacks
mechanisms for resolving conflicts among creditors and between creditors and equity holders. The
government should improve liquidation and reorganization procedures by, among other things, permitting
the intervention of a neutral, third party whose decision would be binding on all creditors and equity
holders.

3.52 The government is currently in the process of reestablishing nonjudicial, binding
arbitration, which would greatly improve the resolution of commercial contract disputes. It does not,
however, address the backlog of pending commercial cases in the courts or the lack of effective
enforcement mechanisms. These problems must be addressed by streamlining court administration and
procedures, providing better training for judges in commercial law and the administration of justice, and
instituting procedutes for enforcing judgments. Rules for fair credit reporting are also needed, so that
records of enterprise debt service performance would be available to banks and private sector agencies
interested in offering enterprises credit and so that an enterprise credit rating system could eventually be
set up. Finally, the Slovak Chamber of Commerce, to which all Slovak firms belong under law, should
be authorized to conduct voluntary arbitration procedures for all business disputes, not just for disputes
between domestic and foreign businesses as at present.
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Over- and Under-Regulation

3.53 Making it easier to do business in Slovakia should be the government's first regulatory
priority. The regulatory burden on new businesses is too heavy and too complex. Lack of information
about the requirements is itself a barrier to private enterprise development. To receive a trade license,
applicants must provide confirmation of qualifications (including certificates attesting to the lack of a
criminal record and number of years of specialized education and training) and pay substantial licensing
fees. Because few foreign countries have similar requirements, foreigners interested in establishing a
business in Slovakia find it especially difficult to obtain trade licenses. An amendment is under
consideration that would reduce many of these requirements.

3.54 Simplifying and clarifying the requirements for trade licenses and for registration of
commercial businesses would also promote new enterprise development. The tremendous backlog in
trade license requests arising from the requirement that all licenses be re-issued following the
establishment of the Slovak Republic is starting to diminish, but the wait in urban areas is still one to two
months. Inconsistent interpretation of registration requiremenas often results in multiple visits, repeated
filings, and undue delays. Frequently, additional paperwork must be filed for environmental impact
assessments, health and safety inspections, social security payments, customs, and taxes. Mistakes may
be penalized by hefty fines or-perhaps worse-by being sentenced to start the process over again.

3.55 Taxes on business are numerous. Up-front taxes and fees should be reduced, to make
new entry less risky. Basic tax rates include a 50% payroll tax for social insurance programs (38 % from
employers and 12% from employees), 25% (6% for some services) for the VAT, and 45% for the
corporate income tax. Often taxes are levied regardless of whether the supplier has been paid, a
requirement made the more onerous by the frequency with which payments are delayed. Foreign
exchange restrictions in force at various times impose other taxes. The main results, not surprisingly,
have been an increase in foreign refusals to ship without prepayments, and higher profits for cross-border
banking intermediaries, most of them based in Vienna.

3.56 Instead of focusing on these problems, which could be resolved at a relatively low
budgetary cost, government efforts to promote the domestic private sector stress tax holidays for new
investment, guarantees, and subsidized and directed credits. The same problems afflict the promotion
of foreign investment, the responsibility of the new Slovak National Agency for Foreign Investment (Box
3.4). Foreign direct investment could more readily be encouraged by adopting a one-stop assistance
approach that eliminates the problems of misinformation and delays in starting businesses.

3.57 Facilitating the development of active capital markets and supporting fair competition
should also be important regulatory concerns. Despite the absence of a comprehensive regulatory
framework, several markets for trading shares in recently privatized companies have developed
spontaneously. A nascent stock exchange has emerged, trading ten listed and more than forty unlisted
companies on a weekly basis. The majority bank-owned stock market is plannihg to introduce twice-
weekly trading. The largest volume of shares-more than eighty companies-is traded through the RM
System, an over-the-counter market that emerged from the more than 190 local offices created to carry
out the first wave of vouclher privatizations. Trades now take several weeks to execute, but the RM
System also intends to introduce daily trading by the end of the year. The joint foreign and domestically
owned Bratislava Options Bourse trades forwards on shares. The Ministry of Finance, through a wholly
owned joint stock company, has established the System of Company Registration of Stock Ownership
(SCP), the official system of company registration of share ownership. What is needed now is legislation
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designed to build investor confidence, through mandatory disclosure of information by enterprises issuing
shares, and to promote competition in the share-trading market. Fair competition is also essential to the
development of a vigorous and dynamic private sector. A fair competition law has been drafted and will
soon be presented to Parliament. An Antimonopoly Bureau has already been established. Review of
intellectual property protection is also being carried out.

Box 3.4: Clinate for Forelgn Investnent In Slovakia

Foreign investment in Slovakia totaled Kcs 6.6 billion, (US$230 million) at the end of 1992, strikingly low,
considering the proximity to Western Eutope and the far larger investments in the neighboring Czech Republic and
Huiigary. Most foreign investments were in services, and most were very small, in the range of US$3500-US$35,000.
The biggest investors are Austria (US$63 million at the end of 1992), Ger y (US$57 million), and the United States
(US$44 miSlion). The Netherlands, Italy, Sweden, and the Republic of 1 account for another US$11-14 million
each. The largest acquisitions have been undertaken by K-Mart, which ow,ght the largest Slovak department store
chain; Volkswagen (Getmany. cars); Henkel (Austria, chemicals); Molnlycke (Sweden, paper); Samsung (Kotea,

figerators) Hoechst (Germany, pharmaceuticals): and Whirlpool (Italy, washing machines). Although the base is
smal1, growth has been rapid. In the last three quarters of 1992, foreign invesutent grew by 87% (US$107 millon).
Most of this growth reflects foreign purchases of entcrprises privatized in the first wave. Bratislava hosts two-thirds of
all foreign investment in Slovalia, refectitng its size and easy access.

Recent govermnmetteffts to encourage foreign investment have focused on tax holidays, credit guarantees and
subsidies, and exemptions from import duties. Yet, foreign investors cite other concerns as the major problems in doing
business in the country:

o Lack of reliable information on the requiremnts for establishing businesses.
* Burdenme legislation, excessive red tape, and delays in setting up a new company.
o Uncertainties surrounding the second wave privatization program.
o Restrictions in place in the past on the convertibility of the Slovak koruna and excessive corporate taxes.
o Lack of effective commercial law enforcement mechanisnis.
o Inadequacies in the laws, regulations, and other basic instimtions needed for a market economy.

Note: For a more detailed analysis of the pattern of foreign investment and the constraints, see Foreign Investnent
Advisory Service (1993), nImproving the Environment for Foreign Direct Investmnent in Slovakia," World Bank,
Washingto, D.C.

Wek Infrastructure

3.58 Basic telecommunications facilities are essential to the development of private, competitive
enterprises. Slovakia has one phone link for every four citizens, which is more than in Hungary and
Poland but far less than in Western Europe. Installation delays of several months are standard. What
might be a mere nuisance to Slovak households or government agencies can be intolerable in private
foreign trade. The quality is poor, which limits computer networking and access to the world's electronic
highways, increasingly as important as access to physical transport routes. Planned World Bank co-
financing for a substantial expansion and upgrading of the telecommunications network should improve
the situation. Internal transport links do not appear to be a major bottleneck, but rail, road, pipeline, and
port links with Western Europe, which were discouraged during the Soviet period, need extension and
upgrading. Slovakia should be able to capitalize on its strategic location to become a transit point for
east-west goods traffic as well as pipeline networks (Box 3.5).
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Box 3,S: Sbvakva as a Strategk Crsssroads-The Case of Natural Gas

The Slovak government has suddenly become a key player in the European natural gas industry. Alniost all of
the gas that flows from the Commonwealth of Independent States to central and westem Europe passes through Slovakia.
The government needs to consider how to maximize the long-term value of this asset. The governmene.s handling of the
privatization of the transit pipeline will have a profound effect not only on its economic recovery, but also on the long-
term development of the energy system in Europe. The transit pipeline now produces transit ft:es equivalent to nearly
VS$SOO miltion a year, and its economic imporance is likely to grow. Western European countries are seeking to
diversify their sources and reduce their dependence on Russia, but it is almost certain that both the east-west and north-
south l4As will pass through Slovakia. The country's potential to provide strategic storage services near the consuming
centrs furhe enhances the value of the gas transit system.

In exploring how to maximize the long-term bene'3ts this asset can provide. the government faces several
immedite decisions:

e The transit contracts with Russia must be renegotiated to provide more equitable terms for Slovak
owners. If the pipeline is to be collateralized, longer-term contracts, control of pipeline access, and
direct comnercial links with other transporters and customets are essential.

o Will the transit system be integrated with the internal gas supply system? Foreign investors would pay
a higher price for an intcrnational pipeline unencumbered by local responsibilities, but Slovakia's
energy security would be reduced if it depended on another party for transportation.

a Should the pipeline system be recapitalized before privatization? The capital structue is greatly
underleveraged. The government could issue debt instruments against future earnings, thus providing
revenue in the inmediate future.

* What will be the role of the govenunent after privatization? The government could retain controlling
interest and collect profits as a shareholder, or it could sell its equity share and tax the profits.

Slovakia's strategic location guarantees that the gas transit network will be a prinary source of government
revenue for the foteseeable future. Any actions should be taken with care and with a view to the long-erm fiscal impact.

Enterprises in Financial Distress

3.59 Enterprise restructuring and liquidation must be accelerated. To survive in the new
business environment, enterprises must reorganize, downsize their operations, shed excess labor, sell their
nonproductive assets, improve the quality of their products, and find new markets. The longer adjustment
is postponed, the higher the eventual costs to society: growth will be impeded by the continued
misallocation of resources to nonviable operations, the private sector will be crowded out by the ever-
growing financing needs of loss-making enterprises, and the banking system and other creditors will see
a further rise in the losses they will eventually have to absorb. The question is how much the government
should do to help resolve these underlying structural difficulties.

3.60 Many enterprises are reeling from the twin blows of the reform program and the
breakdown of traditional trading arrangements. Financial distress is widespread among state enterprises
and privatized enterprises. Nearly a third of the 419 state enterprises currently under the purview of the
Ministry of Economy and a third of the 316 joint stock companies under partial or full National Property
Fund ownership reported losses in 1992 (Table 3.5). In 1991-92, the largest losses occurred in the
engineering industry, internal trade, machinery, pulp and paper, electric and electronic products, wood
processing, construction, fuels, and textiles. As measured by primary insolvency, or the excess of
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overdue payables over overdue receivables, the worst performers are in engineering and electrical
engineering, including fuels and energy and textiles. Summnarized balance sheets for this group of
enterprises are revealing (Table 3.6).

3.61 Ratio analysis confirms the existence of widespread financial distress. Joint-stock
companies have high inventories, receivables, and payables. Debt-equity ratios are probably much higher
than reported because the book value of capital may be significantly overstated under pre-1992 Slovak
accounting rules (see Annex B) and because balance sheets do not reflect overdue interest on bank loans
and penalty interest on payables. The debt burden is likely to be especially high for enterprises that
initiated large new investments right after the transformation in 1989. (The structure of enterprise
liabilities is described in Box 3.6).

3.62 Losses are not confined to the industrial sector. Nearly all agricultural entities along the
production chain are experiencing severe financial distress (Annex A). Farms and farmers (public,
cooperative, and private) had losses of Kcs 10 billion in 1991 and Kcs 13 billion in 1992. Food
processing enterprises had losses of Kcs 5.3 billion in 1991-92. Agricultural services companies suffer
because of the collapse in demand by farms and farmers for their services. In 1992, the Slovak part of
the National Railway lost Kcs 1.6 billion, despite a decision to postpone Kcs 1.9 billion in depreciation
charges. Road maintenance companies have been badly hit by government budget cuts for maintenance.
Urban bus companies are reportedly in better financial shape, but that may be due to the large budget
subsidies they receive.

Causes of Financial Distress

3.63 Industry. The collapse of the CMEA market and of the arms trade following a temporary
federal government ban on arms export were the proximate causes of the financial difficulties of Slovak
industrial enterprises. Adjustment to these shocks has been slow, and in some cases the response of
enterprises and government has been perverse, increasing the eventual adjustment costs. Initial forced
bank financing of enterprise losses and of conversion investments in key industries created enormous
overindebtedness, and the subsequent financial distress experienced by a few large enterprises has been
rapidly transmitted throughout the industrial and services sectors (Box 3.6). To a large extent, this
transmission was the result of the inability to pay off affected enterprises, but there are also indications
that the breakdown of financial discipline in a few large enterprises has generated an economywide
erosion of payment discipline. The absence of adequate debt collection and enforcement mechanisms and
the favorable terms of pre-1992 suppliers' credit probably encouraged enterprises to pass along their
financial difficulties to their suppliers.

3.64 Agriculture. The initial losses in the agricultu-al sector can also be attributed largely to
external shocks. The economnic transformation initiated in 1990 caused real wages and domestic demand
to fall. Trade liberalization subjected the sector to low-priced foreign competition, and though farm input
prices were liberalized, output prices remained under government control. Liberalization of interest rates
sharply raised financial costs (in 1992 alone, financial cost increased by Kcs 2.5 billion). The
inefficiency of the distribution system and a severe drought in 1992 also contributed to the losses. In
1992, output prices were liberalized, and the distribution system was broken up and sold in the first wave
of privatizations. Other than that, there has been little adjustment in the sector to date. Indeed, rather
than encouraging adjustment, the government has responded by continuing to provide large subsidies to
agriculture.
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Table 3.5: Profitability of State Enterprise and Enterprises
with Some National Property Fund Ownership, 1992

(Sk billion)
State enterprises Enterprises with

under Mdinistry of National Property
Economy Fund ownership

Summarzed consolidated income
Revenues

Sales revenues 138.6 81.9
Other revenues 4.2 5.1
Subsidies 0.8 0.2
Total revenues 143.6 87.2

Costs
Materials 87.3 60.6
Depreciation 11.6 5.9
Wages and wage-related cbarges 24.4 13.1
Interest expense (net) 8.2 5.4
Total costs 131.5 85.0

Gross profit 12.1 2.2
Profit-making enterprises 17.1 5.6
Loss-making enterprises -5.0 -3.4

Taxes and penalties 9.5 3.0
Profit-making enterprises 9.4 2.9
Loss-making enterprises 0.1 0.1

Retained profit 2.6 -0.8
Profit-maling enterprises 7.7 2.7
Loss-makdng enterprises -5.1 -3.5

Memo itens:
Number of enterprises 419 316
Number of loss-makers 143 106
Retun on sales (%) 1.9 -1.0
Retun on assets(%) 0.9 -0.3
Rehu on capital(%) 1.4 -0.5
Subsidies as share pre-tax income (%) 6.7 9.3

Source: Ministry of Economy and National Property Fund.

