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ABSTRACT/RESUME
Rationalising Public Expenditurein the Siovak Republic

Over the past decade, public expenditure in Slovakia was characterised by substantial social transfers
and high public sector wage expenses. This paper analyses the main features of Slovakia’'s public
expenditure system, reviews expenditure trends, and discusses recent reform initiatives. The latter have
concerned the introduction of medium-term budget projections, the switch towards performance-based
budgeting, the limitation of extra-budgetary funds, the devolution of spending power to sub-central
administrative units, changes to the public employment regime, and reforms of the social security system.
These initiatives are critically assessed and a number of recommendations concerning implementation and
further reform steps are developed.

JEL classification: E62, H1, H4, H5, H7.

Keywords: Slovakia, government expenditure, public sector efficiency, budget systems, intergovernmental relations,
new public management.

Rationaliser les dépenses publiques en République Slovaque

Durant la derniére décennie, les dépenses publiques en Slovaquie ont été caractérisées par des
transferts sociaux considérables et des substantielles dépenses salariales dans le secteur public. Ce
document examine les spécificités du systéme de dépenses publiques, passe en revue I'évolution des
dépenses et discute les initiatives de réforme récentes. Ces derniéres ont concerné la gestion des finances
publiques dans un cadre de dépenses a moyen terme, le changement vers un systeme basé sur les objectifs
budgétaires, la limitation des fonds extra-budgetaires, la dévolution des responsabilités budgétaires vers les
administrations locales et régionales, les changements dans le systeme d’emploi public, et des réformes
dans le systeme de sécurité sociale. Ces initiatives sont évaluées de facon critique et un nombre de
recommandations sont développées concernant la mise en ceuvre des changements et des étapes de réforme
supplémentaires.

Classification JEL : E62, H1, H4, H5, H7.

Mots Clés : La Slovaquie; dépenses gouvernementales; I'efficience du secteur public; systeme budgétaire; systeme de
dépenses publiques; relations intergouvernementales; nouveau systéme de gestion publique.
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Applications for permission to reproduce or translate all, or part of, this material should be made to: Head of
Publications Service, OECD, 2 rue Andre-Pascal, 75775 Paris Cedex 16, France.

2



ECO/WKP(2004)6

TABLE OF CONTENTS
RATIONALISING PUBLIC EXPENDITURE IN THE SLOVAK REPUBLIC ........ccooiiiiiiiiiieeeeeeiiieen 4
1] 0o [1 o 1o o PP 4
An unsustainable spending path in the post-transition decade..........c.cccooevvviiiiiiiiiiiiiiciiiieee e Ao,
The spending growth was driven by social transfers and public employment ............cccccccveiieiiiiiininnnenn. 4
COSHY PUBIC SEIVICES ...ttt s et £ 10
Recent efforts to reduce spending without structural reform ... 13
Budget procedures have been modernized but shortcomings remain..........cccooooviiiiiie, 14
Public debt has grown at @ WOrTYiNG PACE ........coiiiuiiiiiiiiii et e e e e e eeeeas
The new fiscal ManagemMeNt SYSIEM ...........ooiiiiiiiiiiieeeeeeeeeee e —
A medium-term fiscal frameWOrK ............uuiiiiiiiie e
FUNCHONAI DUAGETING ..ottt e e e e e —
Comprehensive budgets for accurate expenditure aCCOUNTING..........ccuvvriiiieiiieeee i 23
Devolving of spending power to sub-central gOVEIrNMENLS ........ccciieiiiiiiiiii e, 24
Reform of the public employment regime to facilitate adjustments...............oovvvviiiiiiiiiiiiiiciieeee e, 27
Reform of the Social SECUNLY SYSTEIM ........uuiiiiiiiiii i e eeeeaae 29
RECOMMENUALIONS ... et e e e e e s st et e e e e e e e s nns b et e e e s enmm— 30
BIBLIOGRAPHY ..ttt ettt e e e e e e e ettt et e e e e e e e s s sataeeeeeeeeeeaaansssss s e s s— e 33
Tables
Table 1. Wage/PENSION FALIOS .........uuiiiiiiiieeii ittt e e e e e e e e e e e e e e e e e e e e+ s— 9
TaDIE 2. ENEIQY PIrICES. ..o iiiiii ittt e e e e e e e r et e e e e e e s e e s s nnreeeeeeeeeeas 9
Table 3. Price level of household ULIIItIES ..........cc.euviiiiiiiiiee e e 9
Table 4. Shifts in transportation demand... N B |
Table 5. Shifts in primary and secondary educatlon demand .................................................................... 11
Table 6. Costs Of eduCation INSHIULIONS ..........ciiiiiiiiiiiiii e ee e enne 11
Table 7. Remaining price equilibration potential in the health SeCtor..........ccccceeveeiiiiii 12
Table 8. Internationally comparative performance in the judicial System .............coovviiiiiiiiiiiiiiiiiiinnieeeenn. 12
Table 9. Expenditure projections and OULICOMES ...........ccoeiiiiiiiiirimiiiieee e e e e e e 13......
Table 10. Regular fiscal reporting.......ccoooiiiiiii i e e me—————————- 15
Table 11. Official debt and total public llabilitieS.............oooiiiiii e 20
Figures
Figure 1. Economic classification of public eXpenditure .............cccccceiieeiiiii e 5.
Figure 2. Functional classification of public eXpenditure ................oovvvvviiiiiiiii e B......
Figure 3. Income per capita and public expenditure in OECD COUNTIES.........ccoviiiiiiiiiiiiiiiieeeee e
Figure 4. Public employment @Nd WAGES. ........ccoiiiiiiiiiiiiieee et e e e e e e esnnnnnes 8.
Figure 5. The inertia of the main expenditure Categories............ccuvuevirrreriiiimiiiiieereee e ee e e e e e e e 14........
Boxes
Box 1. Preparation schedule of the 2004 BUAQET ...........ccuiiiiiiiiiiiein e 15......
Box 2. The difficult emergence of a treasury SYStEM ............oovvviiiiiiiiiiiiiiiiire e eee 18......
Box 3. How are privatisation revVenues USEA? .........coooeiiiiiii it 19....
Box 4. Medium-term planning of road INVESIMENT .............cuiiiiiiiiiiiii e 21.......
Box 5. The decentraliSation FefOIM ...........cuiiiiii i ee e e e e e e 25
Box 6. Recommendations for public sector reform ... 31.......



ECO/WKP(2004)6

RATIONALISING PUBLIC EXPENDITURE IN THE SLOVAK REPUBLIC

Rauf Géneng and Peter Walkenhdrst

I ntroduction

1. This paper first reviews the recent trends in public spending and the budget procedures which
underpinned their unsustainable pattern. It then analyses the extensive set of reforms now being introduced
and discusses requirements for improving their chances of success within a short time span as presently
planned, in the light of other OECD countries’ experiences. It finally reviews the challenges in moving
forward with reform and provides a detailed set of recommendations for specific actions to improve both
the framework of fiscal policy and the operation of the public sector.

An unsustainable spending path in the post-transition decade
The spending growth was driven by social transfers and public employment

2. Public expenditure during the first decade of transition followed a pattern reminiscent of all
OECD post-transition economies. It was characterised by the massive weight of social transfers and of the
government wage bill. The public sector wage bill has remained significant in spite of subdued wages
because of the very high level of government employment. Health care costs, recorded in the form of both
social transfers and government wages, also remained large due to the generous terms of sociaf insurance.
Sizeable subsidies were provided to enterprises to compensate for the losses arising from regulated prices
that do not reflect costs (Figures 1 and 2). Total spending has attained a level well above the size of
expenditure common in lower income OECD countries and this gap appears more pronounced because of
the lower per capita income of Slovakia (Figure 3).

1. This paper was originally prepared for tBECD Economic Survey of the Sovak Republic published in
February 2004 under the responsibility of the Economic and Development Review Committee of the
OECD. Rauf Goneng is Head of and Peter Walkenhorst is Economist on the Slovakia/Turkey Desk in the
OECD’s Economics Department. The authors are indebted to Val Koromzay, Andrew Dean, Yutaka Imai
and other colleagues in the OECD Secretariat for valuable comments and drafting suggestions. The paper
has also benefited from discussions with several experts in Slovakia. Special thanks go to Roselyne Jamin
for technical assistance and to Nadine Dufour and Jeanette Dargaville for preparing the document.

2. Partly hidden in Slovakia because of the off-budget payment arrears in the hospital sector, which are
periodically “cleaned” by the government. These arrears reached 1.5 per cent of GDP in 2002 alone.
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Figure 1. Economic classification of public expenditure®

Per cent of GDP A. Slovakia Per cent of GDP
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B. International comparison, 2002°
Per cent of GDP
Government Gross
Income Interest Consumption fixed Other net Total
transfers Subsidies  payments Total Wages investment  transfers outlays
Austria 18.8 2.8 3.6 19.0 9.8 1.3 6.5 51.9
Czech Republic 13.2 3.0 1.4 20.7 8.2 4.6 6.9 49.9
Denmark 17.5 2.2 3.7 26.3 17.6 1.8 4.2 55.5
France 18.1 13 3.1 23.8 13.7 3.0 4.1 53.4
Germany 19.4 15 3.1 19.2 7.9 1.6 3.8 48.5
Greece 16.4 0.2 5.5 15.5 12.1 3.8 4.9 46.3
Hungary 16.0 3.4 4.1 18.6 11.9 5.6 3.9 51.6
Ireland 8.3 0.8 1.4 15.1 8.3 4.4 35 335
Italy 17.1 1.0 5.8 18.8 10.7 1.8 3.1 47.7
Japan 10.6 0.7 3.2 17.9 6.9 4.7 1.4 38.7
Korea 4.2 0.4 0.6 104 7.6 6.0 3.9 26.0
Poland 17.6 0.9 4.2 14.9 10.7 3.3 0.6 41.6
Portugal 12.9 1.5 3.0 211 15.4 34 4.1 46.1
Spain 12.3 1.2 2.8 17.8 10.3 34 2.3 39.7
Slovakia® 8.9 1.9 3.1 19.0 8.3 3.2 10.9 46.9
Sweden 17.9 1.6 3.2 28.0 16.3 3.2 4.4 58.4
United Kingdom 13.6 0.4 2.0 20.0 7.4 1.3 3.5 40.8
United States 12.1 0.3 3.0 15.5 9.6 3.4 1.2 35.5
Euro area’ 16.7 1.3 3.7 20.2 10.7 24 3.9 47.9
OECD® 125 0.8 3.0 17.3 9.3 3.2 3.1 39.0
1. Data is based on Government Financial Statistics (GFS) but it is not fully consolidated, possibly creating a particularly large

distortion in 2002.

