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Chapter 2

Spurring growth in lagging regions

Regional inequality in Slovakia is among the highest in the OECD and is increasing.
The main reason for regional disparity is the combination of low economic growth
and job creation in the eastern and central part of the country and insufficient
labour mobility to the west, in particular by low-skilled workers. As a result, jobs
shortage and lack of technological capacities in the central and eastern regions
persist alongside skills shortages in the Bratislava regions. Boosting convergence
requires a multi-pronged approach involving innovation, labour market and
educational policies. Completing the transport infrastructure network in Slovakia
will be both important for removing expansion bottlenecks in the Bratislava region
and reducing obstacles for job creation in the central and eastern regions.

The statistical data for Israel are supplied by and under the responsibility of the relevant Israeli
authorities. The use of such data by the OECD is without prejudice to the status of the Golan Heights,
East Jerusalem and Israeli settlements in the West Bank under the terms of international law.
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2. SPURRING GROWTH IN LAGGING REGIONS

Individual income inequality in Slovakia is low, but regional inequality is high, which
means that low income earners are regionally concentrated. Regional inequality is
apparent in terms of GDP per capita, income, employment and poverty indicators (OECD,
2013a). The life satisfaction index is also significantly below the OECD average and regional
disparities are striking; more than 80% of the population in the east believe that their
situation and chances for improvement are worse compared with the rest of the country,
while only 13% share this thinking in Bratislava (Figure 2.1). Higher and more inclusive
growth facilitating regional convergence is needed to counter the geographical dualisation.

Figure 2.1. Slovakia has high regional inequality and low life satisfaction

A. Regional GDP inequality vs. Life satisfaction B. Perception of regional disparities
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Note: Bratislava (BR), Trnava (TT), Trenéin (TN), Nitra (NR), Zilina (ZA), Banska Bystrica (BB), Prefov (PO) and Kosice (KE).

1. Regions of the OECD countries are classified according to two territorial levels: the high level (TL2) and the low level (TL3). Regions at
TL2 are divided into smaller regions at TL3. TL3 level data are used except for Australia, Canada, Chile, Mexico and United States.

2. The indicator is measured as a weighted-sum of different response categories based on people’s rates of their current life relative to
the best and worst possible lives for them on a scale from 0 to 10, using the Cantril Ladder.

3. Percentage of responses to the following question: “Do you think the situation and chances of the population living in your regions
are ‘worse’ compared to the average of Slovakia?”

Source: OECD (2013), Regions at a Glance, OECD Better Life Index Database and Institute for Public Affairs.

StatLink Sazm http://dx.doi.org/10.1787/888933154072

The main reason for regional disparity is the combination of low economic growth and
job creation in the eastern and central part of the country and insufficient labour mobility to
the west, in particular by low-skilled workers. Promoting regional growth requires the
adoption of a multi-pronged approach, which combines personal and regional aspects. Such
a comprehensive programme needs to focus on developing the rental housing market,
stepping up ALMPs, making education more employment-focused, completing transport
infrastructure and targeting innovation policies to regional needs (discussed in this chapter),
together with public sector reform (discussed in Chapter 1). Some issues were already
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2. SPURRING GROWTH IN LAGGING REGIONS

identified as essential challenges in former Economic Surveys of the Slovak Republic (2012, 2009).
A new look at those questions is provided in light of regional challenges.

The chapter begins with an assessment of regional disparities leading to a clear
picture of a booming west and a lagging east. It then discusses barriers to the regional
mobility of workers, which could help in adjusting the labour market at the national level,
but which is among the lowest of OECD countries due to the absence of a rental housing
market and insufficient transport infrastructure. Labour market performance of low-
skilled workers is one of the worst among OECD countries, and the picture is even more
dramatic in the east. Stepping up the ALMPs, strengthening job-search support and
containing labour costs would improve their job prospects. Increasing the education level
and improving the school-to-work transition would also increase the employability of
eastern workers and productivity, spurring the attractiveness of the east for firms.
Similarly, developing transport infrastructure and technological capacity would attract
more investment and job creation in less-developed regions.

Regional inequality is high, increasing and associated with poor quality of life

Regional disparities in Slovakia are among the highest in the OECD countries. GDP
per capita in the Bratislava region is more than twice the national average, while in the east
(PreSov), GDP per capita is less than 60% of the national average. More than half of the
population lives in less-developed regions where GDP per capita is below the median
estimated at EUR 11 150 in 2011 (Figure 2.2, Panel A).