3.65 7ransport. Losses incurred by the railways were caused mainly by the collapse in
domestic and cross-border trade and a rise in electricity prices unmet by any adjustment in transport
tariffs. Transport tariffs are still regulated; not until April 1993 was the first tariff increase approved.
While some adjustment has taken place (mainly labor shedding), the government has been providing
increasingly large direct budget subsidies to the railways. The picture of enterprise losses and
government response is very similar in urban road transport.
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Table 3.6: Summarized Balance Sheet Data for State Enterprises
and Enterprises with some National Property Fund Ownership, 1992

(Sk billon)

State enterprises Enterprises with
under Ministry of National Property Fund

Summarized balance sheet data Economy ownership

Assets
Cash 6.4 5.0
Receivables 48.4 39.1
Inventories 56.1 58.0
Fixed Assets 199.3 137.1
Other and adjustments 2.5 5.8
Total Assets 312.7 245.0

Liabilities
Trade and other payables 35.8 22.6
Bank loans 55.2 37.9
Other 25.9 37.8
Total Liabilities 116.9 98.3

Basic capital and reserves 195.8 146.7

Memo Stems:

Current ratio 1.0 1.4
Cash ratio 0.1 0.1
Ratio of total liabilities to equity 37:63 40:60
Inventory tumover (weeks) 33 50
Receivables turnover (weeks) 19 25
Payables turnover (weeks) 14 14

Source: Ministry of Economy and National Property Fund.

3.66 Enterprise response. Entetprises initially responded to the shocks by continuing to
produce for inventory. In certain sectors (arms, aluminum) large new investments were financed through
forced bank lending and, more recently, National Property Fund loans and guarantees. To preserve
liquidity despite the collapse in sales, enterprises ran up overdues on their liabilities, first to the banking
system and then to suppliers and the government. There are signs that these processes are coming to a
halt and that enterprises are initiating the necessary structural adjustments to the changed business
environment. Enterprises have started to lay off redundant workers, albeit slowly. The rapid buildup
of overdues pushed many enterprises toward up-front cash and barter payments. At the same time, to
build up ma'ket share, enterprises are increasingly selling to new markets on medium- or long- term
credit. While these developments are favorable in many ways, the combination of cash purchases and
credit sales is intensifying liquidity problems.

3.67 The government's response. The government responded to the dual trade shocks by
providing financial support to enterprises to cushion the impai.; or to finance conversion investments.
In 1989, the State Bank (SBCS) started to make long-term loans to enterprises to finance conversion, and
VUB provided new money for conversion and to cover enterprise losses. In 1991, the government started
to issue loan guarantees for investment lending and for public investment projects.
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Box 3.6. Structure of Enterprlse Uabhllties

The main enterprise liabilities are bank loans, interenterprise payables, and overdue tax and social secuity
payments.

Bank credit to the enterprise sector as of end-1992 was Kcs 135 billion, one-third of it short term. Most of the
long-term lending went to state enterprises during 1989-91 to finance environmental (aluminum) and reconversion (arms)
investments. While some term loans (Kcs 16.2 billion at end-1992) carry direct government guarantees. most are
unsecured. Some bank claims on enterprises privatized in the first wave enJoy one-year National Property Fund
guarantees. Creditors have called guarantees for fifty small and medium-size enterprises privatized in the first wave, for
an estimated total of less than Kcs 1 billion. Most bank loans to Slovak enterprises are held by VUB, Konsolidacna
Banka, CSOB, Slovak Savings Bank, and Investicni Banka. In addition, the Ministry of Finance holds approximately Kcs
12 billion of loans to foreign trade organizations, which financed losses incurred as a result of repeated devaluations of the
Czechoslovak koruna and arms embargoes. Foreign banks, including Komercni Banka in the Czech Republic, also hold
small claims on Slovak firms. Of total bank credit, Kcs 34.3 billion was overdue for three months or more as of the end
of 1992. Banks have become increasingly reluctan to lend, even to enterprises with confirmed export orders. Thus the
change in the total stock of lending to enterprises in 1992 was ne',ative in real terms (7.9%), most notably to industry
(11%). The services and construction sectors experienced a 3% increase in credit, while credit to the agricultural and
mining sectors was virtually unchanged.

Inkerenterprise credit as of the end of 1992 for enterprises with the Ministry of Economy and the National
Property Fund stood at Kcs 89 billion in receivables and Kcs 57 billion in payables, more than half of them overdue. A
substantial part of both payables and receivables is cross-border: claims on former CMEA countries (estimated at around
Kcs 6 billion) and on countries against which arms embargoes were established. The break up of Czechoslovakia also
generated significant cross-border overdues, as enterprises in both republics wait for their governnents to mutuaUy settle
claims. Other arreats (end-1992) include farms and farmers (owing Kcs 7.5 billion to suppliers of energy, spare parts,
fertilizers and seeds, but with unpaid state farm claims of Kcs 2.5 billion for nonagricultiral services-mainly construction
and maintenance); food processing companies (owing farmers Kcs 2.5 billion, but with large claims on wholesale
distributors who in turn have claims on retail shops); and railways (owing Kcs 1.3 billion to Slovnaft for oil supplies and
to rail car maintenance companies, but with claims of Kcs 1.1 billion on customers, of which 50% is cross-border
claims-mostly on Hungarian and Yugoslav railways). The stock of outstanding interenterpise credit increased by
approxinately 3% in real terms In 1992, while overdue payments on payables declined slightly (by 0.76%). Thus, the
growth in interenterprise credit may already have come to a halt.

Tax and social securit overd&es are growing as a consequence of tight bank credit and increasing watchfulness
over interenterprise credit. Of the 419 enterprises with the Ministry of Economy, only 193 paid all their taxes on time.
For the industrial and services sectors, total tax arrears at the end of the first quarter of 1993 stood at Sk 14.9 billion.
For the agriculture sector, tax arrears amounted to Sk 4.3 billion. At the same time, a number of enterprises are paying
too much in taxes because their monthly tax payments are based on historic profits; seventy-three enterprises with the
Ministry of Economy reportedly paid excess taxes of Sk 205 million in the first quarter of 1993.

3.68 The govermnent also provided more direct support through subsidies. During 1991-92,
the Slovak Republic alone provided Kcs 22 billion in current subsidies to Slovak enterprises and Kcs 8
billion in investment subsidies. Some enterprises also received indirect subsidies through subsidized
energy prices. The government budgeted another Sk 21 billion in direct subsidies for enterprises in 1993
(Table 3.7). More recently, the government has started to use extrabudgetary means to channel resources
to enterprises by requiring the National Property Fund to provide guarantees to individual enterprises.

3.69 Government financial support has merely postponed the necessary adjustment-including
the eventual liquidation-of nonviable enterprises. In addition, the ensuing buildup of arrears and bad
loans may well have pushed some enterprises into financial crisis that would have been profitable in a
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healthier economy with a well-functioning financial system. Few of the conversion investments initiated
in 1989-91 would pass the market test of generating sufficient cash flow to repay the loans (on
commercial terms) that finance them. Some enterprises are now experiencing severe liquidity problems,
despite large investment subsidies. Where the investments did not succeed in rebuilding long-term
viability, they must be considered sunk costs; the losses have already been incurred. Someone now has
to absorb these losses, and market solutions must be found for dealing with the enterprises concerned:
either fiuter physical and financial restructuring or liquidation of nonviable activities. For enterprises
that would be viable in a healthier economy, a market workout between the enterprise and its creditors
is called for.

Table 3.7: Central Government Subsidies to Enterprises, Fucal Year 1993
(Sk mnlion)

Current Investment
subsidies subsidicu

Industry
Arms conversion - 22.9
Restructring, environment, energy (aluminum plant) 278.0 317.0
Coal mines (price support and severance pay) 561.5 -
Mineral mines and enterprises (closure) 70.7 -
Unallocated funds for restructuring 2,300.0 900.0

Agriculture
Water resources, water treatment, and forestry 800 0 1,638.0
Price support and price subsidies 1,400.0 -
General subsidies to farmers (for feed stock, seeds) 7,000.0 -

Transport
Railways and road maintenance 1,528.0 1,351.7
Airport reconstruction 408.0 -
Urban bus transport 1,980.0 -

Local government subsidies - 430.0

Total subsidies 15,918.2 5,067.6

Source: Ministry of Finance

The Role of Government In Active Restrucuing

3.70 Experience with restructuring suggests that while certain measures can have a very high
payoff, others should probably be avoided unless there are new, private owners who are committed to
the long-term development of the enterprise and who are prepared to assume the restructuring cost (Box
3.7). Measures that might be worth considering before privatization include:

0 Organizational restructuring, which can appropriately be undertaken while an enterprise
is in state hands. Such restructuring can include divestment of social assets (housing,
schools, clinics) to local authorities (even when the assets are transferred free of charge,
the enterprise will benefit by eliminating the cost of maintaining them) and divestment
of other nonproductive assets or noncore business activities. Activities such as catering,
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transportation, and the like can be auctioned off and the services contracted out, often to
groups of employees.

0 Financial restructuring, which may be necessary to make an enterprise privatizable. In
Hungary and Slovenia, for example, the state appointed specialists to estimate the amount
of debt a company could bear based on its projected cash flow and to take measures to
eliminate (or convert to equity) debt in excess of that amount. Financial restructuring
should be done only in exceptional cases, where privatization proposals envisage breaking
up a state-owned enterprise. The military equipment enterprise PPS Detva is one case
in which such restructuring is probably both feasible and desirable (Box 3.8).

Box 3.7: Lessons on Restructuring from the Treuhand in Germany

While some of the achievements of the Treuhand, the agency established to oversee the privatization of state
entepises, in restruuring enterprises before privatization have been impressive, these have come at considerable cost:

• Staffing and technical assistance requirements are large. The Treuhand has some thirty staff
nembers per hundred enterprises. In addition, enterprise supervisory board members with relevant
market skills had to be recruited in the former Federal Republic of Germany.

* Restructuring and privatization costs are enormous relative to the proceeds from privatization. The
Treuhand has spent about US$155 billion more on privatization and restructuring than it has
received from the sale of enterprise shares and assets.

* The process takes time. The Treuhand intends to liquidate itself at the end of 1994. But, after two
years of operation, her are still 2,000 enterprises (about 20% of Treuhand's original portfolio) that
Treuband has been unable to privatize or liquidate. Moreover, some privatized enterprises are
coning back to the Treuhand, as the new owners find it difficult to make them viable.

3.71 A type of restructuring that should be avoided involves investments in new plant and
equipment to modernize or otherwise improve a state-owned enterprise with a view to making it
profitable. Where this has been tried, the results have usually been disappointing, with the subsequent
privatization yielding less in returns than the cost of restructuring. For a privatized enterprise, however
it may make sense for the government to provide subsidized technical assistance to the new private
owners and managers to help them develop business plans that include investments for modernization and
expansion. Establishing mechanisms for delivering this technical assistance should be a priority.
Assistance to financial institutions to help them appraise business plans with a view to financing them may
also be appropriate. The risks associated with investments should be borne by the enterprise owners and
the financial institution, however, not by the government.
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Box 3.8: mnandcal Restructuring-the Case of PPS Detva

PP Detva was established in 1955 as a manufacturer of machines for the construction, agriculture, and defense
industries. In 1965, the enterprise was incorporated into the VHI Martin defense industry organization, but retained some
indepedence in production decisions. By the late 1980s, Detva was producing 60% for defense, 30% construction and
eardnmoving equipinent, and 10% special purpose tools and fnachines. In May 1990, the enterprise regained its
independence, but lost most of its market fbr military production. Output dropped by 45%, and employment by 50%.

The company began to expand aggressively and to broaden its production of nonmilitary equipment. It is
developing new lines of construction equipment and producing components for a variety of Western equipment producers
including John Deere, Bitelli, and Hanomag-Komatsu. It is expanding exports to both east and west. Despite these
positive developments, the company as a whole is bankrupt, saddled with debts and unsalable inventories related to its
previous military production. One option would be to close down the whole operation and liquidate h. A better one
would be to rstrucre the enterprise, carving out the viable operations from the nonviable and assessing a reasonable
level of debt to be assumed by the new, smaller enterprise, which could then be privatized. The government would have
to deal with the nonassuniable debt, but it would have to do so in any event because it is still a fuilly state-owned
enteoprise.

Facilitating Market-Driven Restructuring

3.72 Though its role in direct enterprise restructuring should be limited, the government is of
key imnportance in facilitating restructuring efforts, particularly through:

o Enforcing a hard budget constraint.
a Leaving debt workouts to the market.
0 Drawing up policies for enterprises that will remain in state hands.
0 Defining government's role as owner, regulator, and creditor of enterprises.

3.73 Enforcing a hard budget constraint. By rapidly phasing out subsidies and abolishing loans
and guarantees, the govermnent could signal to enterprises that they will have to renegotiate their debt
and attract commercial financing if they want to survive.

3.74 Leavng debt workouts to the market. Another important cornerstone of government
policy should be to leave enterprise restructuring as much as possible to market players. The government
already subscribed to this principle in the first wave of privatization. In enterprises privatized in the first
wave, creditors and equity holders have risk capital at stake, and thus an incentive to maximize the return
on their investment while minimizing risk. For the remaining state enterprises, creditors and incumbent
management and workers are well placed to develop restructuring plans; they know their eniterprise best
and might become stakeholders in the process of restructuring and privatization. The government as an
equity holder in both partially privatized and state-owned firms should assume a passive role.

3.75 Viable business propositions need a capital and debt structure that makes them financially
viable. An enterprise with too much debt and too little capital needs financial restructuring. For market-
based debt and equity financing to develop, the normal ranking of different classes of creditors (secured,
senior, junior, subordinated) and equity holders (preferred, common) should be respected as much as
possible. Violation of this principle would retard development of the capital market by eroding
confidence.



66

3.76 A menu of options is generally used to maintain the ranking of creditors and equity
holders in debt workouts. A menu approach may also accommodate different creditor and shareholder
preferences that can be honored without violating their relative ranking. The most commonly used options
are debt restructuring (changing the maturity or terms of a loan), debt forgiveness of all or part of a
loan), debt buybacks (a debtor buying back debt at a discount), debt-equity-swaps, and new loans. There
are numerous other financial instruments that can be used in a debt workout, but a good workout does
not have to be complex or sophisticated to be successful. There may be some merit, however, to
encouraging an outcome that leaves an enterprise with at least some debt. Because debt needs to be
serviced regularly, it subjects companies to financial discipline in a way that an all-equity-company, which
has to pay dividends only when it makes a profit, does not experience. In judging restructuring and
privatization proposals, the government ought to keep this consideration in mind.

3.77 Drawing up policies for enterprises remaining in state hands. Despite all its best efforts
to foster market-based enterprise restructuring and privatization, the government will not be able to avoid
taking responsibility for the restructuring and liquidation of all enterprises. Some already privatized
companies may fail to work out market solutions, and creditors might call in their government or National
Property Fund guarantees. Paying out the guarantees would make the government the de facto new
owner of the company. The government also may regain ownership of a company's equity if it fails to
pay its taxes.