2. Estimate by the Ministry of Finance.

3. National accounts based except for Slovakia.

4 GFS-based 2003 estimates by the Ministry of Finance have been used for international comparisons, to diminish the impact of
the distortion in data for 2002.

5. Weighted average.

Source: Ministry of Finance, OECD, IMF and World Bank.
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Figure 2. Functional classification of public expenditure

Per cent of GDP A. Slovakia Per cent of GDP
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B. International comparison, 2001"
As per cent of GDP
Housing Economic  Defense,
General and Pensions services public
public community and and order and
services Education amenity Health welfare subsidies safety Total
Slovakia® 3.7 3.7 1.7 5.7 13.1 10.9 3.3 421
France 6.5 6.0 1.0 7.9 20.4 7.3 3.4 52.6
Germany 6.3 4.2 1.1 6.3 21.8 5.7 2.8 48.2
Austria 8.6 5.8 1.0 5.8 21.9 6.9 2.3 52.3
Denmark 4.5 8.3 0.9 54 24.2 5.3 2.6 51.3
Italy 9.5 5.1 0.9 6.3 17.7 5.8 3.1 48.3
Japan 2.3 4.3 0.8 6.5 11.2 6.5 2.4 34.0
Portugal 6.6 6.9 0.9 6.8 13.4 7.9 3.7 46.2
Spain1 5.6 4.4 1.0 5.6 13.5 6.9 3.3 40.2
Sweden 8.5 7.7 1.0 6.6 23.9 5.9 3.6 57.2
Belgium 9.9 6.2 0.4 6.6 17.4 6.1 2.9 49.4
Finland® 6.2 6.4 0.8 5.8 20.6 6.3 2.9 49.0
Greece! 10.0 4.2 0.2 3.9 19.6 1.1 4.4 43.3
Ireland 35 4.3 2.3 6.3 7.2 7.8 2.3 33.6
Netherlands 8.1 4.8 1.5 4.1 17.3 7.5 3.1 46.4
1. National accounts based except for Slovakia.
2. Latest data for Slovakia, based on Government Financial Statistics, available for 2001.

Source: Ministry of Finance, OECD, IMF and World Bank.
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Figure 3. Income per capita and public expenditure in OECD countries®
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1. National accounts based except for Slovakia.

2. GFS-based 2003 estimates by the Ministry of Finance have been used for international
comparisons, to diminish the impact of the distortion in data for 2002.

Source: OECD.

3. The composition of general government expenditure -- including extra-budgetary funds which
played an important role until 2001 and the rather less significant municipal spending -- presents certain
peculiarities when compared to other post-transition countries:

The share of socia transfers in GDP is dightly lower (13 per cent in 2001 against a Centra
and Eastern European Countries average of more than 14 per cent®), though this is likely a
temporary phenomenon due to favourable demographic factors which keep the pension claims
relatively modest.* More structurally, the lower level of average benefits reflects the lower
level of average wages (Table 1). Asthe share of labour income in GDP will increase with the
catching up process the share of socia transfersis bound to increase absent structural reforms.
This pressure is particularly serious in pensions which represent the largest component of
socia transfers. Generous socia assistance will also cost more in the future if the benefit
parameters are not modified as presently planned by the government.

Public consumption, at 19 per cent of GDP, is among the highest in the OECD area. The
government wage bill at close to 9 per cent of GDP remains moderate in spite of prolific
public employment because of low public wages. Should public wages for highly skilled
employees converge more quickly to private wages, the government wage bill would grow
even faster -- unless the planned cuts in public employment are fully implemented. Excess
employment and wage pressures are particularly serious problems in the education and health
sectors (Figure 4).

3. Among Czech Republic, Hungary, Poland, Slovakia and Slovenia.

The old-age dependency ratio is at present around 15-16 per cent against more than 20 per cent in other

post-transition countries.
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Figure 4. Public employment and wages

Thousand employees Thousand employees
A. Public employment
400 400
300 300
200 200
Education
100 100
0 0
1993 1994 1995 1996 1997 1998 1999 2000 2001 2002
Per cent of GDP Per cent of GDP
6! B- Public wage bill 6
5 5
4 4
3 3
Education
2 2
1 1

1997 1998 1999 2000 2001 2002

Source: Statistical Office of the Slovak Republic.

e Industriad subsidies have been higher than in other countries, reflecting large losses by the
railways and regulated utilities, such as power generation and until recently gas distribution.
Electricity, water, gas and fuel prices had been kept at particularly low levels through
transition, and for a longer period than in the other post-transition economies, but recent
adjustments permitted to reduce the associated losses and subsidies (Tables 2 and 3).



Table 1. Wage/pension ratios

ECO/WK P(2004)6

1995 1996 1997 1998 1999 2000 2001 2002
Minimum wage 2450 2700 2700 3000 3600 4000 4 400 4920
Average monthly wage 7195 8 154 9226 10003 10728 11430 12365 13511
Average old-age pension 3320 3727 4124 4490 4878 5382 5782 6 104
Ratio average pension to average wage 46.1 45.7 44.7 44.9 45.5 47.1 46.8 45.2
Ratio average pension to minimum wage 1355 138.0 152.7 149.7 135.5 134.6 131.4 124.1
Source: Social Insurance Agency.
Table 2. Energy prices
2003, third quarter
Electricity Natural Gas

(US cent/k Wh end-user price)

(US$/10'Kcal end-user price)

Industry
Slovak Republic 7.0 218.50
Czech Republic 5.3 206.80
Hungary 7.7 237.40
Poland 5.3 164.30
Households
Slovak Republic 10.8 226.70
Czech Republic 8.3 325.60
Hungary 10.1 269.10
Poland 9.2 392.60
Source: International Energy Agency.
Table 3. Price level of household utilities
Ratio of household to industrial end-user prices
1993 2000 2001 2002 2003 (Q3)
Electricity
Slovak Republic 0.60 1.19 1.46 1.43 1.54
Czech Republic 0.56 1.27 1.40 1.55 1.57
Hungary 0.81 1.33 1.34 1.34 1.31
Poland 1.40 1.76 1.76 1.71 1.74
OECD Europe 1.80 2.06 1.95 -
Natural Gas
Slovak Republic 0.62 1.07 1.08 0.95 1.04
Czech Republic 0.73 1.45 1.49 1.58 1.57
Hungary 0.91 1.33 1.16 1.14 1.13
Poland 1.33 1.86 1.75 1.95 2.39
OECD Europe 2.67 2.08 - -

Source: International Energy Agency.
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Costly public services

4, The low productivity of public services inflates fiscal spending. Until recently, the organisation
of the supply of these services, both in state administration and in large-size collective services such as
education, health care and rail transportation, had evolved little. Supply capacity and employment had
remained largely static in these areas since the creation of the Republic in 1993. This is in contrast with
profound changes in the society’ s needs and in the underlying technologies. As a consequence, large gaps
have arisen between the actual and potential value for money in publicly provided services and have been
filled by services produced by the private sector. Current trends in transportation and education offer
telling illustrations.

5. Public transportation employs close to 100 000 workers (5 per cent of total employment) and is
based on a dense railway network for interurban transportation, and on subsidised bus and tram services for
urban transportation. While available capacity and employment have changed little in the last 10 years,
service demand shifted rapidly to privately-supplied modes, notably road freight trucking and car
passenger transportation (Table 4). Substitution is clearly taking place between railway and road-based
transportation but pressures remain for duplicative investment in their respective infrastructures. Faced
with growing fiscal constraints, the state was not able to cater to the large maintenance and devel opment
needs of both networks. Investments for both railways and roads had to be decreased, total public
investment for infrastructures falling from 5.2 per cent of GDP in 1997 to an expected 3.2 per cent in 2002.
In terms of resource alocation in the transportation system, over-employment in railways in a sense
crowds-out the development of the road infrastructure. The resulting poor quality and reliability of the
transportation services, both for passengers and freight, are recognised today as a major hindrance to
business investment, notably in the eastern regions where employment is lower.”

6. Serious problems of demand-supply mismatch also exist in education. Public education is a very
large employer, its 173 000 workers representing 40 per cent of total general government employment and
making up, in certain regions, up to 15 per cent of the local employment. There is massive evidence of
oversupply and qualitative shortcomings in these services. The most obvious are found in secondary
education. Vocational education, which is a traditional area of strength in Slovakia, continues to absorb
large and growing fiscal resources, while students increasingly seek general secondary education the
supply of which is still limited (Table5). As a result, there is growing demand for private and church
schools which are more adapted to demand and also appear more cost-efficient than public institutions
(Table6). There are similar imbalances in university education, where available capacity in the most
demanded disciplines falls short of demand, while established branches and chairs continue to be funded
on ahistorical basis. There are also signs of crowding out of fiscal resources dedicated to tertiary education
by primary and secondary tiers: teacher/student ratios soar beyond OECD averages in the latter while the
share of GDP dedicated to tertiary education remains one of the lowest in the OECD. Demand is
developing rapidly for private tertiary education, in spite of the high fees charged and the sometimes
uncertain quality. It may be argued that since tertiary education returns are largely private, this area
deserves more commercia provision and private funding of services. In all instances, present outcomes
reveal serious value for money problems in publicly funded education.

5. The country has a small size and no natural obstacles fragment the territory. Should transportation
shortcomings be remedied, eastern regions could rapidly be fully integrated in the national economy and
share its attractiveness as an investment location in Central Europe. Latest investor surveys confirm the
discouraging impact of the transportation bottlenecks.

10



Table 4. Shifts in transportation demand
Transportation effected

ECO/WK P(2004)6

1993 2000 % Change
Goods Transport
(billions of ton-km)
Rail 14.17 11.23 -26
Road 16.80 28.58 +70
Inland Water 1.60 1.38 -15
Passenger Transport
(billions of passenger-km)
Rail 4.57 2.87 -59
Automobile 14.36 24.41 +69
Bus 12.34 8.68 -42
Inland Water 0.006 0.004 -50
Urban Public Transport 649 405 -60

(thousand passengers/year)

Source: Statistical Yearbooks of the Slovak Republic, World Bank.