3.78 The government should encourage bottom-up restructuring initiatives by workers and
managers in the context of privatization; such initiatives will relieve the government of responsibility for
having to undertake the necessary restructuring itself. If such initiatives are not endorsed, the alternative
would be for the government to retain ownership of firms that cannot be sold at any price. Realistically,
the government will have to retain ownership of some state enterprises whose management is passive or
uncooperative. For these enterprises, the government will have to assume responsibility to reprivatize
or liquidate them. An efficient, out-of-court mechanism will be needed for liquidating enterprises that
allows assets tied up in these firms to be quickly released for alternative uses. Although the government
has slated over one hundred enterprises for liquidation, the process is slow, and only a few liquidations
have been completed. The government may have to engage the assistance of external institutions such
as investment banks for enterprises that are to be reprivatized to ensure speedy divestiture. To reduce
the risk of political pressure on the government to postpone liquidation and to resume providing direct
budget support, sunset provisions could be put in place calling for the automatic liquidation of any
enterprise not privatized or reprivatized within a certain period.

3.79 Defining the government's role as owner, regulator, and creditor. As owner, regulator
and, frequently, an important creditor, the government can facilitate adjustment and restructuring by
addressing a number of important problems:

o Government claims. As a creditor by virtue of overdue tax and social security
contributions, the government may simplify debtor-creditor negotiations by developing
a policy of standard treatment of its claims. Such a policy would remove uncertainty for
other creditors and equity holders about the government's willingness to match their
concessions.

e Interenterprise arrears. There is merit in netting out interenterprise credit. Many
suppliers incurred claims early in the transformation process, before they had any way
of knowing which firms were bad credit risks. These old clains might be legitimate
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candidates for a netting out exercise. Netting out, when it occurs in the context of a
government policy that ensures subsequent restructuring and privatization, may simplify
market-based debt workouts. Thus far, the Slovak government's approach to netting out
has avoided some of the pitfalls of such schemes in other countries (Box 3.3).6

* Environmental liabilities. There is a need to clarify the legal responsibility for
environmental clean-up costs. Contingent enviromnental liabilities should be brought
onto the balance sheet and included in debt workouts. For enterprises still to be
privatized, the government has agreed that the buyer is responsible for clean-up costs
identified at the time of privatization, but that these costs will be deducted from the
selling price. Any environmental liabilities discovered after the assessment made at the
time of privatization will be the responsibility of the government. This policy will make
Slovakia far more attractive to private investors, especially foreigners. For firms already
in private hands, a case-by-case evaluation will be needed. The goverunent will also
have to decide on pollution clean-up standards, whether EU standards, current Slovak
standards, or some new standards. Environmental audits will be conducted prior to
privatization to clarify the timing of the damage, the standards for environmental
protection, and the necessary clean-u' costs.

° Social assets. The govermnent should develop a policy for divesting the social assets of
state enterprises. These assets are often a source of losses for enterprises. In the first
wave of privatization, most enterprises were privatized with all their social assets,
allowing losses to continue to build up at the expense of the new equity owners. In the
second wave of privatization, the government should define a policy that allows
enterprises that wish to do so to pass on social assets to municipalities free of charge.
Enterprises sold in the first wave that would like to divest their social assets should be
given the same opportunity. The government may need to adjust the tax and revenue
base of municipalities to accommodate this policy. Municipalities will get social assets
that cannot be given away to existing tenants or occupants because maintenance costs
exceed current rents. They will need resources to cover maintenance costs in the interim
period until rents are liberalized.

O Financial assistance for liquidation. The government may consider providing targeted
financial assistance to enterprses that will be liquidated. Such assistance could

6 Claims on and liabilities of individual enterprises will differ in quality (the likelihood of repayment will
be higher for a claim on a good enterprise than for a claim on a bad enterprise). Thus the process may
reward enterprises whose receivables, if marked to market, are worth less than their payables, and punish
enterprises whose receivables are worth more than their payables. There is a risk of a netting-out exercise
being used as an outright instrument to provide across-the-board debt relief to enterprises. The experiences
of Romania and Russia are instructive. In Romania, the government required banks to refinance overdue
payables, thus mertily shifting bad enterprise debt onto the books of the banks. In Russia, the govermment
replaced both net payables and receivables with government bonds; however, the government did not
subsequently enforce its claims, but it does service the bonds it issued in exchange for receivables. One
round of netting out may create expectations of another round, with enterprises anticipating such a repeat
exercise by running up new arrears. In short, netting-out interenterprise credit may have potentially
adverse effects on financial discipline if not carefully designed and managed.
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encompass severance pay and retraining of laid-off work-ers and the costs of closing down
operations and environmental clean-up.

* Financial discipline. To ensure that restructuring efforts undertaken by market players
have a lasting impact, the government should take measures t, strengthen financial
discipline in enterprises that have been restructured. Debt collectiop -.nd enforcement
rules will need to be substantially strengthened.



CHAPTER 4. EMPLOYMENT AND LABOR MARKET DEVELOPMENT

4.01 The transition to a market economy has entailed major changes in the level and structure
of employment. The collapse of CMEA exports affected Slovakia more than other countries in ..':-
region, because of Slovakia's greater dependence on exports to CMEA partners.' Major job losses have
occurred in the public sector, particularly in trade, construction, md certain heavy industries. In many
enterprises, managers are delaying staff layoffs by instituting invo.-:ntary part-time work or extended
holidays. These delays have led to considerable labor redundancy, as evidenced by the greater decline
in labor productivity in Slovakia than in other :mnsition economies.

4.02 Unemployment has nonetheless risen rapidly, the Slovak government has made rapid
progress in coping with unemployment by providing unemployment benefits and employment servicus.
The benefits are administered by a network of 137 locai L:.iployment offices, which also provide job
placement services and requalification training. As enterprise restructuring proceeds, further
unemployment is inevitable. If workers are to be matched with new jobs, it will be essential that actions
be taken that make it easier for workers to switch jobs, including requalification training, nationwide job
placement services, and privatization of housing. Unemployment should also fall as a result of policies
to encourage small business development and, eventually, a reduction in payroll taxes that discriminate
against hiring. Such policies will only be effective if the social safety net preserves incentives to work
while protecting the truly needy. This chapter describes the recent evolution of employment in Slovakia
and the measures adopted to deal with unemployment.

Labor Force Growth

4.03 Population growth has been declining almost continuously in Slovakia from 1.8% a year
in the mid-1950s to less than 0.5% currently. This slowing of population growth implies a gradual aging
of the population, which stood at 5.3 million people in the 1991 census, and a rising share for the
working-age population (people fifteen to fifty-nine years old). Under the World Bank'L current
population projections for Slovakia, the share of the working-age population is projected to rise from
59.7% of the population in 1990 to 63.1 % in 2005. (See Annex E for data on the labor force.) During
that period, the working-age population is projected to grow at an average rate of 0.9% a year-about
twice the projected rate of population growth-a legacy of higher fertility rates in the past.

4.04 This growth in the working-age population is likely to be overshadowed by prospective
changes in labor force participation-particularly of women. Labor force participation by women in
Slovakia has been among the highest in the world. At the time of the Velvet Revolution, the average
participation rate was virtually the same for women (83.0%) and men (83.3 %). By comparison, average
participation rates in 1989 were the same for men but only about 59% for women in OECD countries
and 81% for men and 70% for women in Central and Eastern European countries.2 The extraordinarily
high participation rate for women in Slovakia reflects social norms that encouraged paid employment for

1 For example, by 1991, Slovak exports to CMEA partners had fallen by almost 30 percent from 1989 levels
but still accounted for 42 percent of Slovakia's exports. In contrast, Czech exports to CMEA partners
accounted for just 29 percent of total Czech exports in 1991.

2 OECD Employment Outlook, July 1991, Chapter 1, Table A.2.
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all adults; low wages and employment-related benefits, which together provided little surplus for support
of other family membeis; generous maternity benefits for working women; and good child-care
provisions-often employer provided.

4.05 Since the start of the reforms, female labor force participation has dropped sharply, falling
to 68.0% in 199.2. International experience suggests that declines in labor force participation will result
largely from declines in female participation. In Slovakia, the incentives for both husbands and wives
to work will weaken as productivity differences lead to greater wage dispersion (allowing some families
to afford a nonworking spouse), as public maternity benefits are scaled back, and as child-are facilities
are privatized and their services priced accordingly. The tendency for women workers to withdraw from
the labor force could be partially offset if the retirement age for women were raised-a measure that is
desirable for reasons of equity and the economy.3

4.06 The effects of this decline are apparent in recent changes in the labor force. From mid-
1990 through the end of 1992, the working-age population grew steadily at about 0.5% a year, but the
recorded labor force (based on data on registered employment and unemployment) contracted at an
average rate of 0.4 % a year-largely because of the effects of declining female participation. In the first
quarter of 1993, however, the registered labor force increased by over 40,000 (Table 4.1). If this
reported figure is accurate, it implies a significant and rapid increase in labor force participation that
could be signaling a deterioration in real household incomes in line with the fall in real wages since the
start of the transition.

Table 4.1: Quarterly Changes in Employment and Registered Unemployment, 1990-93
(thousands)

Recipients of
Unemployment unemployment

Quarter ending Employmene Unemployment' Labor force rate (%) compensation

March 1990 2,463.7 2.7 2,466.4 0.1 0.0

June 1990 2,526.8 5.8 2,532.6 0.2 0.0

September 1990 2,520.6 21.1 2,541.7 0.8 0.0

December 1990 2,515.4 39.6 2,555.0 1.6 25.0

March 1991 2,461.5 94.8 2,556.3 3.7 61.0

June 1991 2,392.6 161A 2,554.0 6.3 105.0

September 1991 2,311.1 244.0 2,555.1 9.6 194.0

December 1991 2,252.6 302.0 2,554.6 11.8 254.6

March 1992 2,198.0 307.4 2,505.4 12.3 147.5

June 1992 2,224.9 282.3 2,507.2 11.3 96.8

September 1992 2,239.7 266.1 2,505.8 10.6 87.8

December 1992 2,247.2 260.3 2,507.5 10.4 87.3

March 1993 2,242.5 306.1 2,548.6 12.0 108.3

' Including women on maternity leave.
Source: Slovak Ministry of Labor, Social Affairs, and Family.

3 The normal age e retirement is sixty years old for men and fifty-seven years old for women. Women
with children may retire up to two years earlier.



71

4.07 Another change in the composition of the labor force is in the share of working people
older than the normal retirement age. That share dropped from 7.5% of the labor force at the end of
1990 to 5.5% at the end of 1991 and 1.8% at the end of 1992, according to the December 1992-February
1993 household labor force survey of the Slovak Institute of Statistics. The decline reflects the tendency
of restructuring enterprises to make their staff cuts first among those who are eligible for retirement.
This group's share in the labor force is likely to renain negligible for the immediate future.

Characteristics of the Labor Force

4.08 The Slovak labor force constitutes a major source of comparative advantage for the
economy. It is both highly skilled and highly competitive. Labor costs in Slovakia are less than one-
tenth as high as in many of the OECD countries (including Austria), and are one-third the level in
Greece, the least-cost European member of OECD (Table 4.2).

Table 4.2: Hourly Nonagricultural Labor Costs In Slovakia
and Select o Comparator Countries

(U.S. dollars)

Country Average hourly labor cost

Austria 18.31

France 19.23

Greece 4.19

Ireland 5.34

Netherlands 22.78

Slovakia 1.40

Note: Figures for countries other than Slovakia are average
nonagricultural labor costs to employers (including payroll taxes and
benefits). The figure for Slovakia is based on the average gross private
sector wage as reported by the Ministry of Labor, plus the employer's
38% contribution under the new social insurance programs.

Source: Slovak Ministry of Labor, Social Affairs, and Family; ILO,
Yearbook of Labor Sw4stics, 1992.

Education

4.09 The educational attainment of the labor force in Slovakia compares favorably with that
in the most advanced OECD countries (Table 4.3). It is higher than in several OECD countries (Austria
and Italy) and many Central and Eastern European countries. Slovakia's education system is well
developed at all levels. A striking feature of the system is the very high share (83% in 1990/91) of
secondary enrollments in vocational or technical specializations, a distribution reflecting an allocation
process in the command economy favoring industrial technology. The quality of education and training
programs is generally high, although there are some deficiencies. The most important is that preseivice
vocational education and training is offered too early and in too narrowly defined occupational
specializations, limiting subsequent job flexibility and job mobility. Another problem that will need to
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be dealt with is the disintegration of the former enterprise-based apprenticeship training programs, a
casualty of the precarious financial situation of most enterprises.'

Table 4.3: Educational Attainment of the Labor Force in
Slovakia and Selected Comparator Countries

(percentage distribution)

Country (year) Basic or less Vocational Secondary Higher

Austria (1990) 28.8 57.8 6.3 7.1

Bulgaria (1990) 44.6 15.8 30.0 9.6

France (1989) 35.3 46.0 14.6

Greece (1989) 52.6 35.3 11.4

Hungary (1990) 38.4 23.1 26.9 11.6

Ireland (1989) 26.8 55.5 17.5

Italy (1990) 26.6 66.2 7.2

Netherlands (1989) 12.6 61.3 19.7

Poland (1988) 34.2 29.5 27.9 8.4

Romania (1990) 35.8 31.4 24.0 8.8

Source: Slovak Institute of Statistics (household labor force survey data); data for other
countries from Nicholas Barr et al., Labor Markets and Social Policy in Central and Eastern
Europe: The Transition and Beyond. Oxford University Press, forthcoming.

Wages

4.10 Under the command economy in Czechoslovakia, wages were among the most compressed
of any country, reflecting social norms rather than embodied human capital and the relative scarcity of
specific skills.5 Wages were liberalized in 1990, though an excess-wage tax was imposed until December
1992 to control costs. In most enterprises, wages are now set by tripartite (firm, employees, government)
collective bargaining. Wages are otherwise subject to the general minimum wage-currently, Sk 2,450
(US$ 82) per month-and to a schedule of occupation- and industry-specific minimums set by the

4. "Education and Training in Czechoslovakia," 1991, Birks, Sinclair, and Associates, March; and "Czech
and Slovak Republics, PHARE Labor Market Restructuring Programme, Strategic Review of
Vocational Education and Training, Draft Policy Statement," 1993, Birks, Sinclair, and Associates, in
consultation with the Institute for Educational Research, Bratislava, and the Research Institute for
Technical and Vocational Education, Prague, January.

5. Luis A. Riveros, 1991, 'Wage and Employment Reforms in Czechoslovakia: A Policy Analysis"; and
Richard Jackman and Michael Rutkowski, 1993, 'Labour Markets," in Nicholas Barr et. al., Labour
Markets and Social Policy in Central and Eastern Europe: The Transition and Beyond. Oxford
University Press, forthcoming.
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Ministry of Labor. Though there are no longer any legal or tax constraints on maximum wages, the
withdrawal of subsidies has imposed a binding financial constraint on wages for most enterprises.