Table 5. Shifts in primary and secondary education demand

Number of students enrolled

1990 1995 2000 Percentage change
1990 - 2000
Primary: Total 721 687 661 082 650 966 -10
State 720 920 635 135 625 265 -13
Private 767 25 947 25701 +3 250
Secondary General: Total 55 644 76 380 80 615 +45
State 55 482 67 648 67 487 +22
Private 162 8732 13128 +800
Secondary Vocational: Total 224 584 248 892 195016 -13
State 224 584 242 581 188 590 -16
Private n.a 6 311 6 426 +735
Secondary: Total 280 228 325 272 275631 -1.6
Source: Institute of Information and Prognoses for Education, World Bank.
Table 6. Costs of education institutions
1995 1996 1997 1998 1999
Expenditure per student in constant 1992 korunas (unit costs)
Level of Education
Kindergartens 10 667 11 300 11 736 12 043 12 726
Primary schools 8 930 9526 9915 9797 9581
Secondary schools 9793 11 045 12 927 12 792 12 536
Secondary vocational schools (MoE) 15959 6 820 19 559 22 494 21739
Church-affiliated schools 9644 8 276 10773 10 556 9234
Private schools 5264 3569 4 305 6 156 5150
Expenditure per student in percentage of unit costs in primary schools
Level of Education
Kindergartens 119 119 118 123 133
Elementary schools 100 100 100 100 100
Secondary General schools 110 116 130 131 131
Secondary Vocational schools 179 72 197 230 227
Special Schools 212 238 258 258 248
Church schools 108 87 109 108 96

Source: Institute of Information and Prognoses in Education, World Bank.

11
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7. Efficiency problems are also found in health services and the court system. A generous benefit
package triggered exponential demand for health services. Payroll taxes for health remain the highest in the
region at 14 per cent. Hospital admission rates rose by 18 per cent in the past decade, per capita outpatient
visits by 20 per cent, and pharmaceutical consumption per capita grew at the highest pace in the OECD,
even though the health status of the population did not improve commensurately.® Life expectancy remains
low by the region’ s standards, and child and maternal mortality and morbidity rates from the main diseases
remain comparatively high. Health expenditures have been contained at 5 per cent of GDP on a cash basis,
but payment arrears have built up at more than 1per cent of GDP per year and there are sizeable
under-the-table payments for access to the most demanded services. Total hedth costs are likely to
increase further as wages and prices in the health sector converge with average wages and prices in the
economy (Table 7) and the population begins to age, even if the publicly funded proportion of spending
might decline following reforms (see below). The judiciary system, which consumes 0.2 per cent of GDP
annually also presents major structural anomalies and comes only second to health services in terms of
perceived corruption. A hypertrophied higher court system employs 90 Supreme Court judges and lacks
specialised commercial courts. While most economic laws were successfully modernised (i.e
approximated to the acquis communautaire) they cannot be fully enforced, and certain segments of the
population have no access to the court system at affordable cost (Table 8).”

Table 7. Remaining price equilibration potential in the health sector
Comparative price levels at current exchange rates, 1999, OECD = 100

EU - 15 Hungary Czech Republic Slovakia
GDP Prices 99 42 39 33
Consumption goods prices 98 38 36 29
Investment goods prices 104 66 60 59
Health service prices 84 19 19 13

Source: OECD, 2002b.

Table 8. Internationally comparative performance in the judicial system
Perceived quality of public institutions®

Rule of Law Control of Corruption
1997/98 2000/01 1997/98 2000/01
Slovenia 0.83 0.89 1.02 1.09
Hungary 0.71 0.76 0.61 0.65
Estonia 0.61 0.78 0.59 0.73
Poland 0.54 0.55 0.49 0.43
Czech Republic 0.54 0.64 0.38 0.31
Lithuania 0.18 0.29 0.03 0.20
Slovak Republic 0.13 0.36 0.03 0.23
Latvia 0.15 0.36 -0.26 -0.03
Bulgaria -0.15 0.01 -0.56 -0.16
Romania -0.09 -0.02 -0.46 -0.51

1. Therange is between -1.5 (worst) to +1.5 (best).
Source: William Davidson Institute, World Bank.

6. The health status of the population depends only partially on the quality of health services. It is equaly
influenced by factors such as income levels, education, nutrition, working conditions etc.

7. World Bank, 2002.

12
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Recent efforts to reduce spending without structural reform

8. Past governments until the 2002 elections periodically reiterated their intention to restore fiscal
sustainability, as regularly expressed in budgets at the beginning of fiscal exercises and in the
medium-term pre-accession economic programs (PEPs) submitted to the EU. However, no fundamental
reform in underlying spending areas was initiated. For instance, the ambitious 2001 PEP aimed to reduce
the general government deficit from 3.3 per cent of GDP in 2000 to 2.7 per cent in 2004,2 while also
cutting tax revenues (Table 9). However, these intentions were overtaken by events and no savings were
achieved in any of the key spending areas. A bold attempt to reduce welfare transfers to able-bodied
beneficiaries -- by halving them after two years of unemployment -- did not really lead to savings as
special public work jobs were ultimately offered to those most likely to lose from this measure. In the area
of transport subsidies, an ambitious programme was introduced in 2000 to increase fares to cost-recovery
levels but was subsequently watered down. Industria subsidies did diminish in 2002 (current transfers
were reduced from SKK 20 hillion in 2001 to SKK 17 billion and capital transfers from SKK 23 to
8 hillion, a saving amounting to 1.8 per cent of GDP in total) but there are concerns that transfers may have
been actualy shifted to other channels such as regiona bodies subsidising their local utilities or
consumers. Indeed during the same period subsidies to non-profit organisations and households increased
by SKK 41 billion, more than 4 per cent of GDP.

Table 9. Expenditure projections and outcomes
Consolidated general government expenditures as a percentage of GDP

2000 2001 2002
As approved by the Parliament* (GFS) 37.5 39.1 38.6
Actual expenditures (GFS) 42.8 41.3 [52.9]*
As projected in 2001 PEP (ESA-95) - 46.6 47.0
Actual expenditures (ESA-95) - - 49.0

*Estimation. No consolidated general government budget is voted by the Parliament. The voted state budget, including transfers to
social security funds and local governments, provides the basis for the estimation of total expenditures.

**Non-consolidated data.

Source: Slovak authorities.

9. These recent and unsuccessful consolidation efforts started aways with attempts to implement
across-the-board cuts in the main expenditure categories. Resources budgeted for socia transfers, pensions,
health and public employment were frequently nominally cut or increased less than nominal GDP, but
these objectives were not backed by structural reforms in the respective areas. As equally observed in other
OECD countries, such cuts proved short-lived. They gave rise to politica pressures in the course of the
budget exercises, or in the subsequent years, and intended cuts were typically offset or even reversed.
Expenditures in the recent period 2000-2002 following the cuts effected in 1998-1999 confirm this inertia
(Figure 5).

8. In the ESA-95 methodology and excluding bank restructuring costs. The deficit was planned to decrease
from 4.7 to 3.3 per cent of GDP with bank restructuring costs.
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Figure 5. The inertia of the main expenditure categories
Percentage of GDP
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Source: OECD.

10. By contrast, infrastructure investment in transportation, utilities, buildings, schools and hospitals
looked more flexible downward. Such expenditure turned residual when fiscal pressures became intense. In
2000 and 2001 government infrastructure investment, at 3 per cent of GDP reached one of the lowest
levels among OECD countries. There is certainly room for refocusing and saving on infrastructure
investment but these cuts may have gone too far -- without discriminating between infrastructure
categories. There are signs of maintenance failuresin important infrastructures.’

Budget procedures have been modernized but shortcomings remain...

11. Budget procedures have improved significantly since 1998. Before that Slovakia had no
consolidated state budget and no central treasury and did not produce consolidated general government
accounts. Large loopholes remained in the spending process via extra-budgetary funds and the reckless use
of public guarantees!® In the past four years major breakthroughs were achieved in standard fiscal
controls. Extra-budgetary funds have been integrated in the state budget, caps were put on public
guarantees and granted guarantees were made transparent. A central treasury account was created. The
state budget now consists of 49 chapters, each one specifying total expenditures, current expenditures
(including salaries and wages) and capital expenditures. Appropriations for a chapter cannot be exceeded
but each spending agency can make internal transfers within a chapter.* Budget preparation follows a
fairly standard sequence, even if the social security and regional and local government budgets are not
prepared fully in tandem with the state budget and there are shortcomings in the compilation of the
consolidated general government accounts which become more serious with decentralization (Box 1).
Notwithstanding the important problem of consolidation, afull set of public accounts are made public with
regular periodicity, according to international standards (Table 10).

9. According to arecent assessment of the road infrastructure by the World Bank “undermaintenance is eating
away at the stock of transport infrastructure’. To correct the current backlog in maintenance and to adapt
capacities in both basic and high standard network would reguire a 2.3 fold increase in funding. The world
Bank estimates that this situation is * unsustainable in anything more than the very short term”.

10. See OECD Economic Surveys: Sovak Republic, 1996 & 1999.
11. Specific chapters are created for state treasury and debt, these can be exceeded if financial circumstances
require it.
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January — April 2003

Box 1. Preparation schedule of the 2004 Budget

Ministry of Finance prepares the starting allocations and chapter limits for the 2004
state budget.

May 2003 Starting allocations, and chapter limits are approved by the government.

June 2003 Chapter administrators submit draft budgets to the Ministry of Finance in
accordance with the approved limits. They formulate their proposals in economic
categories (current expenditures, salaries, capital expenditures).

July 2003 Ministry of Finance consults with social security and health funds (via Ministry of
Health in the latter case) and fixes deficit limits.

July 2003 Ministry of Finance briefs the Parliament about state budget preparation.

August 2003 Draft budget is submitted to economic ministers and to the government for
discussion.

September 2003 The government approves the definitive draft of the state budget.

October 2003 The draft state budget, together with a general government deficit target, is
submitted to the Parliament. Members of Parliament can suggest amendments --
after consulting with the Ministry of Finance and approval by the “Committee for
Finances, Currency and Budget”. If amendments imply increases in expenditures,
authors must specify financing sources by proposing cuts in other expenditures.