4.11 Real industrial wages fell by almost 30% in 1991 as newly liberalized prices rose rapidly
early in the year. Wage hikes and more modest price growth the following year allowed a partial
recovery of real wages by 10.9% between March 1991 and December 1992 (Table 4.4). On balance,
however, real wages remain below the level at the start of the transition, and wages are very low in
absolute terns-equivalent, on average, to US$179 a month. Wage dispersion is beginning to emerge,
with average real wages increasing 76% over the period in the banking and insurance sector and 27%
in budgetary and subsidized organizations-mostly schools and hospitals-and falling by more than 11%
in agriculture. The two sectors with the highest average wage increases during the period were also the
only sectors with gains in employment, suggesting that wages are beginning to perform their labor
allocation role (Table 4.4).

Table 4.4: Average Monthly Wages and Employment,
March 1991 and December 1992

Average monthly wage (1992 Kcs) Employment (thousands)
March December Percentage March December Percentage

Sector 1991 1992 change 1991 1992 Change

Public enterprises, more
than 25 employees

Agriculture 5,125 4,542 -11.4 305 234 -23
Industry and energy 5,296 5,283 -0.2 733 574 -22
Construction 5,194 5,464 5.2 161 117 -27
Transport and communications 5,317 5,201 -2.2 95 79 -17
Trade 4,648 4,750 2.2 160 111 -31
Banking and insurance 5,944 10,440 75.6 10 17 +70
Other services 5,240 5,663 8.1 92 76 -17
Sectorwide 5,197 5,307 2.1 1,557 1,208 -22

Public enterprises, fewer
than 25 employees na na na 6 10 +67

Public budgetary and subsidized
organizations 4,588 5,802 26.5 406 443 +9

Private sector (estimated) na 7,000 na 60 400 +667
All sectors 5,230 5,800 10.9 2,029 2,062 +2

na is not available.
Source: Slovak Institute of Statistics, and Ministry of Labor, Social Affairs, and Family.

Unemployment

4.12 Open unemployment first appeared early in 1990. Initially very small, it grew
exponentially to about 300,000 by the end of 1991, then subsided slowly through most of 1992 before
rising again to more than 300,000 early in 1993 (see Table 4.1). Unemployment benefits began to be
paid in December 1990 and rose steadily through the end of 1991. They declined sharply thereafter as
a large number of long-term unemployed exhausted their eligibility for benefits. The number of people
receiving unemployment benefits rose again at the start of 1993 as the number of newly unemployed
exceeded the number of people whose benefits had expired. There is evidence that the private sector is
absorbing a growing number of the labor force (see Table 4.4), although registered unemployment rates



74

remained more or less unchanged through 1992 and 1993, the early stages of enterprise restructuring in
Slovakia. Further unemployment is likely as enterprise restructuring proceeds.

Gender, Education, and Regional Differences

4.13 The most complete information available on the characteristics of the unemployed comes
from the new quarterly household labor force survey. (For the preliminary results of the first-quarter
1993 survey, see Annex E; for problems with unemployment data from other sources, see the appendix
at the end of this chapter.) Unemployment rates vary significantly with educational attainment (Table
4.5). They are highest for both men and women at the lowest level of educational attainment (no formal
schooling). Unemployment rates are strikingly low for university graduates, particularly for men (2.7%).
Graduates of secondary-level technical diploma programs, which include specialized training in fields such
as nursing, have the next lowest unemployment rate-about 8% for mer. and women-lower than
graduates of other technical and vocational programs, including the numerous apprenticeship programs.
There is no difference in overall unemployment rates between men and women, but there are some large
gender differences in unemployment rates for particular educational categories. Among elementary school
graduates and general secondary school graduates, unemployment rates are conspicuously lower for
women than for men. It is difficult to attribute a cause to any of these findings without further
information on each category of graduates.

4.14 Regional differences in unemployment rates are substantial, with rates ranging from 20%
in Rimavska Sobota to 4% in Central Bratislava (Annex Table E.9). In general, the highest rates of
unemployment are in the south and southeast, and the lowest in central Slovakia. Unemployment rates
are below average in the larger cities (such as Bratislava, Banska Bystrica, Martin, Kosice, and Zilina),
though the absolute nrnmbers are high. Economic diversification in the larger cities makes them less
vulnerable to plant closures than smaller communities dominated by a single employer. Agricultural
communities have also been affected by the reduction of agricultural subsidies.

4.15 The persistence of large regional differences in unemployment is a symptom of labor
immobility. Contributing factors include housing market rigidities, the local focus of job information
available at mrost employment offices, and, in some cases, excessively generous social benefits.6
Remedies to improve labor mobility include housing privatization, better labor market information on job
prospects nationwide, rationalization of social benefits, and measures to ensure that pensions are portable.

6 The 1991 Employment Act stipulated that unemployment beneficiaries could refuse a job offer and
continue to receive unemployment beefits if suitable housing was not available. This provision has
been interpreted generously, although a proposal is under development to tighten this provision.
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Table 4.5: Unemployment Rates by Educational Attainment and Gender,
First Quarter, 1993

(thousands)

Unemployment
Educational attainment Employment Unemployment rate (%)

No schooling
Male 0.4 1.0 71.4
Female 0.4 1.1 81.0

Elementary
Male 113.7 43.0 27.4
Female 158.7 38.7 19.6

Skilled
Male 462.4 63.8 12.1
Female 205.8 32.7 13.7

Skilled with diploma
Male 48.7 8.7 15.2
Female 17.8 4.2 19.1

Secondary technical
Male 115.7 13.3 10.3
Female 63.2 10.4 14.1

Secondary technical with diplomia
Male 231.3 21.1 8.4
Female 287.4 25.5 8.1

Secondary general
Male 26.1 6.4 19.7
Female 50.4 5.3 9.5

University
Male 153.6 4.3 2.7
Female 105.3 6.6 5.9

Total
Male 1,152.9 161.6 12.3
Female 889.0 125.2 12.3

iNote: Skilled refers to graduates of technical and vocational programs, including apprenticeship programs.
jSource: Slovak Institute of Statistics, household labor force survey.

Duration of Unemployment

4.16 As of the first quarter of 1993, most unemployment for both men and women was either
very recent (less than three months) or of one to two years duration (Figure 4.1).7 Some 11 % of unem-
ployed men and 20% of unemployed women described themselves as having been unemployed for longer
than two years. One of the practical implications of the duration of unemployment is eligibility for
unemployment benefits, which expires after six months. After that, the unemployed are eligible for a
variety of social benefits and social assistance.

7 Female employees on maternity leave, who numbered 148,000 in the first quarter of 1993, are not
counted among the unemployed.
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4.17 Under the socialist
system, employment was guaranteed Figure 4.1: Duration of Unemployment
and the state assumed responsibility First Quarter 1993
for meeting the welfare needs of all 35

citizens, so personal savings were _
unnecessary-and opportunities for ."

so v . . ..... ........... .. ......... ,
personal savings and investment were
virtually nonexistent. Under a market
economy, personal savings could 26

eventually provide a buffer against 0 ... .. A .....
income loss from all sources,
including long-term unemployment.
But right now, few people have any 15 .. .... .......... t . .............
personal savings to draw on, and the
unemployed depend on unemployment 1o . ....

and related benefits to meet their
welfare needs. Since almost 60% of
the unemployed have been
unemployed for longer than six 0 0- 3 6 8-1a 12-24 24-40 > 80

months, the adequacy of social
benefits for the long-term unemployed Months Unemployed
is a major issue (chapter 5). M male 3 X FemtJe

Source: Institute of Statistics, quarterly household labor force survey.

Causes of Unemployment

4.18 Although the prevailing impression is that virtually all recent job losses are the result of
restructuring, more than 40 percent of the unemployed interviewed in the household labor force
survey-42% of unemployed men and 41 % of unemployed women-reported that they had lost their jobs
for other reasons. including personal and health reasons (Annex Table E.7).8 The details of the job
losses for this group merit further investigation to determine, for example, whether features of the social
benefits programs may have impaired work incentives.

Employment and Productivity

4.19 Although the decline in employment since the start of the transition has been significant,
at just over 3.0% a year (see Table 4.1), it would have been far greater were it not for the dynamism of
the private sector in making up for some of the jobs lost in the public sector. Using indirect techniques
that rely on new enterprise registration and tax data to capture data on small private enterprises, which
are missed by the quarterly enterprise surveys, the Institute of Statistics has estimated the evolution of
employment in public and private sector enterprises over the past two years (see Table 4.5). (Because
they are derived from different sources, these data are not comparable to ie official employment and
unemployment registration data in Table 4.1.) These data provide a useful first view of the recent growth

8 Job loss from restructuring is defined as job loss due to termination of business activities or to
redundancy.
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of private sector employment. Between March 1991 and December 1992, public sector empioyment is
e-tinated to have declined by 16% (from 1.97 million to 1.66 million) and private sector employment,
most of it in small enterprises, to have increased almllost sevenfold (from about 60.000 to about
400,0(0).9 More than three-fourths of estimated private-sector employment is self-employment (single-
person ventures), distributed roughly equally in industry, construction, conmierce, and other services.10
A critical question is whether private sector employment will grow fast enough in the future to reduce
the unemployment rate and offset further-inevitable and desirable-reductions in employment in public
sector enterprises and newly privatized enterprises.

4.20 Changes in the composition of public sector employment reflect, above all, the collapse
of CMEA trade, particularly in industrial and chemical products, but also the first steps toward more
balance in the composition of output and employment, away from the bias in favor of heavy industry and
against services. Between March 1991 and December 1992, the trade sector lost the largest share of
public sector jobs, experiencing a decline of 31% (Table 4.4). This decline reflects the privatization of
most retail shops during the period and should be offset by an equivalent growth of employment in
private retail trade. Employment in banking and insurance, though small in absolute terms, grew by
70%. Employment in small public enterprises also grew significantly but remains negligible in absolute
terms. Employment in budgetary and subsidized organizations-mostly schools and health facilities-
increased slightly (for reasons that are not clear). Employment in industrial enterprises, the largest
category of employment, contracted at the same rate as overall enterprise employment. Within industry,
the greatest absolute declines in employment occurred in machine tool manufacture, consumer products,
and chemicals (Ministry of Economy data).

4.21 Using declining labor productivity as a rough indicator of the labor redundancy that
results when labor shedding by enterprises does not keep pace with the output declines associated with
restructuring shows less labor shedding in Slovakia in 1991 than in some other transition economies
(Table 4.6)."I With the exception of mining and metal refining, all industries have experienced falling

9 Public sector employment .s defined as employment in central government, budgetary organizations,
and subsidized organizations. These figures also include employment in the enterprises privatized
during the furst wave of the coupon privatization scheme, because the data series had not yet been
adjusted to account for the change in status. These figures appear to exaggerate the importance of
private sector employment growth in relation to public sector job loss. In particular, the series shows
total employment as essentially the same in December 1992 and March 1991, whereas registered
employment fell by 215,000 during that period (Table 4.4).

10 OECD Employment Outlook, July 1992, Table 6.4.

11 This is a useful, but crude measure of labor redundancy that ignores such considerations as nonconstant
retums to scale, changing technology, and changes in factor proportions and average productivity
resulting from changes in relative factor prices. (The merits of alternative measures of labor
redundancy are discussed in Jan Svejnar and Katherine Terrell, 1991,'Reducing Labor Redundancy in
State-Owned Enterprises," Policy Research Working Paper 792, World Bank, Urban Development
Departmrnt, Transport Division, Washington, D.C., October.
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labor productivity (Table 4.7).2 The declines have been especiallty severe in the machine tool and
consumer appliance subsectors, which account for almost half of industrial-sector employment.13

Table 4.6: Changes In Output, Employment and Productivity
in Selected Transition Economies, 1990 and 1991

(percent)

Bulgaria Romania Hungary Poland Slovakia

Change from 1989 to 1990
GDP -11.8 -7.4 -3.3 -11 .6 -2.5
Employment -6.1 -0.2 -2.0 -3.6 -0.1
Labor productivity -5.7 -7.2 -1.3 -8.0 -2.4
Industrial output -16.8 -19.0 -9.2 -24.2 -2.7
Industrial employment -8.2 -0.5 -8.8 4.7 -2.0
Industrial labor productivity -8.6 -18.5 -0.4 -19.5 -0.7

Change from 1990 to 1991
GDP -1?.0 -14.0 -10.0 -9.0 -14.5
Employment -14.5 -11.6 -6.0 -5.5 -7.9
Labor productivity -2.5 -2.4 -4.0 -3.5 -7.9
Industrial output -27.8 -18.7 -19.0 -11.9 -26.8
Industrial employment -16.9 -9.5 -8.8 -7.0 -7.8
Industrial labor productivity -10.9 -9.2 -10.2 -4.9 -19.0

Source: World Bank staff estimates based on data from the Slovak Institute of Statistics; and OECD Employment
Outlook, July 1992.

4.22 There is evidence that managers of many enterprises are delaying layoffs as long as
possible. In some enterprises, employees are placed on involuntary part-time status or extended holiday
because there is not enough work to occupy them productively full-time. Other enterprises are operating
at half capacity, their employees working on alternating half-time shifts. For some potentially viable
enterprises, these reduced working hours can be viewed as a temporary solution, but they may simply
be delaying the restructuring of enterprises that could be made viable. For enterprises with no prospects
of viability, delays in shedding labor slow the reallocation of labor to more productive activities, prolong
a paternalistic model of the enterprise that is inappropriate to a market economy, inhibit the emergence
of a work ethic in which earnings are related to productivity, and are a more costly alternative to other
forms of support for the unemployed.

12 Total employment in industrial enterprises under the responsibility of the Ministry of Economy numbers
570,000, accounting for vitually all of industrial output.

13 Compared to the labor force necessary to produce the 1992 level of industrial output at the average
labor productivity of 1990. While this estimate could overstate labor redundancy by failing to account
for possible staffing rigidities involved in shrinking production, it may understate redundancy to the
extent that recent technological progress allows lower labor inputs, and production in 1990 already
embodied a certain amount of labor redundancy.
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Table 4.7: Changes in Industrial Output, Employment,
and Labor Productivity, 1990-1992

(percent)

Change in output Change in Change in
1990-92 ernployment productivity

Industry 1990-92 1991-93

Energy -23.0 -7.3 -15.7

Mining and metal refining -27.8 -33.2 +5.4

Chemicals -32.1 -18.8 -13.3

Wood products -21.1 -5.6 -15.5

Consumer appliances -43.4 -14.7 -28.7

Machine tool manufacture -47.5 -20.8 -26.7

Electrical and electronics -57.6 -43.1 -14.5

Building materials -25.1 -20.2 -4.9

Total -34.7 -20.6 -14.1

Source: Slovak Ministry of Economy.