January 2004 Regions and municipalities inform the Ministry of Finance and the Parliament
about their budgets.

Table 10. Regular fiscal reporting
Description Frequency | Prepared By Features
1. Financial position of Daily NBS Provides summary data on overall fiscal position. Gives cumulative
state accounts data on
® Total revenues;
®* Total expenditures;
® Loan operations;
® Listings of K1 (payments due in next few days) and K2
(payments on the waiting list);
®  Major taxes (VAT, excise, and income tax); and
®  State funds
2. Report of balances on Monthly NBS Provides fiscal data under following categories:
accounts of budgetary
and subsidized *  Budget revenues;
organizations and *  Extra budgetary revenues;
subsidies to business
entities from the state ® Current and capital expenditures of budgetary organizations;
budget *  Current and capital transfer to business; and
® Capital transfers entities.
3. Budget execution Quarterly Line Balance sheet and operating account. Revenue and expenditure
reports from the line ministries/ report by major economic categories.
ministries and spending spending
agencies agencies
4. Budget execution report | Quarterly Municipalities Balance sheet and operating account. Revenue and expenditure
from the municipalities report by major economic categories.
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Table 10. Regular fiscal reporting (continued)

Description Frequency Prepared By Features
5. Consolidated budget Quarterly MOF Complied from the ministry reports (no.3). Contains balance sheet
report of the central and revenue and expenditure accounts. Revenue and expenditure
government report by major economic categories.
6. Health insurance Monthly Health Provides summary data on:
accounts Insurance
agencies ® revenues
® expenditures
® liabilities
®* claims
7. Social insurance Monthly Social Provides summary data on:
accounts Insurance
Agency ® revenues
® expenditures
® liabilities
* claims
8. Unemployment Monthly National Provides summary data on:
insurance accounts Labour Office
® revenues
® expenditures
® liabilities
® claims
9.  Summary report on Monthly MOF Complied from the ministry reports (no.2). Contains balance sheet
budget execution and actual revenues, expenditures, financing and deficit.
10. Revenues of public Quarterly MOF Covers the general government. Contains data on revenues,
finances expenditures, and deficit of the central government, state funds, and
the local governments supported by charts and graphs. Compares
current year's data with the data for the corresponding period last
year. Gives data on central government foreign/domestic debt.
11. Final accounts of the Annually MOF Finalized and presented before the National Council within six

Slovak Republic

months of the close of the financial year. Includes the following main
statements:

® Report on the main features of accounts;

®  Macroeconomic overview;

® Report on state funds;

® Consolidated statement of financial assets and liabilities;
®  Brief report from the auditor general;

®  Statement of total revenues and expenditures;

® Statement of revenues and expenditures of municipal
bodies; and

®  Consolidated local government budgets.

Source: Government of the Slovak Republic, IMF.

12. The budget management process is broadly in line with average OECD practices, but existing
procedures are not strong enough to cope with the unusual pressures that the country faces. Strengthening
budget procedures according to the best possible planning and control techniques available is necessary to
meet the fiscal challenge. Three main shortcomings call for fundamental improvements in spending

management:
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Established public expenditures are difficult to change and new initiatives tend to put upward
pressures on aggregate spending. “Incrementalism” dominates the budget process. Spending
ministries and agencies prepare their draft budgets year after year on the basis of previous
appropriations and existing personnel and facilities. The Ministry of Finance, the government
and Parliament have little leverage on these proposals and are not realy equipped to assess
the individual and comparative merits of the proposed programmes. In the preparation of the
2004 budget more substantive discussions than usual took place between the Ministry of
Finance and line ministries, and some budget reallocations ensued, but this effort remained on
a relatively thin informational ground. Both mandatory transfers and policy programmes
appear fairly rigid and it is difficult to phase out the existing programmes and symmetrically
introduce new initiatives. From the viewpoint of spending ministries, making proposals which
imply resource shifts away from the status quo is risky because it can lead to the endorsement
of saving proposals and the rgjection of new spending ideas. As the respective merits of
programmes are not documented and compared, policy changes are difficult to motivate. The
audit system does not support budget flexibility either, as it lacks modern principles of
functional auditing and self-auditing. Prevailing audits may be penalising innovative chapter
managers. certain agencies were recently sanctioned for “using current funds for capital
expenditure, or capital funds for wages’ or for “not spending budgeted wage funds and
keeping actual payrolls lower than budgeted’.”” There is a need to diffuse the “result-
oriented” culture in al budgeting, financial control and audit functions of the genera
government on the basis of afull adaptation of the existing legal framework.

Some spending loopholes remain and are conducive to drifts. The most obvious and costly
fiscal loopholes were aready eliminated, such as the reckless distribution of public
guarantees, soft loans from government-controlled banks, and free-wheeling extra-budgetary
funds. Other non-budgeted expenditure channels remain open, however, including sizeable
payment arrears by public agencies,® wage and transfer increases granted during a budget
year without voting new revenues,* the quasi-fiscal operational losses of the railways, and
non-amortised physical depreciation in public infrastructures. Asset depletion escapes budget
planning and control because spending is managed on a cash basis. Existing cash-based
budgeting and monitoring should be complemented with accruas-based indicators, in line
with international best practices.

Implementation shortcomings amplify fiscal bills. There are inefficiencies and cost overruns
in the procurement of goods and services which represent amost a quarter of total public
spending. The Slovak Republic was the first post-transition country to adopt a Public
Procurement Act in 1994 and adapted it to EU rulesin 1999, but public procurement appears
still vulnerable to corruption and abuse. Provisions concerning open tendering are rather
satisfactory and permit competitive government purchases, but restricted tendering and
negotiated tendering give excessive discretion to contracting authorities. On the other hand,
the payment and settlement system is now being handed over by the Central Bank to the
Treasury, raising certain concerns that the shift, besides the expected transition costs, may be
facing design and human capital challenges which may weaken the integrity of budget

12.
13.

14.

Information by the State Audit Office.

Socia security spending is subject to the largest overruns, notably in the health area. Health insurance
funds clear their fiscal projections with the Ministry of Health, but unbudgeted cost increases, unfunded
pharmaceutical bills and ex-post deficits of hospitals have became common.

Expenditures in the electoral year 2002 were massively exceeded by pension and wage increases voted in
the course of the year.
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execution. Territorial decentralisation compounds the challenges of preserving the integrity of
the payment system (Box 2). No loopholes should be permitted to arise in the integrity of
public payments and procurement as a result of decentralisation reforms. Procurement,
financial control and audit capacities should be strengthened in al government layers.

Box 2. The difficult emergence of a treasury system

Until 2002 the National Bank of Slovakia (NBS) served as the government’s bank, ran the payment system and
acted as agent for the management of government debt. A formal contract established the terms and fees for this
service. But in practice it was provided free of charge, NBS finding that the service helped it in its conduct of monetary
policy. Budgetary control was done through quarterly credit limits set for individual spending authorities by the Ministry
of Finance (MOF). Separate accounts were kept for 6 000 subsidiary spending units, all integrated within a Treasury
Single Account (TSA). NBS entered MOF limits for respective expenditure accounts in a computerised database and
proceeded to payments according to spending authorities’ instructions, after checking that cash balances are available
in each account and instructions conform to rules. Periodical reports were sent to the Ministry of Finance on the
situation of TSA.

MOF reportedly had three main difficulties with this arrangement: i) it found that budget execution information
was late, incomplete and not sufficiently detailed for its purposes; ii) the spending commitments preceding payments
could not be monitored, impeding cash management; and iii) cash balances were remunerated at NBS policy rates,
below market rates.

The government adopted in July 2000 a “Strategy for Building a Treasury System” elaborated in co-operation
with the EU. Specifications for a new hardware and software system was finalised at a total project cost of
SKK 1 billion. About 15 000 revenue and expenditure sub-accounts were to be set up, and payments would be
handled as before, within an integrated Treasury Single Account. However, limits for individual sub-accounts were not
designed for direct entry in the computer system but were to be provided “manually” by the Budget section of MOF -- a
feature which was subsequently questioned. The purchase of this system became highly controversial, and the Public
Procurement Office contested and cancelled the selection committee decision three times in a row. Completion of the
project is expected in 2004.

Public debt has grown at a worrying pace

The recent growth of public debt has been phenomena not least because of the large bank
restructuring costs, with interest payments increasing by more than 1 per cent of GDP in the last six years
(Table 11). Yet the level of official debt remains below European averages -- and below the Maastricht
benchmark. In addition, the magnitude of privatisation revenues in 2002 helped reduce the public debt
stock by SKK 59 hillion (6 per cent of GDP) and another SKK 61 billion were dedicated to the reduction
of hidden liabilities in public guarantees (Box 3). Significant non-tax revenue sources are expected to be
exhausted however (after the full privatisation of the gas company SPP), and not more than 2 per cent of
GDP is expected from privatisation proceeds in 2003." If the 2002 level of the deficit is not sustainably
reduced, and the privatisation receipts are not systematically used to reduce public debt, Slovakia could hit
the EMU ceiling on debt (60 per cent of GDP) before 2010. If a wider definition of public liabilities was
used, including the hidden cost of environmental commitments,'® the debt stock would presently attain

B In 2003, the government could use part of its limited privatisation revenues to reduce debt.

16. “Old environmental burdens’ were estimated to reach SKK 21 billion, or around 2 per cent of GDP, by the
Ministry of Environment, of which SKK 12 billion for contaminated territories and SKK 0.34 billion for
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45 per cent of GDP on an ESA-95 basis. The proportion would in fact be higher if the implicit pension debt
-- representing the discounted value of future PAYG deficits-- was explicitly recognised, but no
calculation of this liability is available.'” These pressures underline the need for the authorities to pursue
the comprehensive reform of public finances and deal with the underlying debt burden.

Box 3. How are privatisation revenues used?

Privatisation revenues jumped from SKK 2.3 billion in 1999 to SKK 40 billion in 2000, SKK 36 billion in 2001 and
SKK 161 billion in 2002, attaining 16 per cent of GDP in this last year and 25 percent cumulatively by the year end.
The government reported that more than one third of the proceeds were used to reduce state debt, more than another
third were blocked in a reserve fund for the second pillar of the planned pension reform, and the rest for reducing
off-budget liabilities in the railways, health and education systems.

The government announced that it expects to realise SKK 18 billion in privatisation revenues in 2003 and a
further SKK 16 billion in 2004. About 70 per cent of the 2003 revenues will be used to finance called guarantees
inherited from the past.1 The small amount of remaining revenues will be used to repay principal on state debt.

The largest asset which remains in state hands is the 51 per cent government share in the gas monopoly SPP.
This company transports 70 per cent of the Russian natural gas heading to Western Europe and associated transit
fees contribute a large entry to the Slovak balance of payments. A conglomerate consisting of Ruhrgas of Germany,
Gaz de France and Gazprom of Russia, acquired a minority share with management rights in 2002. The government
has not decided about selling its remaining stake because it expects growing future dividends. The electricity generator
SE is also fully state owned and may have a large market value when divested from its liabilities; however, the
government would have to clean SE’s balance sheet and decommission its old nuclear plant first.

1. These are cash expenditures according to GFS standards but, in principle, should be allocated to the years of granting of
guarantees in the accruals based ESA-95 standards. However, in the present application of ESA, the cash cost of past
guarantees are booked in the year of disbursement.

The new fiscal management system

13. Policymakers have long realised that prevailing budget procedures do not facilitate spending
reforms. Not even the best budget procedures can substitute for political willpower in necessary reforms,
but budget institutions may help or hinder such efforts by making the costs and benefits of spending
programs more or less transparent, informing policymakers and the public about alternative options, and
providing a more or less binding framework for the implementation of decisions.

14. Important initiatives were taken to modernise the fiscal system. These efforts have been
intensified since the election of a new government in 2002. They cover a wide spectrum of fisca
management and contain many elements. Capacity-building for implementation appears, at times, to fall
behind. Reforms could be too straining for available political and administrative resources. In spite of these
shortcomings, the Slovak fiscal modernisation effort is one of the most far-reaching institutiona
transformation programmes launched in OECD countries in recent years.

the sanitation of former Soviet military bases. There are also other higher estimates of environmental
commitments.

v The parameters of the pension system are not stabilised and make the calculation of pension liabilities

hazardous.
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Table 11. Official debt and total public liabilities

1995 1997 1999 2000 2001 2002
In SKK million
Consolidation Bank - - 99 625 140 516 32 345 30179
State risk-adjusted guarantees - 34138 52 254 63 572 70 302 57 344
Guarantees and off-budget liabilities - 34 138 151 879 204 088 102 647 87 523
Reported gross government debt 121 842 200 449 344 854 410 120 431771 410 117
Total gross government liabilities® 121 842 234 587 496 733 614 208 534 418 497 640
In per cent of GDP
Consolidation Bank - - 11.9 155 33 2.8
State risk-adjusted guarantees - 4.8 6.3 7.0 7.1 5.3
Guarantees and off-budget liabilities - 4.8 18.2 22.5 10.4 8.2
Reported gross government debt 21.4 28.3 41.3 451 43.6 38.2
Total gross government liabilities® 214 331 59.4 67.6 54.0 46.4
Memorandum item:
Interest paid on public debt
In SKK million 11 956 13 698 26 421 26 121 31627 39 257
In per cent of GDP 21 1.9 3.2 2.9 3.2 3.7
1. Excluding the implicit pension debt.
Source: Ministry of Finance.
A medium-term fiscal framework
15. A first step was made toward creating a medium-term budget framework in 2000, when the

Financial Policy Institute (FPI) of the Ministry of Finance published three year projections of total budget
revenues, expenditures and gross public debt. These projections were based on FPI’s own macroeconomic
forecasts. Even if spending projections were not negotiated with the Budget Section of the Ministry and
later became controversial, the exercise was an important innovation and provided the background for the
2001 pre-accession economic programme (PEP) submitted to the EC. It, however, had no role in domestic
policy making. Communicating with the EC remained the core motivation for the preparation of multi-year
projections in both 2001 and 2002. These were equally non-binding and very optimistic in their revenue
and spending forecasts (Table 9). They have nevertheless introduced ESA-95 based general government
projections in Slovakia. In the following year, the 2002 PEP projections were produced for the entire
general government sector, both on the GFS-cash and ESA 95-accruals bases.

16. The government then announced a major initiative in 2003, promising to submit a three-year
budget framework to Parliament together with the 2005 budget act. The FPI was given the responsibility
for projecting government revenues during the first three-year period, and its staff was strengthened
accordingly.

17. The medium-term framework for 2005 will include the following elements. i) a basdine
macroeconomic projection; ii) a revenue projection path on the basis of the tax package applicable from
2004; and iii) projections of mandatory spending which cannot be modified by policy decisions at the
executive level but through a demanding parliamentarian process. On that basis, and taking into account
the Maastricht objective for 2006, the room available for non-mandatory, discretionary spending will be
calculated for the projection period. The medium-term framework is planned as an indicative document at
this stage, and not as a binding budget voted by the Parliament.

18. This plan is an important step forward but suffers from certain weaknesses. First, general
elections will be held in 2006 and the announcement of a medium-term fiscal framework is more credible
when made effective at the beginning of a new legislature (it is neverthel ess an achievement to introduce it,
even in the course of the legidature). Second, revenue projections will be fragile as 2004 will be the first
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year of application of the new tax system and additional cuts in social-security taxes are difficult to plan in
these circumstances. Third, ongoing territorial decentralisation makes spending projections difficult.
Finally, the medium-term budgeting exercise has been designed principally in macroeconomic terms, and
even if the government plans to provide functional spending projections for the main budget chapters,
these may not be consistent with aggregate projections. A credible medium-term framework will need to
be directly grounded in spending priorities (Box 4).

Box 4. Medium-term planning of road investment

The planning of the road construction and its funding raise complex fiscal management challenges. Firstly,
investment needs are particularly large, notably on a gross basis (including maintenance spending) while budget
resources available are limited and proved unstable in the past. Second, lack of multi-year investment budgets make
medium-term allocations and procurement vulnerable to policy changes. Third, road development come under a
cascade of international and local planning layers that make consolidated planning difficult. Finally, if new room is
opened for commercial motorways, then the respective contributions of public and private funding may be altered.

The present quality of the road network varies according to regions and types of roads. Western districts,
including the Bratislava agglomeration, are relatively well connected to the European motorway network and FDI
investors highly value this infrastructure. In contrast, eastern regions are poorly equipped with motorways and
expressways, and this is a recognised hindrance to domestic and international investment. Maintenance backlogs
have accumulated, notably in the so-called secondary (Class Il) and smaller roads which are under territorial and
municipal government responsibility and which represent 75 per cent of the road network. The World Bank estimated
in 2002 that a pragmatic road maintenance and development schedule would call for annual investments of
approximately $500 million.* Against this benchmark, the actual yearly investment of $215 million falls short by
approximately 1 per cent of GDP. As more than 80 per cent of total road spending goes to new motorway construction,
the gap is most serious for maintenance.

A National Road Fund created in 1990 to provide stable fundrng outside budget constraints faced chronic
endowment and spending control problems and was dissolved in 2001.% No alternative financing scheme replaced it
and the road budgets for 2002 and 2003 were cut to an unexpected degree. In the course of the latest budget
exercise, in June 2003, the government nevertheless decided to allocate a further EUR 600 million (3 per cent of GDP)
for highway projects in the next three years.*This funding programme will be backed by the EU and associated funds.*

Planning interdependencies between complementary roads is challenging. It is now becoming more complex
under territorial decentralisation. Co-ordination between the Slovak national network and road networks in
neighbouring countries (in the Czech Republic, Hungary and Poland) and at the trans-european level is facilitated by
the role taken by the European institutions involved in co-financing. In contrast, subsidiarity under the national level
creates co-ordination difficulties. Motorways and Class | roads erI continue to be planned by the central government
and operated on its behalf by the Slovak Road Authority (SRA) and the layers below by regional governments. There
is no clear scheme yet concerning the transfer of financing resources and technical expertise to regions and
municipalities, including for the management of the highly important national road maintenance data base on
pavements and bridges.

In these circumstances, proposals for some re-centralisation of road planning, financing and management have
become more prominent. The World Bank launched the idea of a “reformulated” National Road Fund as a
co-ordination mechanism. This Fund could finance the SRA and the regional road agencies and municipalities in
accordance with “five-year road development plans”. Yearly disbursements would be conditional upon the fulfillment of
performance yardsticks in the plans.

The Slovak authorities seek to increase the role of commercial and private investment in road development but
also consider that public-private partnerships are not yet fully effective in this area — in the light of the disappointing
experiences in the Czech Republic and Hungary They state an intention to invite private investors to the launching of
the D1-highway project between Bratislava and Kosice in 2006. Cost-effective tolling on the basis of electronlc vehicle
identification and new metering technologies is expected to facilitate the commercial exploitation of roads.” However,
the definition of the projects to be submitted to private bids remains controversial and highly dependent on the
outcome of political negotiations.®
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Box 4. Medium-term planning of road investment (continued)

This estimate include $90 million for making up the maintenance backlog, $100 million for routine maintenance,
$100 million for upgrading the network to EU axle weight standards (a five year investment programme) and $200 million
for the minimal yearly development of the motorway network. A more extensive version of the motorway development
programme would require $340 million per year.

2. The Road Fund suffered serious problems in practice: Firstly, multi-year investment planning proved impossible because
of political interference. Secondly, resources could not be stabilised. The Fund was supposed to obtain 40 per cent of
hydrocarbon tax revenues and 70 per cent of vehicle licenses fees but in practice in certain years it received not more
than 6 per cent of anticipated receipts. Thirdly, borrowing went out of control, at rates much higher than interest on public
debt. Total Fund liabilities had already reached 4 per cent of GDP in 2000. Finally, a technocratic and apolitical
management could not be established and suspicions of illicit transactions proliferated in road construction contracts.

3. Including the D1 motorway connecting Bratislava and Kosice in the east, another dual carriageway connecting Bratislava
and Kosice, and the East Slovakia highway in the north of the country.

4. A €350 million loan (more than 1 per cent of GDP) from the European Investment Bank (EIB) was approved by the
cabinet at the same time as the new highway projects. Additional road financing is expected from 2004, of an amount of
SKK 5-6 billion (0.5 per cent of GDP) from the EU Cohesion Fund and of SKK 3 billion (0.3 per cent of GDP) from the EU
Structural Fund. Slovakia also plans to apply for funding from the European Union's ISPA program to get additional
€160mn (0.4 per cent of GDP).