Employment Policies and Programs

4.23 Virtually all economic policies and programs that affect the level anu composition of
national output also affect employment. In addition, a broad range of policies and programs affect
employment directly, by making it more (or less) costly for employers to hire and fire employees, or by
helping job seekers find jobs. Such measures include restrictions on hiring and firing workers, payroll
taxes (which raise the cost of labor to employers), and social benefits, which may create a disincentive
to work.

Unemployment Insurance

4.24 Because some unemployment is inevitable in a market economy, a program of budget-
funded unemployment benefits was created in the Czech and Slovak Federation in December 1990, and
a national network of offices was established to administer the benefits. Initially, the program was far
too generous. All unemployed workers who had been employed at least twelve months during the
previous three years were eligible for benefits at 90% of priom wages (without a specified ceiling) for the
first six months and 60% for a second six months." Unemployed people who did not meet this
employment requirement but had recently completed school, military service, maternity leave, or
officially sanctioned child care were also eligible to receive benefits.

14 These are more generous than benefits in some OECD countries in several respects. For comparisons
of unemployment insurance programs in the OECD countries, see OECD Employment Outlook, July
1991; and Daniel S. Hamermesh, 1992, "Unemployment Insurance: Goals, Structure, Economic
Impacts, and Transferability to Developing Countries," World Bank Discussion Paper, Washington,
D.C.
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4.25 Concerns about the cost of the program and its possible disincentive effects led to three
successive amendments. In January 1992, benefits were reduced to 60% of prior wages (to a maximum
of Kcs 3,000 per month) for a total of six months. As an incentive to seek requalification training,
benefits were raised to 70% of prior earnings for the unemployed who were pursuing such training.
Training benefits are not limited to the same six-month duration as regular unemployment benefits. The
Ministry of Labor recently proposed tighter eligibility criteria to control costs in a period of rising
unemlployment. The replacement rate would be lowered to an average of 55% of prior earnings for
regular unemployment beneficiaries and for those on training. The conditions under which beneficiaries
could refuse job offers and continue to receive benefits would also be made stricter. A related issue is
whether flat benefits ought to be introduced. Unemployment benefits in 1992 ranged from Sk 1,000 to
Sk 3,000 a month, reflecting the extreme compression of wages in the past. With such a limited range
in benefits, the additional cost of administering variable benefits may not be justified. A switch to flat
benefits might be more efficient, unless public acceptance of the employment insurance scheme depends
on earnings being related to benefits.

4.26 Unemployment benefits were initially financed from the general budget. In January 1993,
payroll taxes began to be collected in preparation for financing benefits under a compulsory national
unemployment insurance program. Employers are required to pay 3% of each employee's salary and to
withhold 1% for unemployment insurance contributions. The self-employed are required to pay 4% of
their earnings. Since January 1994, unemployment insurance contributions have been paid into a new
emnployment fund to cover the cost of active and passive employment programs. Toial payroll taxes for
social program-including contributions to the employment fund and the new health insurance and social
insurance programs-come to 50% of gross wage earnings, 38% ii employer contributions and 12% in
employee contributicas. Such a high rate of taxation could be a significant deterrent to employment
creation, even thourn much of the employer's contribution is no doubt shifted to employees. A tax that
is more neutral in its effects on factor allocation, such as an income or value added tax, might be a
preferable source c f financing for unemployment benefits.

4.27 Some consideration ought to be given to whether unemployment benefits and training
should continue to be provided entirely under an insurance format. In general, insurance financed by
individual contributions is desirable to encourage a sense of individual responsibility in providing for
personal risks, but there are limitations to the applicability of insurance programs. Insurance is appropri-
ate for risks with an observable probability distribution that can be used to define appropriate benefits and
contributions. If risks are not known, benefit and contribution levels cannot be set to ensure that
revenues will equal costs over time. In the case of unemployment, the risks may be known for frictional
or cyclical unemployment, but not for the transitional unemployment associated with major restructuring.
To reflect this difference, a program could be established with insurance financing of benefits for
frictional unemployment, however defined, and budget financing of benefits for the higher, transitional
unemployment expected during economic restructuring. This approach would probably allow payroll
taxes to be lowered as well, reducing their employment disincentive effect (see below).

4.28 At current contribution and benefit rates, the employment fund is projected to run a
sizable surplus within a few years, with the amount varying according to three alternative assumptions
about the time path of unemployment, GDP growth, and inflation (see Annex G). The different assump-
tions affect the timing, but not the outcome of continuing surplus. This finding suggests that the
contribution rate is too high in relation to benefits, but the employment fund has not, in fact, run a
surplus since its introduction in January 1994.
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4.29 The nunber of people receiving unemployment benefits, which is normally limited to six
months for any episode of unemployment, rose along with unemployment until the end of 1991 (see Table
4.1). The number of beneficiaries declined sharply in early 1992, as the eligibility period for many
beneficiaries expired. It began to rise again at the start of 1993 as newly dismissed workers became
eligible for benefits.'5 The number of beneficiaries will continue to rise so long as the number of people
newly unemployed exceeds the number of unemployed who have exhausted their benefits, a likely
eventuality in a period of rising unemployment.

4.30 In 1992, outlays on unemployment benefits totaled Kcs 1.7 billion and outlays on
requalification training programs, Kcs 3.8 billion. The 1993 budget included Sk 3.0 billion for both
unemployment benefits and requalification training. The Ministry of Labor projected that Sk 2.7 billion
or more would be required for unemployment benefits alone, leaving just Sk 0.7 billion for requalification
training. The joint budget allocation for unemployment benefits and requalification training effectively
treats these expenditures as substitutes, though experience suggests that they are complements. Budgetary
neglect of requalification training may undermine the government's efforts to deal with the expected rise
in unemployment.

4.31 Different programs are needed for the long-term unemployed, that is, those who have
exhausted their unemployment benefits and those who were never eligible for unemployment benefits.
The Ministry of Labor, Social Affairs, and Famnily administers a vast, diverse program of social benefits.
Some of the benefits, such as family allowances, are available to virtually everyone; others are targeted
to the poor, the handicapped, or groups with special needs. In many respects, these programs are
essentially a continuation of those available under the former system, when categorical benefit programs
of various kinds rather than personal earnings were the main source of household well being. In a market
economy, personal earnings and personal savings should play that role, so the objective of social benefit
programs should be to assist groups with special needs, such as the long-term unemployed and the
disabled. The govermnent has begun to target some categories of benefits, but income ceilings have been
set so high that few people are excluded. As incomes rise, targeting should become more discriminating,
however.

Hiring Incentives and Labor Mobility

4.32 Under ideal economic conditions, productive factors (including labor) would be fully
utilized in their most productive roles. Government regulations and other restrictions on employers
account for some of the real-life departures from this ideal. One examnple is the complex registration
requirements and other restrictions on establishing new businesses (described in chapter 3). Because new
businesses-all initially small-are the most dynamic source of output and employment growth,
government policy should encourage such initiatives by minimizing the bureaucratic hurdles to business
startup.

4.33 Restrictions on dismissing employees may also impede employment creation. Employers
must give three months notice before dismissing an employee and two months of severance pay.
Collective bargaining agreements may iaise the severance pay requirement by another three months or

15 In January 1993, there were 50,000 newly eligible unemployment beneficiaries and 25,000 whose
benefit period was exhausted-a net increase of 25,000. The net increase was progressively less in
February and March 1993.
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provide for tradeoffs between advance notice requirements and additional severance pay. Although
economic theory suggests that policies that restrict firing also discourage hiring, that does not appear to
be the case in Slovakia. Many managers consider loyalty to employees in the form of job stability to be
an important management objective. In fact, self-imposed objectives of employment protection appear
to affect management behavior far more than statutory restrictions. The importance of this objective
.;ould diminish over time as increasingly stringent terms for commercial borrowing and stockholder
demands for profitability reduce managers' discretion in retaining employees who are no longer needed
for current production. Once the process of labor shedding is well under way, provisions relating to
severance pay should be re-examined to see whether they inhibit the free movement of labor. For now,
enterprises need to proceed apace with the dismissal of redundant workers, while providing concentrated
assistance with labor redeployment and relying on the social safety net to provide for the interim welfare
needs of displaced workers and their dependents.

4.34 Active measures are also needed to improve labor mobility. The free movement of
workers is particularly important as Slovakia searches for an internationally competitive production niche.
Finding this niche will take time, as competing countries succeed one another in producing comple-
mentary goods and services and as productive technology evolves. The unconstrained movement of
workers from one job to another will be critical in supporting this evolution. This process can only occur
gradually, as housing markets become more flexible and housing more readily available, as personal
incomes rise, and as people adjust to increased occupational and regional mobility. Changes in education
and training will also be needed to provide a longer period of general education and training as a basis
for improved receptivity to training throughout a worker's professional life. The current emphases on
early training prior to one's first job, a model poorly equipped to deal with technological change and
other aspects of economic succession, needs to be redirected to more in-service training and other forms
of adult training.

Employment Services and Training

4.35 The large-scale labor displacements accompanying the economic transition and the ease
of labor n-vement necessary under a market economy call for more dynamic employment services thah
those provided in a conmand economy, which offered little choice in initial job assigmnent and little
occupational mobility thereafter. Slovakia has developed an impressive network of local employment
offices since the start of the transition. These offices dispense both passive services in the form of
unemployment benefits, job placement services, and job counseling and active services in the form of
requalification training for unemployed job seekers and job stimulus programs Few private job
placement agencies are yet in operation, but that is certain to change.

4.36 There are now 146 district and subdistrict employment offices, with 2,865 staff, most of
them university graduates Offices in the larger district centers are well equipped, with computer-based
records of job vacancies and profiles of job seekers in the district. At the current level of unemployment,
this implies an average staffing ratio of one employment officer for 131 unemployed job seekers, about
twice the case load of OECD employment officers. The Ministry of Labor plans to increase staffing and
improve the quality of employment services by offering national and local labor market analysis, job
counseling, and other job placement skills. Providing labor market analysis and job counseling on a
national scale is especially important. The large regional variations in unemployment clearly indicate a
need for interregional labor mobility and for national job placement services to support it. At a
minimum, infornation on job prospects throughout Slovakia should be developed and made available to
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dl employment offices. Eventually, employment offices throughout the country should be linked in a
computerized system for listing job vacancies and job applicants.

4.37 Of all the & Ye programs carried out by she employmnent offices, the most effective is
requalification training.'6 Most job placements of the unemployed-155,000 of 177,000 placements in
1992-involve requalification training, often with skills supplementation to qualify job applicants for
existing jobs, a formula found to facilitate the re-employment of displaced workers in other countries.
Training, organized jointly by the employment offices, employers, and training institutions, is dispensed
in short flexible courses lasting one week to three months. Training is provided under contract through
public and private training institutions. Requalification training is an important complement to the job
plactment services of the employment offices, and tbe cutback in resources for requalification training
in the 1993 budget constitutes a serious threat to the government's ability to deal with unemployment.
Adequate financing should be provided to maintain requalification training at an appropriate level. To
keep costs in line, eligibility for unemployment benefits during retraining should be restricted and
monitoring should be improved.

4.38 Other active employment promotion efforts include a public works program ("publicly
useful work"), a subsidized program for job creation in enterprises and self-employment ("socially
purposeful jobs"), and financial assistance to enterprises to pay part of employees' salaries during a period
of reduced working hours due to restructuring. In addition to these programs ran by the Ministry of
Labor, the Ministry of Economy administers a program to support job creation through the promotion
of small and medium-size enterprises.

4.39 Most of these employment programs involve both a subsidy component and an
infonnational component-for example, on how to set up a small business. The informational component
is generally useful and cost-effective, particularly because experience with private enterprise is still so
scarce. The costs of the subsidy component are generally too high, however, especially at a time of fiscal
austerity. The subsidy costs are often higher than the costs of providing unemployment benefits and
social assistance. They subsidy often amount to almost as much as it would cost to pay workers for two
years at the minimum wage (net of social contribution)-and this for a job that may not be genuinely
additional and sustainable.

Appendix: Labor Force Data and Surveys

4.40 Official infonnation on the structure and evolution of employment and unemployment in
Slovakia is available from two main sources. The first is registration data from employers' reports on
numbers of employees and from job applicant records compiled and reported monthly by the employment

16 In a theoretical sense, training decisions are subject to the same profitability considerations that govern
other investment decisions. Individuals would seek training to the extent that the benefits of training (in
the form of enhanced earnings) exceed the costs of training (including income foregone); firms would
provide training for their employees to the extent that productivity gains exceed training costs. But the
form in which training is provided throughout the world differs very much from this abstract ideal.
Government plays an important role in training in virtually all countries, either as provider or as
financier. In Si.,'akia, as in other countries, government involvement in training is justified as an
instrument for promoting equity and efficiency in a situation of market imperfection (pervasiveness of
training externalities, absence of collateral to secure human capital investments).
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offices of the Ministry of Labor, Social Affairs, and Family. The second is from quarterly surveys of
all budgetary and subsidized organizations and private enterprises with more than twenty-five employees.
These sources provide an unsatisfactory view of the size and structure of employment and unemployment.
Only the job applicant records supply any information on the educational qualifications and work
experience of job seekers. None of the sources provides information on employment in small private
enterprises (with fewer than twenty-five employees), which is expected to remain the most dynamic
source of employment growth. Until recently, there was no liousehold labor force survey-the main
source of information on employment and the labor force in most OECD countries.

4.41 The current definition of unemployment in Slovakia reflects this situation and tends to
understate actual unemployment for several reasons. Unemployment is defined as the number of job
seekers registered in employment offices and not reported as employed. People reporting as little as one
hour of paid employment in the prior week are registered as employed. 7 People who seek employment
through means other than the state employment offices or who fail to register in the employment office
are not counted as unemployed. Though unemployed job seekers are required to re-register with the
employment office every two weeks as a condition for receiving unemployment benefits or social
assistance, a substantial number of the unemployed do not register.18 Because the newly unemployed
are not eligible for unemployment benefits during the period-normally two months-covered by
severance pay, there ic little incentive for them to register until the severance pay period has expired and
they become eligible for unemployment benefits.'9 Similarly, under conditions of high long-term
unemployment and few job vacancies, there is also little incentive for the long-term unemployed to re-
register. Women on long-term maternity leave-currently 146,000 women, or 13% of female labor
force-are treated as employed, rather than as temporarily out of the labor force; counting this group
w-ould boost the 'erall unemployment rate from 11.2% to 15.1%. Another important source of
understated unemplovment is the slow rate at which enterprises have reduced their work force as output
has been scaled back 'ng restructuring.

4.42 To provide better information on the numbers and characteristics of the employed and
the unemployed, the Slovak Institute of Statistics launched a new quarterly household labor force survey.
The first quarterly survey was carried out through a national sample in December 1992 through February
1993. Results from this .-urvey are the basis of several of the tabulations presented in this chapter. As
with any survey, it will take time to establish whether the results accurately reflect national trends, but

17 Most OECD countries defne unemployment through household survey information as the number of
people who are currently not employed and are actively seeking work in any of a variety of ways.
Under Slovak law, eligibility for registration at employment offices is limited to people who are "not
employed or self-employed, nor in the process of being systematically trained for a profession or a
vocation, and who, on the basis of a written application, personally seek employment through mediation
of a regional employment office."