5. In 2002, SRA signed an innovative road administration contract with the Ministry of Transportation, as a quasi-commerical
entity, under an arms’ length relationship.

6. See OECD Economic Survey of Hungary, June 2002 and OECD Economic Survey of the Czech Republic, April 2003.

7. Slovakia participates in major regional and European projects for electronic tolling, notably to a project for electronic

vehicle screening among Czech Republic, Hungary and Slovakia, and to a plan to introduce electronic tolling for freight
vehicles by 2007 which is endorsed by the European Union. A study identified a potential to generate yearly $23 million in
the Slovak road market by 2005, assuming tolls amounting to 4 US cents per car km, in line with international standards.

8. A disagreement emerged recently within the government coalition concerning the precise trajectory of the principal
motorway of the country between Bratislava and Kosice (project D1). The government delayed its final decision on this
project after the ethnic Hungarian Coalition Party (SMK), which represents the Hungarian population concentrated in
southern districts and is a junior coalition partner, requested priority implementation of the southern link. The pro-business
coalition member ANO then proposed to build that corridor on a commercial basis, financed by private investors.
According to ANO's officials, the southern route - running from Bratislava through Nitra (this section of the motorway is
already completed) and Zvolen to Kosice - could be built in five years for SKK 50-55 billion (5 per cent of GDP) and would
permit investors to recoup the investment through tolls. Meanwhile, the construction of the Bratislava-Kosice motorway
proceeds on a more northern route, passing through Trencin and Banska Bystrica. A related issue is whether it would not
be more efficient to build a motorway link from Kosice to the Hungarian border that could make the Budapest-Vienna
motorway accessible to a larger part of Slovak population. Obviously, the fragmentation of small size central European
countries and strong ethnical orientations make the rational planning of the road infrastructure more politically difficult.

Functional budgeting

19. The Slovak Republic needs to reduce spending while reallocating resources from lower to higher
priority uses. To make fiscal consolidation compatible with the necessary strengthening of public services
and infrastructure, a results-oriented approach to budget making is necessary -- even if this type of
budgeting represents an experimenta avenue even in the most advanced OECD countries. The authorities
have taken important initiatives in this areain the past two years.

20. The government adopted in November 2001 a “Resolution on Programme Budgeting” and
“Methodological Instructions of the Ministry of Finance for the Implementation of Programme
Budgeting”.”®* Four areas were sdlected for pilot applications of functional programmes in the 2002
budget.” Such chapters spelling out functional objectives were to be presented only pro forma, however, in

18. These guidelines were based on the US and European experiences with functional budgeting and on the
advice given by these countries’ budgetary authorities.

19. Including the Ministry of Education, the Supreme Court and the Academy of Sciences.
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pardlel to the standard economic budgets which would be voted by the Parliament and remain binding.
This feature made the experiment merely academic, because functional budgets require that programmes
are given performance objectives and managers discretionary power in resource utilisation. Traditional
economic budgets do not offer this freedom. Following the pilot projects launched in 2002, actua
experiments will indeed begin in 2004 when the Parliament will vote and appropriate functional spending
lines.

21. Early experience with pilot projects reveal communication problems between the Ministry of
Finance as the main proponent of the methodology, and spending ministries. Further familiarisation and
training is necessary in line agencies. International experience shows that functional budgeting succeeds
when line agencies understand and support it fully, and do not see it as a burden and an additional
reporting obligation. In each ministry an influential sponsor is required. The government recently created a
working group including high-level line-ministry officials to analyse, assess and update functional
budgeting.

22. It is useful to concentrate the pilot projects in spending areas where mismatches between costs
and benefits are most blatant. Public transportation; primary, secondary and university education; health
services; and the entire court system appear as natural candidates. The ongoing devolution of spending
authority to sub-central governments in education, health, transportation and welfare subsidies further
compounds the task.

23. On the other hand, administrative decentralisation provides a natural experiment for functional
budgeting. Sub-central governments will spontaneoudly explore aternative modes and organisations for
the provision of similar services and social benefits. In principle they should discover freely, by taking
different options, the costs and benefits of alternative avenues such as service delivery by public agencies,
public-private partnerships, not-for-profit activities, commercial concessions and plainly competitive
commercial providers. It must be stressed nevertheless that the proper implementation of functional
budgeting at sub-central levels calls for clear performance targets and additional administrative and
governance capacity, that may be in short supply, and which should be further developed. Centra
government should define national service objectives precisely and monitor their achievement, without
drifting toward micromanagement.

Comprehensive budgets for accurate expenditure accounting

24, In January 2002, all extra-budgetary funds (XBFs), except the Agricultura Market Regulation
Fund (transformed into an Agency), the Nuclear Fund (which accumulates revenues for the
decommissioning of nuclear power plants), and the Housing Development Fund (which was to be
liquidated in January 2003 but ran out of funds for mortgages and stopped accepting new applications)
were abolished and their finances integrated in the budget. Earlier, the experience with the Road Fund was
disastrous from a fiscal management viewpoint, as this Fund, because of the pressing road-building needs
and a hectic decision-making setting (see Box 4), had overrun its planed expenditures by a wide margin via
direct borrowing.

25. After the integration of the XBFs in the budget, the key shortcoming in the integrity of budget
accounts concerns the deficits of quasi-fiscal bodies which build up arrears and borrow under explicit and
implicit government guarantees. Railways, the state-owned power generator, hospitals and health insurance
funds, and, in the future, regional governments and municipalities -- in spite of formal rules which limit
their borrowing -- are likely to remain risk areas.
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26. Until last year, public utilities’ losses have been justified by distributional objectives, in favour of
low-income users and public-service obligations (PSOs). In practice, these |osses were also due to massive
excess employment and unprofitable investments. This financial burden was rarely fiscalised and took grey
forms such as cross-subsidies within these large-size utilities, direct borrowing from financial markets, and
payment arrearsto suppliers.

27. The government is now determined to make these fiscal costs explicit and to show them in the
budget, even if this comes at a cost. It launched a price-adjustment scheme in 2001 to bring the distorted
energy tariffs to more neutral levels, in line with EU directives.®® The implementation was delayed until
2003, after the election year.

28. Railways generate massive expenditures and deficits. The monopoly ZSR (divided into a service
and a track entity in 2002) is formally in the corporate sector and its operations are fiscalised only
occasionally by the take-over of its debts by the government. Unlike in the energy sector, fisca
regularisation cannot be effected by raising railway tariffs to cost-recovery levels, because of massive
inefficiencies which would penalise the users. The government therefore decided to directly subsidise the
enterprise from the state budget. For the first time in 2003 direct subsidies were provided to fully cover the
PSO costs of the enterprise.?

29. Magor progress has been made in improving the transparency of state guarantees, a big fiscal
loophole until the late 1990s. The 2002 state budget set limits on new guarantees. All new guarantees to
private financial and non-financial parties were to be monitored and recorded, and the expected schedul e of
future payments for existing loan guarantees were to be disclosed in the budget. The government decided
not to grant any new guarantees except for rolling-over the guaranteed debts and securing finance for EU
co-funded projects. However, large guarantees likely to be called had to be granted to railways and other
government borrowers in 2002. New ESA-95 based government accounts and projections will include this
information on a risk-adjusted basis® More generaly, complementing cash-based budgeting with
accruals-based monitoring is being put into place, but only at a slow pace because of technica difficulties
common in many OECD countries.”® These difficulties are compounded due to the challenges created by
the decentralisation reform for the accurate consolidation of intergovernmental transfers. These are large
enough to create distortions even in the production of cash-based general government accounts (See
Figure 1 above).

Devolving of spending power to sub-central governments

30. Slovakia is making an exceptional leap forward in regionalisation. From being the least
decentralised transition country it is becoming one of the most decentralised ones within a very short time
span (Box 5). The decentralisation reform not only responds to the political objective of developing
participatory democracy but is aso meant to enhance the efficiency of government by making it directly
accountable to regiona constituencies. Under present plans the share of public spending devolved to
regional and municipal governments will attain 20 per cent in 2005. Sub-central governments will be

20. This scheme requires tariff increases of 40 per cent in residential electricity and of more than 100 per cent
in residential gas. Because of the expected impact on inflation and real incomes (administered prices
account for nearly 20 per cent in the consumer basket) a gradual adjustment pathsis planned.

21. In exchange of the lump sum subsidies received ZSR committed to stop al informal borrowing and arrear-
building, and to close 25 regiona lines. It is early to tell if outcomes are conforming the terms of the
agreement — as loopholes remain numerous in the railway system.

22. High risk guarantees will be conservatively reported at 100 per cent of face value.
23. See Diamond (2002).
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funded by central government grants,* which will first remain itemized and then become progressively
fungible. Sub-central governments have their own “federalist” interpretation of this plan as they envision to
be entirely funded by untied grants by 2005.

Box 5. The decentralisation reform

The Parliament adopted in the autumn of 2001 a set of basic laws creating Higher Territorial Units (VUCs or
regions), amending the Act on Municipalities, and transferring 4.5 per cent of GDP of further spending responsibilities
to the sub-central layers. Municipalities, which were previously in charge of waste disposal, drinking water, public
lighting, and maintenance of local roads (where they spent 2.9 per cent of GDP in 2000) get the responsibility for social
assistance, some registration bureaus, some roads and communication systems, territorial planning and building
permits, environmental protection, primary schools, sports and parts of health care. VUCs become responsible for
regional development, territorial planning, secondary schools, social assistance, health care, cultural events and
protection of monuments, maintenance of regional road networks, communications, civil protection, and some
co-operation functions with EU institutions.> Total sub-central (municipal and regional) spending with old and new
responsibilities is expected to represent 15 per cent of total general government spending in 2003 and 20 per cent in
2005. The government approved in May 2003 the “Project of Further Decentralisation of Public Government for the
years 2003-2006" to confirm that decentralisation should be completed by 2004 and that an “Act on Budgetary Rules of
Territorial Self-Governments” should detail applicable budgeting and auditing provisions by 2005.

Under decentralisation the VUCs' and municipalities’ budgets will be prepared annually. The approval and
management of these budgets will remain the exclusive competence of elected representation of VUCs and
municipalities. Municipalities will not submit their budget proposals to any state authority. VUCs will submit their draft
budgets for the upcoming budget year to Parliament and to the Ministry of Finance (MOF) for information. Both VUCs
and municipalities are obliged to submit their quarterly income statements to the MOF.

There will be detailed fiscal rules for sub-central governments. The current budget must be balanced and
borrowing will be permitted only for capital spending. Loans above SKK 75 million (about €1.8 million) will require the
MOF approval. After January 2005 total debt cannot exceed 60 per cent of current revenues of the previous year, and
debt service (repayment of interest and principal) cannot exceed 25 per cent of current revenues. Certain
municipalities such as Kosice (second largest Slovak city) are over-indebted, but the total official debt of municipalities
was only SKK 14.7 billion in 2003 out of a total gross general government debt of more than SKK 500 billion.

Independent auditors will review the final accounts as well as the compliance of sub-central governments with
existing laws, budget rules and debt limits. They will be responsible for warning the MOF of any breaches. A procedure
of receivership will be put in place for municipalities that are not current on their accounts payable within 60 days. One
remaining problem is that some regional governments have not appointed independent auditors, taking advantage of a
legislative loophole - the existing legal norms pertaining to VUCs fail to specify how to enforce compliance.

1. VUCs can negotiate financing with EU and EIB funds.
31 Several important questions concerning the fiscal implications of decentralisation remain open at
this stage:

e Will it be possible to plan, budget and implement the general government finances on a
consolidated basis after decentralisation, on a short (budget year) and medium-term
(multi-year fiscal framework) basis? Sub-central budgets will not be voted by the national
Parliament -- even if there is a need for co-ordination in areas where there are nationa
externalities of local revenue and expenditure decisions. The current balances of sub-central
budgets can be preserved -- in principle -- if budget rules are properly enforced, but revenue
and expenditure levels cannot be controlled as sub-central governments have their own
revenue sources (these are mainly fee-earning revenues at this stage, rather than own taxing

24, Sub-central governments obtain only a very limited share of total tax revenues. This share amounted to
only 5 per cent for municipalitiesin 2001.
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powers which will increase in the future). Capital expenditures will be even less controllable
as long as VUCs and municipalities have not reached borrowing caps. In sum, the planning
and implementation of general government finances will remain difficult even if safeguards
are available against excessive overspending. It is highly important to rapidly achieve the full
transparency of sub-central government accounts and rigorously enforce the newly-prescribed
sub-central budget rules.

How will functional budgeting be applied in programme areas devolved to sub-central
governments? Are there risks of excessive cuts if a functional area does not enjoy adequate
priority at the regional and local level? What kind of minimum service standards should be set
by the central government in critical areas such as education, healthcare and labour market
policies while avoiding micromanagement? Functional budgets at sub-central level may in
principle facilitate spending rationalisation but transfers from the central government are
effected today according to economic categories. It is not clear if it is proper to make central
government funds fully fungible across economic categories at the discretion of sub-centra
governments, within a programme area. This may lead, for instance, to improper maintenance
of capital assets, if there is a political bias in favour of civil service employment and wages.
On the other hand, regional governments are better positioned to identify the most efficient
ways of attaining performance objectives in local circumstances. In the area of public
transportation for instance, they can discover the most effective network mix if they are
allowed to shift resources between rail and bus budgets. They would also be motivated to
introduce competition and challenger companies in each mode if they are free from supplier
interests. Full transparency of sub-central government performancesin service delivery would
facilitate the responsible application and diffusion of results-oriented budgeting. The centra
government should make a special effort to promote this comparative transparency.

Will sub-central governments be the purchasers or the suppliers of public services? The
present central government strategy is to transfer both funding and supply responsibilitiesin a
bundled way. Sub-centra governments therefore become concurrently service agencies,
owners of companies and, by the same token, palitical hostage to supplier interests. Thisis a
hindrance to spending rationalisation when public services represent up to 30 per cent of
regional and local employment and votes.® The experience of Slovakia and of other OECD
countries reveals serious risks of supplier entrenchment under spending devolution, which
might be magnified by over-reliance on central government grants.”® Off-budget deficits and
payment arrears in supplier organisations may also be a problem to be feared.”” To enforce the
“money follows users’ principle freely and rigoroudly, it is necessary to liberate sub-central
governments from supplier interests.

25.
26.

27.

Asthey do in many Slovak regions.

Over-reliance on central government grants may shift the focus of sub-central government actions on
negotiating and bargaining for additional subsidies rather than achieving savings. The problem is
frequently faced in countries using earmarked grants based on ex-post actual costs to fund local public
services, notably in health, education and employment assistance areas, such as Ireland, Switzerland and
until recently Italy (See Joumard and Kongsrud, 2003).

There is mounting evidence of arrears accumulation and unauthorised debts in the education and health
sectors in 2002 and 2003, when the governance of these sectors has remained in a limbo between central,
regional and local governments. Political pressures to re-open the 25 loss-making local railway lines, often
mediated by regional authorities, have also intensified during the same period.
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* How can complementarity between European, national, regional and local service networks
be optimised under devolution? How to enhance the planning and funding of infrastructures
in transportation, education, heath and other services when there are externalities? The
problem is compounded when there are network interdependencies in infrastructures, and
hence risks of redundancies and mismatches across fragmented investments. How to avoid
free-riding downward and upward devolution cascades? This standard externality problem in
public finance is faced in a particularly acute form in Slovakia because of the speed of
decentralisation and the severity of the budget constraints. The authorities will need to devise
co-operation and co-ordination channels in transportation, education and health areas.
International co-operation is also necessary across the frontiers of this small economy.?

Reform of the public employment regime to facilitate adjustments

32. A new public employment regime is being put in place following two acts adopted in 2001. The
new Sate Service Act concerns more than 36 000 employees in central government except those in the
specia functions of police, army, customs, fire brigades etc. It sets minimum qualifications for state
service detailed in a“Catalogue of Activities in the Public Service”. Employees not meeting these criteria
were to be given the choice between quitting with a5 month wage compensation, or accepting a precarious
job contract. Those having the required qualifications were to be given the so-called “preparatory” status
and would take examinations within 6-24 months to become “ state servants’. However, practically none of
these provisions could be implemented by October 2003.

33. The Civil Service Act concerned more than 400 000 employees in regions, municipalities,
budgetary and contributory organisations (schools, hospitals, regional and district state administrations,
socia insurance funds, theatres, etc.). There are qualification criteria aso listed in a “Catalogue’.
Employees who fulfill the criteria and submit an application will become public employees. Those failing
the criteria were to lose their positions starting from May 2002 with, in principle, a severance pay
amounting to two months of wages. The layoffs planned for May 2002 concerned employees of regiona
and districts state administration centres (12 per cent of the former and 5 per cent of the latter, together
770 positions, were to be cut). Theinitial plan failed as aresult of successful pressures from line ministries,
but the quantitative targets were subsequently attained by cutting the unfilled job positions. Conflicts
between the Ministry of the Interior that was to organise the layoffs and line ministries were supposed to
be resolved by a new Civil Service Office, which could not fulfill this mission.”® On the contrary, there
seem to be new risks that decentralisation increases the number of employees in general government, as
posts newly created at subnational level are not fully offset by layoffsin district administration centres.®

28. This is best illustrated by the transportation and communication links between Northern Hungary and
Southern Slovakia which remain very weak. The first region is labour-constrained while the second suffers
high unemployment. Their labour markets are not integrated and interregional mobility is low. Policy
coordination for road infrastructures and labour market schemes could enhance regional welfare.

29. A senior official from the Ministry of Interior in charge of staff reductions reported that the latest
amendment to the Civil Service Act creates new bureaucratic obstacles to layoffs because each case has to
be consulted with the Civil Service Office.

30. The decentralisation reform in the Czech Republic is faced with the same problem.
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34. These two Acts nevertheless establish a formally flexible regime for public employment, which
remains subject to collective negotiations with public sector unions. The wage-setting framework provided
by the new regime is adaptable. National salary scales prescribed by the legisation are anchored to
“average private and minimum wage developments’ but “within the possibilities of the state budget”.
Together with performance-based remuneration options and the latitude offered by functional budgeting,
an environment now emerges that is conducive to quantitative and qualitative changes in public
employment.

35. Four problems nevertheless persist:

* The new Acts conserve too many seniority-based pay steps. This impedes the recruitment of
qualified professionals by crowding-out the budget available for new hiring. Highest
seniority-based pay positions represent 20 per cent of the Public Service and a higher
proportion of the Civil Service. Only 200-300 “€lite positions’ are available for the entire
government sector for higher level recruitment independent of seniority. The allocation of
these positions to line ministries is not based on comparative assessment of needs but on
political bargaining between Ministries. More transparent and better co-ordinated allocation
of new job positions would be desirable.

e There are conflicting signals emanating from the government on the stability of the new
employment regime. For instance, the above mentioned individua evaluations planned for
2003 were not realised. The applicability of the Civil Service Act to sub-central employeesis
not guaranteed either, even if most local authorities favour it as a framework facilitating
employment and wage negotiations. Certain government ministers mentioned recently
“confusions and illogical provisions’ entailed by the Acts mentioned above. The new regime
of public employment should be fully clarified and the provisions of the new State and Civil
Service Laws should be fully enforced.

» Public sector employees express concern that “ performance-based pay” may lead in practice
to the collapse of wages to their flat, “ pre-performance premium” levels. Health employees’
and teachers unions have been particularly adamant about this prospect.®* Indeed, downward
leveling-off of wages is a risk in the absence of adjustment in employment levels. The
trade-off between quantity and quality is dreadfully illustrated by the excessively low ratio of
teachers salaries to average wages, where Slovakia lags the entire OECD area® The
government should give signals that the vicious cycle of low wages, low motivation and low
performance in public services will be overcome by employment cuts and better remuneration
for well-performing employees.

* No large scale campaign is on the cards for the re-training of public servants. Training as
“investment” faces here the same budget constraint as the other public investments. The
consequences of this shortcoming of the public employment reform may be serious in areas
where professionals are difficult to find in the labour market, such as teachers trained in new

31. In the absence of consensus with teachers unions, the concept of a performance-based pay system for
primary and secondary school teachers was abandoned in 2003. Tertiary education teachers and their
ingtitutions have been given a choice between classical and performance-based pay systems.