18 The results of the first round of the new household labor force survey show that 60,000 unemployed
people -more than 20% of the total surveyed unemployed-were not currently registered with tneir
local unemployment office (Annex E, Table E.4).

,9 There is, however, an incentive for the unemployed to register promptly with the employment offices
since the introduction of the national insurance programs for pensions, health care, sickness benefits,
and unemployment benefits because the govemment makes contributions on behalf of the unemployed
only if they are registered.
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the survey approach hi principle provides a more complete picture of labor market developments because
it covers employment of all kinds, including employment in small private enterprises. It also provides
information on the age, sex, and educational co:.iposition of employment, which is not crllected in the
enterprise surveys. Once the validity of the survey is established and the efficiency of the process for
generating survey findings is confirmed, it ought to become the official basis of employment and
unemployment because of its fuller coverage of labor market developments.20 Registration data will
continue to provide important detail on regional patterns of employment and the imnact of active
employmet.i measures. And because registration data are reported monthly, they will generally provide
more timely feedback on current employment trends.

20 There are some anomalies in the findings of the first-round survey results which should be resolved,
including the discrepancy between the 226,000 unemployed reported as registered job seekers in the
Institute of Statistics survey and the 260,000 who were listed as registered job seekers in December
1992 in the records of the Ministry of Labor, Social Affairs, and' Family.



CHAPTER 5. SOCIAL BENEFITS

5.01 Slovakia has an extensive and overlapping system of social support programs, with wide
coverage and generous benefit levels. Social spending accounts for 37% of total government expenditures
and nearly 25% of GDP, much of it for social transfers such as pensions and child allowances (see Annex
F). A major concern is how to reduce the high levels of social transfers while still ensuring a minimum
standard of living for individuals at risk of poverty.

5.02 The current structure of social programs is costly in fiscal terms and to the economy more
generally. It creates an incentive structure that promotes withdrawal from the labor force by offering
generous inducements for early retirement and extended maternity leave. It promotes collusive behavior
between employees and employers, as evidenced by high levels of sick leave and a rising incidence of
disability pension claims. The high payroll taxes (50% of gross wages) required to support the new
insurance programs increase the marginal cost of labor and promote the development of an informal
market for labor. Reducing the level of social spending would have several salutary effects. It would
avoid the adverse fiscal and monetary repercussions of social fund deficits, improve labor market
efficiency by lowering payroll taxes, and improve Slovakia's prospects for a successful transition to a
market economy by strengthening the incentives to work.

5.03 This chapter suggests several measures to reduce program expenditures now and over the
long term. Recommendations include cost-containment measures for pension programs, health insurance,
and social assistance that are likely to improve microeconomic efficiency while maintaining an acceptable
level of benefits in the short run. Pension programs receive close attention because of their importance
to current and future expenditures. Prominent among measures to contain soaring pension costs are
raising the retirement age and reducing pensions for early retirement. Indexing the minimum pension
to changes in the cost of living would provide protection against poverty for the lifetime poor. Making
employers and employees bear more of the cost of sickness benefits would reduce the incentive to
collude, imnprove efficiency, and reduce expenditures. In health care, tighter regulation and monitoring,
with incentives designed to mitigate the collusion problems inherent in a third party-payment system,
would be instrumental in containing costs.

5.04 Over the longer term, three areas require close attention:

0 Development of an effective program of social assistance. An effective program of
means-tested social assistance is needed for people whose income is below the minimum
welfare level. The "Law on a Living Minimum," adopted by the Federation of Czech
and Slovak Republics in October 1991 and revised in February 1992, defines minimum
household incomes to meet basic consumption requirements. The amounts established
in this law go well beyond the basic necessities, but it could serve as a framework for
more closely targeted social assistance in the future. As personal incomes in Slovakia
grow and social assistance programs provide a reliable safety net, other social benefits
that are no longer needed, such as universal family allowances, should be phased out.
The social insurance program, which is projected to run a surplus under certain
assumptions, should be kept under review for the desirability of reducing the contribution
rate.
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° Development of a muldtitierprogramfor retrement support. The new public pay-as-you-go
social insurance system now provides the only source of retirement income for workers.
The move to a market economy suggests a shrinking iole for government and an
expanding role for the private sector in pension savings and investment. The mandatory
public pension program should not be allowed to crowd out supplementary private
pensions for people who desire them. Short-term measures to reduce benefit levels and
tighten eligibility criteria, by allowing for reduced payroll taxes to finance the public
pension program, would leave room for the development of a private pension and
insurance market. A well-functioning financial market, in which the government plays
at. important regulatory and informational role, is also a prerequisite to the development
of a private pension market. Regulatory measures to ensure pension fund solvency and
portability are particularly important.

• A cost-effect:ve health system. Preventive health care and basic health services should
take priority over expensive procedures to care for a few high-risk groups. The country
needs to strengthen primary and community health care, public health aid health care
management training, and private health care providers. Tight budget-capping
mechanisms and an effective regulatory framework are needed to contain costs.

Financing the Social Insurance System

5.05 Slovakia's system of social transfers to protect against poverty and income loss has three
components:

* Insurance programs to protect against short-term income loss from unemployment and
sickness and long-term incomne loss from permanent disability, retirement, death of a
family member, and lengthy illness.

* Poverty alleviation programs such as means-tested social assistance in the form of cash
benefits for people with incomes below a specified minimum and services for specific
categories of the poor, such as institutional care for the elderly.

* Other means-tested benefits for poor families with children.

5.06 The Czechoslovak Federation introduced some social sector reforms in 1991 as part of
the transformation program. More recently, the Slovak government has established new insurance
programs for health, pensions, unemployment benefits (chapter 4), entitlement programs and worlm2en's
compensation and restructured other benefits into two categories: state social entitlement programs (both
means-tested and universal benefits to compensate for specific sources of income loss) and social
assistance (both general and specific compensation for loss of income). To contain fiscal costs, the
government reduced the social sector budget for 1993. At the same time, to make social insurance
programs more transparent and to encourage a sense of individual responsibility for them, the budgetary
finance of pensions, health care, sickness benefits, and unemployment benefits is being replaced with
insurance-based funding.
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Social Insurance Funds

5.07 The new insurance funds for pensions, health care, sickness, and unemployment are
financed through employer and employee contributions (Table 5.1). Taken together, these contributions
total 50% of base wages-a substantial amount. Contributions are temporarily being collected by the
Ministry of Finance and transferred to the respective insurance funds; eventually, contributions will go
directly to each fund. This transitional arrangement is intended to permit an assessment period, to
establish whether contribution rates are adequate to cover the costs of each program. The health insurance
fund is receiving close attention because a new fee-for-service system for compensating health ser .^e
providers was instituted at the time the new contribution schedule went into effect. Experience elsewhere
shows that such systems of reimbursement can lead to rapid expansion of services and costs unless there
are appropriate safeguards.

Table 5.1: Contribution Rates for Social Insuriance
(percentage of base wages)

Fund Emptoyer Employee Total
Pensiens 22.6 5.9 26.5
Health 10.0 3.7 13.7
Employment 3.0 1.0 4.0
Sickness 4.4 1.4 5.8
Total 38.0 12.0 50.0
Source: Ministry of Finance.

5.08 For the first quarter of 1993, actual revenues for the social insurance funds averaged 9%
to 15% less than budgeted (Table 5.2), while expenditures were close to projections, except for the
employment fund. At that pace, the four funds would have run an aggregate deficit of Sk 23.8 billion
for 1993. This deficit is considerably less than the Sk 37 billion that the National Insurance Corporation
had projected would be needed in transfers from the state budget to all four social insurance funds, but
far more than the Sk 1 billion in spending that the Ministry of Finance had programmed for the pension
and sickness funds.

Table 5.2: Expenditure and Revenue of Social Funds, January - March 1993
(percentage of budgeted amounts)

Fund Actual expenditure Actual revenue
Pensions 23.1 11.0
Health 24.3 10.5
Employment 17.3 16.5
Sickness 23.0 13.8
Source: Ministry of Finance.
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Fund Management

5.09 Proper management of the social insurance funds will be critically important for achieving
social protection and fiscal stabiiity. As long as the state budget provides sufficient resources, the
National Insurance Corporation, which is to take over responsibility for managing the funds, can be
directed to hold down costs while ensuring tnat benefits reach those most in need. (No date has yet been
set for separating the funds financially from the state budget.) The pension and sickness funds, which
have long been managed by a predecessor organization of the National Insurance Corporation, present
the fewest management problems. Far more problematic is the health insurance fund. Its financial
requirements could balloon dramatically following the privatization of some health fac,mities, the
introduction of a new system of payments to providers, and increased costs of such key imported products
as pharmaceuticals and medical equipment. Outlay estimates for 1993 vary from Sk 14 billion to Sk 24
billion (between 4.2% and 7.3% of projected GDP), a strikingly large range.

5.10 The creation of the social insurance funds has clearly increased the transparency of the
financing of social insurance expenditures. What remains to be seen is whether the state budget will
allocate financial resources in the amounts planned. Many governments with irdependent pension and
benefit systems have accepted the legal obligation to pay into the funded programs, but have frequently
failed to make the payments. If fiscal stringency results in failure to pay the stipulated amounts, deficits
in the social funds would constitute another form of fiscal imbalance. Keeping expenditures in line is
essential to fiscal stability.

Expenditure Reduction

5.11 The government proposed measures to reduce social expenditures from 24.8% of GDP
in 1992 to 21.2% of in 1993. The largest cuts were in health care services and employment programs;
the social -ssistance budget was frozen at the 1992 level (Table 5.3). Though expenditure controls are
clearly needed, cuts need to be assessed in terms of their effect on the poor and on the underlying causes
of the growth in social program spending.

5.12 The level of social assistance budgeted may not be sufficient to meet the basic needs of
the poor. Social assistance spending in 1992 was double the amount budgeted for the year, largely
because nearly half of the unemployed who exhausted their eligibility for unemployment benefits in 1992
received social assistance that year. That pattern is likely to be repeated. Higher unemployment, lower
unemployment benefits, and further restructuring and layoffs should swell the number of social assistance
claimants in 1993 and 1994. Moreover, if low rates of economic growth persist, most of the current
recipients of social assistance are likely to continue to claim benefits.

5.13 The government's expenditure reduction strategy also does little to address the underlying
causes of rising social expenditures or to root out inefficiencies or negative incentives in current
programs. For example, payments are more attractive for disability pensions than for unemployment
benefits, and incentives for early retirement lead to premature departures from the labor force. Health
insurance programs encourage health care providers to expand services and raise prizes, but the effect
on health status is not evident. Costs of the social insurance system are bound to rise, particularly in
periods of low output growth, unless fundamental reforms are put in place.
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Table 5.3: Social Program Expenditures, 1992 and 1993
(Sk billion)

1992 1993 Budget
Category of spending Actual
Education 6.0 7.4
Health 15.9 14.8
Pensionsb 28.0 30.0
State benefits 9.5 9.2
Sickness benefits 3.8 5.3
Employment and unemployment programs 4.3 3.0
Social assistance 2.4 2.4
Total 69.9 72.1
Social spending (% of)/GDP 24.8 21.2
Note: Some inconsistencies arise from different treatment of inflation adiustments anid

expected health care costs.

a. Education spending (probably large) by ministries otner than the Ministry of Education
are excluded.

b. Includes allnwances for 1992.

Source: Ministry of Finance and National Insurance Corporation.

Pensions

5.14 Unlike other Central Europel.i economies-Poland and Slovenia, for example-Slovakia
did not experience a dramatic rise in pension expenditures in the first few years of economic
transformation (Table 5.4). Pension spending rose slowly, from 7.7% of GDP in 1989 to 8.2% in 1991.
Decomposition of the growth of pension expenditures between 1989 and 1991 reveals that pension
spending did not increase as much as would have been expected by the sharp rise in the number of
pensioners and unemployed over this period, because of the failure to fully index pensions for inflation.'

MThe analysis decomposes pension spending as a share of GDP into four components and tracks changes in
each share over time. The pension expenditure to GDP ratio can be expressed as follows:

Pe/GDP=(Pop55 +/Popl5-54) (Pen/Pop55+) [(Pe/Pen)/(GDP/Emp)] (Popl5-54/Emp)
(1) (2) (3) (4)

The fi.-st component, the old age ratio, is the share of the old in the total population and is determined
largely by long-run demographic factors (birth rates, age-specific mortality rates). The second ratio, the
eligibility ratio, is the share of pensioners in the old age population and is determined largely by the
coverage and maturity of pension programs (higher in mature programs with wider coverage). The third
component, the transfer ratio, measures the transfer of resources from the employed to pensioners. The
final component is an indicator of economic activity: the hig'aer the number of employed, the lower the
pension expenditure to GDP ratio (Holzmann 1990 'Reforming Public Pensions," Paris: OECD).
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Pensioners' income levels deteriorated relative to those of the working labor force.2 A small but
favorable change in the demographic composition of the population-the share of old people in the total
population fell-also kept expenditures lower than they would otherwise have been.

Table 5.4: Social Benefit Expenditures, 1989-92
(Sk million)

Benefit 1989 1990 1991 1992
Pensions

Old age pension
Expenditures 10,827 11,610 14,886 17,498
Beneficiaries 480,128 498.463 523,934 539,493

Disability
Expenditures 3,295 3,478 4,427 5,221
Beneficiaries 162,899 166,273 174,323 184,649

Survivors
Expenditures 2,551 2,645 3,281 3,783
Beneficiaries 269,970 274,750 279,041 282,778

Sickness
Expenditures 2,908 3,147 3,400 3,822
Average days per case 18.1 20.0 21.7 23.7
Claimants as share of total

insured (%) 4.4 4.7 5.2 5.3

Health expenditures - - - 15,900

Famib benefits
Birth grant

Expenditures 170 153 198 210
Average cases per month 5,808 5,693 6,205 5,793

Maternity leave
Expenditures 7 7 5 5
Beneficiaries 1,367 1,193 848 633

Child allowance expenditures 6,139 6,104 5,761 5,820

Maternity allowance
Expenditures 765 764 756 7'8
Beneficiaries na na 37,604 36,480

Child care leave
Expenditures 494 441 330 320
Beneficiar!es 111,428 89,096 77,895 56,505

Parent benefit
Expenditures 666 873 1,623 2,103
Beneficiaries 68,577 83,790 153,297 161,663

Social assistance - - - 2,400
Source: na is not available; - is not applicable

2 The transfer ratio fell by more than 2 times the increase in pension expenditures; the eligibility ratio rose
1.2 times and the old age ratio 1.5 times; the old age ratio explained 15% of the increase in pension
expenditures.
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5.15 Pens' n expenditures increased sharply between 1991 and 1992, as the old age ratio rose
30% and the number of pensioners in the old age population rose by 15%. The transfer ratio rose as
ivell, explaining more than half of the increase in the pension expenditure to GDP ratio. That suggests
that pensioners improved their income position relative to that, of the working-age population over the
previous years.

Box 5.1: An Overview of the Pension System

Slovakia has a pay-as-you-go pension plan-today's contributors fund today's pensioners. An
employee contributing to the social secur.ty fund may be eligible for three major pension benefits: old age
security (60% of pension spending), disability (20%), and survivor pensions (15%). There are iunor
benefits as well, such as widow's benefits for women who have never worked, benefits for the severely
handicpped, and burial and birth benefits. Pensioners are eligible to receive full retirement pensions after
twenty-five years of employment if they have reached 53-57 years of age for women (depending on the
number of childrn) and 60 years for man.

Pensions are calculated on the basis of the best five years of (unindexed) earnings in the last ten years
before retrement. Earnings ate converted to the pension base by a formula that adds 100% of the first Sk
2,500, 33% of eamings between Sk 2,500 and Sk 6,000, and 10% of earnings between Sk 6,000 and Sk
10,000. The maximum pension base is Skc 4,100. The benefit level is composed of a fixed portien that is
50% of the pension base plus a variable portion that increases 1% for each year worked after twenty-five
years of employment. (For example, someone working forty-two years would have a wage replacement rate
of 67% of the pension base.) Individuals can also qualify for partial pension benefits if they have worked
for a specified period and are at least 60 (women) or 65 years old (men). A minimum pension of Sk 1,980
(Sk 3,360 for a two-person household) is allotted to those for whom the pension is the only source of income.
Si 550 is guaranteed to pensioners with other sources of income. Pensioners can receive full pensions if they
continue to work after retirement; there is no retirement eamings test. However, fo: each year worked in
which the pension is not claimed, individuals receive an additional 4% accrual rate. (For a detailed
description, see Annex F.)

Disability pensions are granted to individua.. to suffer a work-related injury or disability and have
worked at least one to five years prior to the disability. Claiman must be certified as full or partally
disabled from working in their previous occupation. Moreover, eamings in the new job must have declined
33% over those in their previous occupation. The benefits for disability pensions are calculated in the same
way as !or old age pensions, except that an employment record is created for the years between the onset of
disability and normal retirement age.

Survivor pensions (60% of the full pension) can be claimed by the widow of a deceased pensioner
for the duration of her lifetime under certain qualifying conditions (age, number of children raised). If the
widow receives a pension of her own, she must give up 50% of the lower pension. Approximately 60% of
survivors receive two pensions.

5.16 The number of disability pensioners also increased. Pension authorities attribute this trend
to collusion between employees and employers as they seek the most attractive retirement package for
redundant workers. Employees more than two years away from retirement age are economically better
off with disability pensions than with unemployment benefits. Recent measures to tighten eligibility
criteria for unemployment benefits and to reduce the level and duration of these benefits have made them
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even less attractive. The shift in the age distribution of disability pensioners toward early claimants
between 1990 and 1992 supports this hypothesis.3

5.17 As pension claims have risen, revenues have fallen. The increase in the number of
unemployed and early retirees has reduced the contribution base, while collection rates fall far short of
potential revenues. Actual pension system revenues were only 44% of potential revenues in the first
quarter of 1993, implying that the pension fund will require major budgetary transfers to meet obligations
if first quarter trends continue. A concerted effort to improve collection rates is needed.

5.18 Whether the social insurance system Figure 5.1
will require substantial government transfers over the Ratio of Labor Force to Pensioners
medium term depends on the impact of demographic 2.
and macroeconomic developments on the level of
social security expeftditures and revenues over time. 24 - . . - .- - -
A simulation model using demographic projections
and forecasts of unemployment, inflation, and growth 2.3 .
rates under existing policy parameters (revenue
collection and eligibility rates) was applied .o simulate 2.2 ...
the path of social security revenues, expenditures, and
transfers. 4 2A .... ..

5.19 The model projections indicate that, 2 an? * 2 . lI-

with the aging of the postwar generation and its TiMe
offspring, a smaller labor force will find it
increasingly difficult to support a growing number of
pensioners over the next ten to fifteen years (Figure
5. 1). The ratio of contributors to beneficiaries is projected to decline from 2.42 in 1992 to 2.05 in 2010,
a trend that will continue well into the next decade as the demographic impact of the post-war generation
plays itself out.5

3 The age distribution of disability claimants should remain constant over time unless there are changes in
work conditions in the economy or in the health of the population.

4 For a description of the model and the detailed scenario results, see Annex G.

5 The projections assume that current mortality and fertility rates will continue over the medium term.
Improvements in mortality rates will drive up the number of pensioners on social security, while increases
in the birth rate will reduce the ratio of pensioners to contributors.
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5.20 The model also forecasts the effect of alternate macroeconomic scenarios-median,
optimistic, and pessimistic-6 on the revenues, expenditures, and budgetary transfers' required to finance
pensions, as well as the payroll taxes necessary to finance the social security system under the assumpiion
of full revenue collection. The model indicates that transfers to the pension fund will increase sharply
in 1993, from 4.5% of GDP in the optilmistic case to 5% of GDP if the pessimistic forecast comes to pass
(Figure 5.2). The level of transfers will be higher the more arduous the road to economic recovery:
transfers remain approximately 2% of GDP higher for the pessimistic case than for the optimistic scenario
throughout the simulation period. Transfers to the pension fund decline from these levels over time, and
the funds begin to show a surplus by the end of the simulation period.

5.21 The drop in transfers over time reflects the increasing divergence between the growth in
revenues, which increases with nominal wages, and the growth in expenditures, which increases with
prices. Transfers also decline because the dampening effect of price indexation of benefits on expenditures
more than offsets the positive effect on fund outlays of an increase in the number of pensioners (Figure
5.3).

Figure 5.2 Figure 5.3
SUBSIDIES TO THE PF AS % GDP EXPENDITURES OF THE PF AS X OF GDP

I U I w

6 The scenarios are based on the following long-run equilibrium as.sumptions: inflation =5% GDP growth
= 5%, and unemplovment = 6%. These assumptions differ from the macroeconomic projections
presented in chapter I and are only meant to be illustrative of possible long-run effects on the social funds.
In the median scenario, convergenc. to this long run equilibrium is achieved in 1997, in the optimisdic
scenario in 1995, and in the pessimistic scenario in 1998. In the base case, the labor force participation
rate for women will decline to 65% over the next seven years. Also taken as given are existing revenue
collection rates (66 % of hypothetical revenmles for the pension fund), unemployment claimants, and average
benefit levels prevalent in 1992. More important, benefits are indexed to prices. This assumption was
made because the price compensation in 199 3 of I11% closely approximates intlation rates in 1992. The
model assumes that the employment fund will contribute social security contributions on behalf of the
unemployed to the pension fund.

7 In this chapter, transfers refer to one-period deficits in fund fmances. They do not take into account any
implicit taxes across generations that may be inherent in the current system.



96

5.22 The payroll taxes required to match Figure 5.4
revenues and expenditures (under full revenue collection)
will fall over the medium term. The decline in CONTRIBUION RATE FOR THE PF

expenditures and increase in revenues could allow for a
cut in payroll taxes from 25% in 1993 to 12% by 2010
(Figure 5.4). Again, the level of payroll taxes required
to balance the fund will be higher the more arduous the -

path to stable economic growth.

5.23 Though transfers to the pension fund will
decline over the medium term, the simulations show that
large and positive transfers will be required to finance the "
social security system over this period. The surpluses o ", . , . I
achieved by the end of the study period require the
economy to achieve a positive growth path without further shocks to output. A period of negative growth
would cause inflation-indexed expenditures to rise faster than revenues, jeopardizing the financing of the
social security system. Over the longer term, the aging of the population could increase pension
expenditure, straining the financing of the pay-as-you-go social insurance system.

Short-Term Reform Options

5.24 There are two ways to reduce social insurance obligations in the short run: reducing
benefit levels and tightening eligibility requirements. System solvency can also be improved through
better revenue collection. Such short-term measures to contain costs and boost revenues could reduce the
state transfers required to finance the fund and allow for a lower payroll tax, with positive effects on
labor market efficiency. But for reforms to achieve such results, positive economic growth rates and
stable employment rates are required since periods of high unemployment and negative growth cause
program expenditures to soar. The long-run effect of the aging of the population may require continuous
actustments in benefit levels and eligibility criteria to avoid deficits.

5.25 Reducing benefit levels. Individual benefits are based on a relatively short assessment
period, a very progressive calculation of the pension base, and uneven accrual rates. The assessment
period of the five best years of the last ,r creates incentives for employers and employees to claim that
the employee retired at a higher wage than was actually the case. A short assessment period also weakens
the link between contributions and benefits. Individuals with positive and steeply rising earning profiles
gain relatively more than earners with a flatter lifetime earnings path. The uneven accrual rate-2% for
the first twenty-five yeqrs, 1 % thereafter-is an additional incentive to retire early. The caps on the
pension base and pension amount are likely to create a transfer from high-income to low-income
pensioners, particularly as there is no cap on payroll tax contributions. This phenomenon will tend to
increase as the level and dispersion of wages increase throughout the economy.

5.26 If lifetime earnings follow a rising path for the average earner and the economy is
growing, increasing the assessment period from five years to lifetime earnings would reduce the average
monthly earnings used to calculate pension benefits. Smoothing out accrual rates for all categories of
pensioners should reduce incentives to retire early. As the financial position of the pension fund
improves, caps on taxable wages might be introduced to reduce transfers from high- to low-income
workers.
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5.27 The average monthly earnings used in the pension base calculation are not adjusted for
inflation. Nor have pension benefits been fully adjusted for inflation, though the government increased
pension benefits by 11 % in 1993, closely following estimates of expected inflation for the year. Under
current macroeconomic conditions, the government may not have adequate resources to fully protect all
pension benefits against inflation. But minimum pensions should be protected, to keep pensioners from
slipping into poverty during the transition. Failing to adjust benefits for the effects of inflation is not a
recommended means of containing pension costs. It is likely to increase uncertainty, favor new entrants
over old pensioners, and reduce confidence in the system. It may also promote labor market distortions
if workers believe that the value of their contributions will be eroded by inflation.

5.28 Tightening eligibility criteria. Early retirement provisions for women and certain
categories of workers may increase the number of pensioners in the economy. The earlier retirement age
for women has been justified by their double burden of work. But at age fifty-five, women have ended
their direct child-care responsibilities and do not have to withdraw from the labor force for that reason.
In fact, 65% of working pensioners under age fifty-nine are women. Early retirement is also granted to
"high risk" workers such as miners and ballet dancers. Early retirees neither pay higher contributions
nor receive lower benefits, inducing higher expenditures for a given contribution strean for these
individuals. Current incentives for delaying retirement-a 4% increase in pension levels for each year
of delayed retirement-are inadequate. Benefit levels should be reduced or contributions increased on
an actuarially fair basis for persons electing to retire early. Also, to control pension costs and improve
labor-supply incentives, the retirement ages for men and women should be raised. The retirement age
for women should be raised to reflect their longer life expectancy, and the retirement ages of both men
and women should be increased gradually as mortality rates rise to OECD levels.

5.29 Retiremnents on disability pensions have also been increasing dramatically in many Eastem
European economies since 1989. The jump in the number of individuals claiming disability between 1990
and 1992 indicates a weakness in the system's enforcement and monitoring capabilities. For workers who
are being laid off, disability benefits are generally more generous than unemployment benefits.
Employers find disability retirement attractive because government bears the cost of the higher rate of
claims. Tightening eligibility criteria and monitoring disability pensioners regularly should reduce the
number of claimants. Children receiving orphan pensions should lose them once they enter the work
force. In 1992, half of the 40,809 orphan pensions were going to people twenty to twenty-nine years old.

5.30 Eliminating pensions for people who continue to work after retirement age may help
reduce pension outlays in the short run, but the gains could be partially offset by higher outlays for social
assistance.8 Pension benefits paid to working pensioners might be recovered in part by taxing retirement
benefits or reduced by applying an earnings test. In any case, the problem is shrinking along with the
number of working pensioners, which dropped sharply,from 230,000 in 1990 to 93,054 in 1992.

5.31 Improving revenue collection. Better enforcement and better compliance by enterprises
should increase total pension fund revenues as growth in the economy picks up and the financial position
of enterprises improves.

8 This occurred in Bulgaria, for example (see L. Fox and H. Ribe, 1991, "Social Security and Social
Assistance Benefits in Bulgaria: Crisis and Transition to a Market Economy", World Bank).
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5.32 Effect of short-term reforms on soaal insurancefinancing. Short-term reforms that reduce
the number of pensioners on social insurance could allow the system to sustain current payment rates and
become self-financing at lower contribution rates over the medium term. Gradually reducing eligibility
would allow the pension fund to become self-financing at existing payment rates and at contribution rates
of 7.7% over the medium term and would bring the fund into surplus three years earlier than in the base
case (Figures 5.5 and 5.6). Specifically, with measures that reduce the number of retirees by 30% over
the simulation period, the contribution rate needed for self-financing drops from 22.8% in 1992 to 9.2%
by 2010. Gradually reducing the number of people on disability pensions by 20% lowers the contribution
rate to 8.6% by 2010, while gradually reducing the number on survivor pensions by 60% brings the
contribution rate down to 7.7%.

Figure 5.5 Figure 5.6
EXPERIMENT II: TOTAL SUBSIDIES EXPERIMENT I1: CONTRIBUTION RATES
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5.33 Improving revenue collection rates from 44% to 60% has an even more dramatic impact
on fund deficits than reducing the number of retirees.9 The pension fund will begin to show a surplus
by 1998-five years earlier than otherwise-if collection procedures are improved along with a tightening
of eligibility criteria.10

5.34 The model also shows the divergent impacts of indexation policies on social security
fiancing. Wage indexation of benefits is more expensive than price indexation during periods of positive
growth, but price indexation of minimum pensions reduces transfers by only about 1.5% of GDP over
the simulation period. One result of the short-term reforms discussed above is that the fund realizes a

9 Marginal changes in revenue collection over time act through nominal wages, while changes in the number
of pensioners act through changes in benefit levels. Since nominal wages are growing faster than average
benefits are decreasing, improving revenue collection rates will have a greater marginal impact on reducing
transfers to the pension fund.

10 Revenue collection rates reflect the percentage of the hypothetical payroll (total employment times the
average wage) collected by the government. Improved enforcement procedures and better enterprise
perfort-ance may increase the rates. But it is important to note that the rates may be low because part-time
employment, and associated lower wages, drive down the ratio. Also, insurance contributions on behaif
of women on maternity leave are supposed to be paid by the insurance fund, but may not be. The fund has
not, for example, been paid insurance contributions on behalf of the unemployed.
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surplus 1by 1998, five years before the non-intervention base case. Indexation of minimum pensions plus
the other short-term reforms just described would allow a balanced pension fund before 1998.