32. OECD, Education at a Glance, 2003.
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pedagogical tools and social workers able to work in demanding socio-cultural settings. The need for
training is particularly acute in the implementation of new budgeting and financial control techniques.®
Providing effective re-training for committed civil servants with insufficient skills should be a priority and
be protected from budget cuts.

Reform of the social security system

36. The pay-as-you-go (PAYG) pension system faces serious fiscal pressures. In May 2002 and
September 2003 the government adopted a set of parametric changes which, backed by favourable
demographic balances, should help enhance medium-term sustainability -- even if longer term balances
remain till unstable. The most important changes concerned the gradual lifting of the retirement age for
women to 60 years as prescribed in May 2002, and the further increase of the retirement age for both sexes
to 62 decided in September 2003. Benefits will be indexed to a mix of inflation and wage indicators.
Authorities project that these changes will redress the PAY G balances, from a deficit of -4 per cent of GDP
projected earlier for 2030.3* There is further room for a gradual increase of the common retirement age to
65.

37. Foundation of a second privately funded pillar completing the PAY G system has been voted by
the parliament and will be introduced in 2005. The present 28 per cent contribution rate would be partly
(9 per cent) diverted to this second pillar. This would result in revenue shortfals for the first pillar
amounting to approximately 1 per cent of GDP per year, which will need to be funded from the budget.*

38. The health care system al so faces mounting fiscal pressure, which shows up in arrears cumulating
through funding layers. The current government has adopted measures to settle the debt as well as a new
reform strategy that puts an emphasis on introducing accountability into the system. Thus, a set of three
draft Acts sent to Parliament in 2003 alow both mandatory and voluntary cover, introduce a regulatory
framework for health insurance, transform health insurance companies into joint-stock companies and
define a basic benefit package covered by mandatory health insurance. Service providers are to sign a
contract with insurance companies that are expected to compete for insurees, and competitive pressure isto
ensure accountability of both service providers and insurers. As for patients, co-payments have been
introduced to discourage frivolous visits to doctors. Private insurance could cover the services excluded
from the basic package as well as extra services such as a faster access to elective surgery and better
amenities in hospitalisation. The introduction of private insurance is in part to eiminate the long-standing
practice of informal payments to doctorsto gain a privileged access.

33. A recent OECD assistance programme for the introduction of Internal Financial Control Systemsin Slovak
public administration stressed the need for re-training: “Many of our recommendations, if implemented,
would represent further complex and significant changes to current working practices...In principle, a
budgetary organisation will need an accounting system with much the same capabilities as a medium-sized
business company...The accounting system will not only be a system for financial control but also an
important tool for the management of the budgetary organisation.” Need for re-training was also underlined
for fighting fraud: “There is very little experience to effectively investigate fraud. Attention is to be given
to adequately resourcing investigation teams and to have them provided with appropriate training”
(OECD, 2003f).

34. The Central Bank recently issued a warning on the excessively optimistic character of the projections
associated with the pension reform.

35. Part of recent privatisation revenues, amounting to 6 per cent of GDP, have been set aside to finance this
reform. Reserve needs are larger, however, as more than 1 per cent of GDP will be diverted away every
year during a 20-30 years transition period.
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39. Assuming that the implementation of this reform will effectively cap mandatory health care
expenditures by the revenues of health insurance companies, the latest pre-accession economic programme
(PEP) projected balanced health accounts during the period 2004-2006. There are, however, several risks
to this projection. First, experience in countries that have adopted a similar model of competitive socia
insurance shows that expenditure control is likely to be less effective than desired.®* Second, this
isparticularly so in the absence of any adjustment in care facilities that are excessive, and it remains to be
seen how much the devolution of hospital ownership responsibilities to regional and local governments
will contribute to such adjustment. Third, a mgjor source of spending pressure is the catching-up of
health-sector wages and prices to average levelsin the economy.

Recommendations

40. The Slovak government has responded to the rapidly growing fiscal challenges by thoroughly
transforming budget institutions. This provides an opportunity to upgrade Slovakia s fiscal management to
above the average and closer to the best budget techniques available in OECD countries. This ambition
raises two main issues:

e Does such atransformation make immediate fiscal consolidation easier or more difficult -- in
other words, is there a short-term fiscal price to pay?

* Is the devolution of spending power likely to go too far and too fast relative to the
professional and technical skills available at the sub-central level, thereby threatening fiscal
consolidation?

41. It must be recognised that a thorough transformation of budget institutions will come with
short-term costs. These include both administrative and learning costs, and also the budget costs of
previoudy hidden expenditures and liabilities. Such explicit expenditures are justifiable but must be well
explained to domestic and international constituencies. Notably, the second pension pillar and the
fiscalisation of duty losses by public utilities are likely to increase the budget burden.

42, More gradual phasing-in of decentralisation is favoured by severa commentators. This would
indeed be a more cautious strategy. However, in the context of the political dynamics aready in motion in
the regions and municipalities, it may be difficult to step back from the announced measures. Severa
territorial and local fisca initiatives have aready been launched. In these circumstances, safeguards
minimising the additional fiscal risks of decentralisation must be rapidly put in place. Notably, reinforcing
the fiscal procedures applicable in regional and municipal governments, and subjecting them from the
outset to strong functional and procedura audits (for instance in transportation, education and other costly
public services) is required.

43. The recommendations below focus on specific further actions aimed at helping Slovak
policymakers face these immediate challenges (Box 6).

36. Competition in socia health insurance markets has not delivered the intended cost improvements for a
range of reasons. Notably, insurers, even if they are alowed to do so, have not engaged in selective
contracting with providers or negotiated with them improvements in quality or better managing of care,
particularly in countries where historically insurers had an obligation to contract with all providers.

37. This process will be further accelerated by the integration with the EU markets in pharmaceutical s, medical
equipment and health professionals. A recent estimation of the prospective fiscal cost of wage and price
equilibration in the health sector projected sizeable spending pressures from this process in the
neighbouring Czech Republic. See OECD Economic Survey of the Czech Republic, 2003.
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10.

11.

12.

13.

14.

15.

Box 6. Recommendations for public sector reform

Include a spending path, defined in real terms, in the medium-term fiscal framework to be annexed to the
2005 Budget Act. This spending path must be determined on the basis of a conservative estimate of the
trend growth and tax revenues.

The spending path should be made as binding as possible and should be communicated as a core
element in the medium-term economic projections submitted to the European Union.

Review all spending programmes, including so-called “mandatory” schemes based on legislation, without
limiting cost-benefit assessments to “discretionary” spending. Parametric improvements in pension, social
assistance and family benefit systems should remain on the agenda.

Important progress was achieved on pension reform and should help moderate the medium-term
pressures on the system. Target to gradually increase the standard retirement age to 65.

The medium-term spending objective should be based on a strategic vision of functional expenditure
priorities. A functional decomposition of the medium-term expenditure path should be elaborated.

Diffuse a “results-oriented” culture in all budgeting, financial control and audit functions of the general
government. Fully adjust the legal framework to that effect.

Complete cash-based budgeting and monitoring with accruals-based indicators, in all government layers.

Plan for spending cuts in case of revenue shortfalls after the phasing-in of the 2004 tax reform, thereby
avoiding a fiscal drift similar to that seen in 2002. Select lesser priority spending items for orderly cuts in
the case of such an eventuality.

Dedicate privatisation revenues to debt reduction and to pension reform. Endow a reserve fund for
pension reform (as a buffer for the PAYG 1% pillar and, if the 2" pillar is implemented, to alleviate its cash
cost for the budget).

Elaborate a long-term national infrastructure development plan. Spell out network development targets in
rail, road, air and waterways transportation and communications. This plan should be integrated with
European network development plans.

Develop co-operation and co-ordination between neighboring sub-central governments for the planning of
transportation, education and health infrastructures of common interest. Improve co-operation with
neighboring countries for the development of cross-border transportation networks.

Clarify the respective contributions of European, national, sub-central and private (including PPP)
participants to the realization of the network plans.

Address inefficiencies in state-owned enterprises by exposing them fully to the disciplines of market
competition and private ownership. Separately privatise the freight arm of the railways company to a
qualified international operator and promote competition in rail passenger services.

Adjust capacities in public services (faciliies and staff levels) proactively, according to service and
infrastructure availability targets. Do not rely on ex-post adjustments from budget cuts (these lead to
unintended infrastructure attrition and adverse selection in the quality of employees).

Use part of the budgetary scope created by government employment adjustments to raise wages and
bonuses so as to be able to retain and recruit high-quality staff. Make the creation of new job positions
more transparent and improve co-ordination between ministries.
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16.

17.

18.

19.

20.

21.

22.

23.

24.

Box 6. Recommendations for public sector reform (continued)

Clarify the new public employment regime and fully enforce the provisions of the new State and Civil
Service Laws. Make sure that the vicious cycle of low wages, low motivation and low performance in
public services is overcome by cuts in excess employment and better remuneration.

Provide re-training to motivated civil servants with obsolete skills. This must be a priority in public sector
reform and effective programmes should be protected from budget cuts.

In the areas where municipal fragmentation generates supply inefficiencies, provide incentives to
consolidate services through amalgamation at inter-municipal or regional (VUC) level.

Introduce competition and apply the “money follows the user” principle in fiscally funded services. Allow
for competition between national and regional agencies, not-for-profit institutions and commercial
providers. Minimise distortions to competition arising from ownership differences.

Help equip sub-central governments with professional skills in medium-term budgeting, programme
budgeting, accrual accounting, and results-oriented auditing and self-auditing.

Loopholes should not be permitted to arise in the integrity of the payment and procurement system as a
result of decentralization reforms. Procurement, financial control and audit capacities should be
strengthened in all sub-central governments.

Sub-central government accounts should be made fully transparent and newly-prescribed sub-central
budget rules should be fully enforced.

Define minimum quality standards in constitutionally guaranteed services and monitor sub-central
compliance while avoiding micromanagement. Make the disbursement of central government grants and
possible shift to untied grants conditional upon successful compliance by sub-central governments with
these standards.

Set up a legal framework conducive to functional, results-oriented auditing in all public spending areas, at
central and sub-central levels. Fund academic, private and sub-central programme auditing institutions
and projects. Make their findings widely available.
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