Long-Term Reform: A Multitier Pension Scheme

5.35 Pension schemes in most market economies have evolved from a universal, single tier,
pay-as-you-go public pension system to a multitiered mixed public-private system. There are several
alternative models of such a system. A fully market-oriented approach would separate the insurance and
redistribution functions of social security programs. A redistributive tier would provide a minimum
guaranteed income for everyone or for low-income people on a means-tested basis. It might be
administered by the government and financed from general budget revenues. The second, insurance-
based tier might consist of a mandatory or voluntary fully funded, privately managed, defined-
contribution scheme. If the state is involved in the second tier as well, the possibilities are a defined-
benefit, pay-as-you-go second tier or a fully funded, defined-contribution, state-managed scheme. A third
tier composed of supplementary, fully funded, defined contribution private insurance might be added as
private capital markets develop."

5.36 No system could fully insulate individuals against the effects of demographic changes and
uncertainty in the macroeconomic climate. For example, one drawback of state-funded, defined benefit,
pay-as-you-go schemes is thao some intergenerational redistributive elements would remain. Moreover,
any progressive benefit structure financed through payroll taxes would continue to combine redistribution
and insurance. If payroll obligations are viewed as taxes to finance transfers rather than as contributions
for old age insurance, there may be disincentives to participation.

5.37 A compelling argument for the move to a private, fully funded system is precisely because
doing so would separate the earnings-related insurance objective from the redistributive objective, which
should strengthen the link between contributions and benefits and improve labor market efficiency. It
would also make intergenerational transfers more transparent. But there are likely to be important
redistributive effects in switching from a pay-as-you-go to a fully funded system, and care must be taken
during the transition to ensure that poor and older workers and pensioners are not left unprotected.'2

5.38 The government would need to play a major role in financing the move from a pay-as-
you-go to a fully funded system. This could entail meeting obligations to all retirees at the time the
reform is implemented. The government could also finance fund contributions for individuals who are
close to retirement. The transition could be financed through higher income taxes or by issuing

11 A version of this system was proposed by Topinski and Wisniewski (1992) for Poland. Another multitiered
system along these lines has been put forth by D. Vittas, 1993 "Swiss Chilanpore: The Way forward for
Pension Reform?' Policy Research Working Paper, Policy Research Department, World Bank,
Washington, D.C.

12 See P. Arrau and K. Schmidt-Hebbel, 1992, 'Macro-economic and Intergenerational Effect of a Transition
from Pay-as-you Go to Fully Funded Systems,' World Bank, December, for the implications for labor
market efficiency and income distribution of changing from a pay-as-you-go to a funded system.
Essentially, the old age pensioner would lose if the redistributive pillar of the existing system were removed
without a targeted income support program.
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government debt-with important welfare implications for each alternative.'3 An effective supervisory
and regulatory system must also be put in place before private insurance schemes are introduced." The
move to a private pension system would also require well-functioning financial markets, though there is
evidence from Chile and the United States that private pension schemes can contribute to the development
and deepening of capital markets.'5

Sickness Insurance

5.39 Sickness insurance in Slovakia covers employees who cannot work because of personal
illness, childbirth, or the need to care for sick family members. Workers receive 70% of their wages
for the first three days of illness and 90% thereafter. The maximum benefit is Sk 180 a day. Insurance
indemnities are paid by the enterprises but are reimbursed by the state. The lower replacement rate for
the first three days and the less than full replacement rate thereafter can be considered a deductible to
prevent problems of moral hazard: consumption smoothing allowed by the insurance system is less than
complete, forcing employees to bear some of the income risk themselves.

5.40 Because sickness benefits are provided for up to a year at relatively high replacement
rates, the possibility of abuse is high-particularly in an economy with limited iiionitoring and
enforcement capabilities. Data from early 1993 indicate that 113,000 workers were out sick each day,
which is equivalent to 5.3% of the labor force. The rates were substantially higher for cooperative
organizations and lower for private sector workers. At 23.7 days in 1992, the average number of sick
days claimed is far higher than in most industrial countries, where the average number varies from 7.5
days (Netherlands 1987) to 18 days (Sweden 1981). With employees and employers bearing such a small
share of the costs, collusion between them becomes appealing, particularly during the high-unemployment
and low-productivity phase of the transition. Workers may find it in their interest to claim the more
generous sickness benefits rather than unemployment benefits, which are also of shoner duration. The
increase in the average number of personal sick days claimed and in the share of workers claiming
sickness benefits supports this supposition. Both variables were relatively stable before the transition, at
18.4 days of sick leave and 4.4% of workers. In 1992, average sick leave days were up to 23.7 and the
share of workers claiming sick leave was up to 5.3%. The average number of employees claiming child
care sick leave and the number of women on maternity leave have declined meanwhile, perhaps reflecting
declining fertility rates.

5.41 Goverrnent expenditure on sickness benefits increased by 8% in 1991 and 12.4% in
1992, but it was budgeted to increase by only 9.8% in 1993-probably an underestimate. Claiming
sickness benefits will become even more attractive if unemployment benefit rates are lowered to 50% of
average wages, as proposed. Without changes in the current incentive structure, low productivity growth

13 For the efficiency gains and losses from substituting income taxes for payroll taxes, see A. Auerbach, and
L. Kotlikoff, 1987, -Dynamic Fiscal Policy," Cambridge University Press; A. Auerbach, L. Kotlikoff, and
J. Skinner, 1983, 'Efficiency Gains from Dynamic Tax Reform," Internaional Economic Review.

14 The government might still be required to play the role of lender of last resort.

15 Although there is general agreement in the literature about the potential redistributive effects of the pay-as-
you-go system, there is less consensus on the effects of a such system on aggregate savings (Thompson
1983). The move from a pay-as-you-go system to a fully funded system may have similar ambiguous
impacts on savings. In addition, the accumulation and decumulation in the funds caused by the uneven size
of the work force over time may increase the fluctuations in aggregate savings in the economy.
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in 1993 and low labor demand may well lead to a continuation of the risirg trend in sickness benefit
claims.

5.42 Several measures could reduce the dependence on sickness benefits. Lowering the wage
replacement rates, increasing the deductible, and shortening the duration of benefits are ways of
overcoming the moral hazard problem associated with sickness benefits. One approach would be to shift
the burden of sickness costs to employees for the first few days and to employers for the next 3040 days.
The U.S. model is another option. Employees are allowed to accumulate a fixed number of sick days
that are paid for by the firm. After this quota is exhausted, employees pay for additional days off
through a loss in annual leave or, for insurable illnesses, through health insurance schemes. As a first
step, the government has proposed that benefits be reduced from 70% to 50% of wages for the first three
days of illness, but Parliament rejected the proposal.

Health Insurance

5.43 Although the health sector consumes over 5.5% of GDP or 10.2% of general government
revenues, it has been remarkably ineffective in promoting health and reducing preventable illness and
disease. Cardiovascular disease, cancer, and accidents take a far higher toll than necessary, and health
status and life expectancy have actually deteriorated during the past twenty years. About half of all adults
smoke; many are overweight, hypertensive, and drink too much alcohol; 40% of calories consumed come
from fat; work-related accidents and injury (often associated with alcohol) are frequent; and few people
exercise regularly. Thanks to a massive buildup of acute-care delivery services in the 1970s, there are
more physicians and hospital beds per thousand people in Slovakia than in Western Europe or North
America. That buildup comes at the expense of effective public health interventions, primary health care,
and community health services. The supply-dominated health sector provides virtually no incentives to
motivate patients to maintain good health or to encourage health care workers and institutions to provide
effective, efficient, and high-quality care. There have been few if any public education campaigns to
discourage smoking or promote exercise, injury control, or occupational safety.

Stmategy for Health Care Management

5.44 In January 1992, the Czechoslovak Ministry of Health presented its reconmnendations for
a national health support program that included:

* An intersectoral approach to health protection to deal with environmental and
occupational threats to health.

* A strategy to promote more healthful behavior with respect to smoking, alcohol and drug
abuse, fat and cholesterol consumption, exercise, and occupational and highway safety.

O A prevention strategy of vaccination programs, screening, primary health care, social
services, and self-help groups.

5.45 The goverrunent began to decentralize the ownership, management, and financing of
health and social services to district- and community-level governments in 1984. Further steps are under
way to strengthen performance-based incentives for health-care workers and to achieve an efficient
balance between public and private service providers. Candidates for privatization include pharmaceutical
and medical-equipment producers, ambulatory clinics, diagnostic centers, laboratories, general
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practitioners' offices, dentists, and some ancillary support services. Slovakia faces a major challenge in
continuing with these management reforms given the limited availability of qualified public sector staff.

Proposals for Health Care Finance

5.46 The new health insurance fund will move health care financing from the state budget to
enterprises and employees, but the system still lacks the regulatory, organizational, and electronic
infrastructure needed to operate an efficient health financing administration. Simply shifting health care
finance from the state budget to the health insurance fund will not in itself solve the problems of finance
and efficiency. W'ithout further reform, the system will be vulnerable to many of the same problems that
afflict contributory health insurance schemes in other countries, particularly evasion, waste, fraud, and
cost escalation. Such strategies complicate the task of setting appropriate payment rates, benefit schedules,
and incentives for the various classes of affiliates of the system. In other countries, third-party payment
systems have discouraged cost-contaimnent measures and led to a dual health care system, as workers
seek to avoid the formal sector and its high rates of social contributions and income taxes by moving into
the informal sector of unregulated activities.

5.47 Managers of the National Insurance Corporation have expressed considerable skepticism
about the financial viability of the health insurance fund and its ability to assume responsibility for health
care financing during the current economic recession. Rising unemployment and bankruptcy are likely
to shrink the contribution base, while the already-high total social insurance levy of 50% of net wages
leaves no room for increasing the health insurance contribution rate should revenues fail or costs escalate.
The high contribution rate encourages escape to the informal sector, further increasing the likelihood that
fund revenues will fall short of projections that are based on full participation by the labor force. The
government should continue to strengthen primary and community care, public health services, and health
care management training and private sector development. In the short run, cost-effective health care
measures and tight budget-capping mechanisms are needed to contain costs. Following a study to assess
monitoring and cost control capacity throughout the national health care system, a fee-for-service
compensation scheme will be implemented gradually as adequate monitoring mechanisms are put in place.

Family Allowances

5.48 Contributing to sickness insurance also make employees eligible for a number of
additional state-funded benefits: childbirth benefits of Sk 3,000 per child, spa treatments, funeral
benefits, child allowances, and extra child allowances for disabled children. Socialist economies, with
their relatively flat wage structures, have generally used such allowances to direct additional income to
larger families. But today the eligibility cutoff does not target only relatively poor households. Most
Slovak households qualify for child and other family allowances. As the link between wages and marginal
labor productivity strengthens, family allowances will no longer be needed to target income transfers.
As economic growth resumes, these benefits can be allowed to decline over time, replaced by an efficient,
well administered means-tested social assistance program for transfers to poor households.

5.49 Child allowances, at 3.3% of total govermnent expenditures in 1992, are the largest single
expenditure item among family allowance. Each employee (or eligible unemployed) contributing to the
sickness insurance fund who can prove ts monthly household income does not exceed Sk 16,800 is
eligible for child benefits. Benefits are Sk * a month for the first child, Sk 450 for the second, Sk 610
for the third, Sk 510 for the fourth child, and Sk 350 per month for each additional child, a pronatalist
benefit structure that has not had the desired effect on fertility. Nominal expenditures on child allowances
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have decreased from Sk 6,139 million in 1989 to Sk 5,820 million in 1992, largely because fewer
families are claiming benefits. Supplementary family allowances of Sk 220 per child per month are
provided as well, to compensate families for price increases associated with liberalization. An income
ceiling for eligibility for child allowances was adopted recently, but the ce~iling is set so high that it
excludes fewer than 20 percent of households. It should become more discriminating in the future as
incomes rise, however.

5.50 Other family allowances or state social benefits include income support to parents taking
care of young children, rental support, and dependent benefits for individuals in military service. The
largest of these are parent benefits, which provide SK 1,200 a month to parents whose annual income is
less than Sk 12,000. This benefit is intended to compensate workers (or the eligible unemployed) for the
income loss associated with withdrawing from the labor market to raise a child up to three years of
age-or seven years for a disabled child. The average number of monthly claimants doubled between
1990 and 1992, and expenditures have increased nearly one and a half times. As in the case of other
inadequately monitored benefits, it may be that employees and employers are colluding to allow workers
to claim parent benefits from the state, instead of the less generous unemployment benefits.

Social Assistance

5.51 Slovakia has a means-tested social assistance program that is intended to keep individuals
from becoming destitute during times when their income alone would not protect them. In practice,
however, that is not quite the way this safety net functions. Budgetary allocations for the 1993 program
were capped at 1992 levels precisely at a time when economic conditions can be expected to increase the
m-nber of people requiring assistance. Further, the budgeted amount covers a multitude of other benefits
as well, in addition to means-tested social assistance, that are not separately budgeted, such as foster care
for orphans and recreation benefits for pensioners (Annex F). Not only is the total amount budgeted
probably too small, but the income support level is set too high relative to the minimum wage, possibly
distorting ir.nentives to work.'6

5.52 Maintaining the plethora of social benefit programs inherited from the socialist economy
is inefficient and inequitable. There is a widespread perception-though difficult to document-that some
groups benefit unfairly from public programs of social benefits. The diversity of programns is itself an
invitation to abuse by making it possible to accumulate benefits from different programs in a total amount
that greatly exceeds any intended level of benefits. Slovakia should switch to a streamlined system of
social benefits, with a single means-tested program of social assistance to protect people from destitution.
Legislation similar to the Law on a Living Minimum of October 1991, which defines minimum household
incomes to meet basic consumption requirements, could serve as the basis of an effective, means-tested
social assistance program-although the amounts would need to be scaled down to more realistic levels.

5.53 The government is considering a proposal for replacing child allowances and
supplementary family allowances with a means-tested program that links eligibility for social assistance
to the schedule of minimum household incomes. Under this proposal, families with incomes up to 150

16 To see this, consider that a two- (nonworking) adult and two-child family is eligible for Sk 6000 in basic
income support. Subtracting other benefits for which the family is eligible-parent benefits, child
allowances, and associated price compensations-brings the transfer amount to Sk 3,000, which is 36%
above the minimum wage.
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percent of the minimum household income would receive a transfer equal to half the minimum household
income, and families with incomes between 150 percent and 200 percent of the minimum would receive
a transfer equal to one-third the minimum. At current levels of household income, this plan would
provide benefits to 88 % of households, which is likely to make it very costly to implement. Some of the
cost would presumably be offset by savings in social assistance outlays. Implementation also requires
having a practical, objective means of establishing household incomes as a basis for eligibility. The
Ministry of Labor, Social Affairs, and Family proposes to use income declarations from the personal
income tax as a basis for determining eligibility. It is still too early to tell whether tax returns will be
complete enough to be used for this purpose.
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