Regional disparities are also apparent in income and labour utilization (Figure 2.2,
Panel B). The average income in the east is less than half of that in Bratislava. The
difference between the highest regional unemployment rate (19.6%) and the lowest (6.4%)
is high. On the basis of unemployment rates, regions can be divided into two broad groups:
richer western regions comprising Bratislava, Trnava, Trenéin, and Nitra, and poorer
eastern regions comprising Zilina, Banska Bystrica, PreSov, and KoSice, hereafter called also
lagging regions (Figure 2.3). Overall, two thirds of the unemployed live in the eastern
regions. Among the Roma, who mainly live in the east of the country, only 20% of men and
less than 10% of women participate in the formal labour market (World Bank, 2012). As a
result of low job prospects, almost 17% of people in the east are below the at-risk-of poverty
threshold (60% of median income) compared with only 6% in Bratislava. People entitled to
benefits that cover material needs are about eleven times more numerous in the east
compared with the Bratislava region (Central Labour Office).

Regional disparities are persistent and rising over time (Banerjee and Jarmuzek, 2009).
The increase in the regional Gini coefficient has been one of the highest among OECD
countries since the transition and it has accelerated since the economic crisis. Almost 40%
of the unemployment increase since 2009 was concentrated in the eastern regions and
long-term unemployment accounts for 70%, while western regions benefit from strong
economic growth and labour market performance (Figure 2.2, Panels C and D).

Developing a housing rental market
Low labour mobility hampers economic growth

Bratislava has scope to expand its agglomeration, which is relatively small. Higher
growth in the economically successful regions would help reduce the unemployment rate
in the east and stimulate productivity in the west by a better matching process as well as
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2. SPURRING GROWTH IN LAGGING REGIONS

Figure 2.2. Regional disparities are persistent and rising

A. Inequality of GDP per capita across regions?' B. Regional disparities: unemployment and household income
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TL2 are divided into smaller regions at TL3. TL3 level data are used except for Australia, Canada, Chile, Mexico and United States.
Source: OECD (2013), Regions at a Glance and Statistical Office of the Slovak Republic.
StatLink Sa=m http://dx.doi.org/10.1787/888933156609

agglomeration effects (Ahrend et al., 2014). International experience suggests that
doubling the size of an agglomeration could increase productivity by 2-8%, depending on
the sector (Rosenthal and Strange, 2004; Combes, 2008).

Mobility of workers is very low in Slovakia, however, and the adjustment of the Slovak
labour market via migration has been weak (Fidrmuc, 2004). Less than 2% of Slovaks
from 15 to 64 moved in 2011, and of those only a quarter moved between regions (Vagac,
2013). There are no substantial differences in mobility across age and education
attainment, contrary to other OECD countries, implying that a common factor explains low
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2. SPURRING GROWTH IN LAGGING REGIONS

Figure 2.3. Regional disparity in unemployment, 2013
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Source: Statistical Office of the Slovak Republic.
StatLink &i=m http://dx.doi.org/10.1787/888933154089

regional mobility (Hiifner, 2009; OECD, 2005a). Low residential mobility is associated with
low labour turnover, suggesting that barriers to residential mobility hamper the
reallocation of workers to adjust to job opportunities (Andrews et al., 2011; Figure 2.4).

Figure 2.4. Geographical and occupational mobility of workers is low
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1. Mobility rates are annualised. The low mobility rate in some Eastern European countries cannot be verified independently.
2. Work reallocation rates (hiring and firing rates) are expressed in percentage of total dependent employment. See OECD.
Source: OECD (2011), Economic Policy Reforms: Going for Growth; OECD Employment Outlook 2010.
StatLink Sasm http://dx.doi.org/10.1787/888933154090

Home ownership is a barrier to labour mobility

In general, home ownership reduces residential mobility of workers due notably to
potential capital losses (OECD, 2005a; von Ommeren and Leuvensteijn, 2005). Empirical
evidence suggests that a 10 percentage point rise in the owner-occupation rate may be
associated with an increase in the unemployment rate up to 2 percentage points due to
lower mobility (Oswald, 1996; Nickell, 1998). With 90% of Slovaks owing their own home,
ownership is among the highest in OECD countries (Figure 2.5, Panel A). Moreover, a very
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2. SPURRING GROWTH IN LAGGING REGIONS

Figure 2.5. Home ownership is high
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1. 2013 for Austria, Czech Republic, Finland, Hungary, Iceland, Latvia, Norway and Spain.
2. This indicator is the population living in an overcrowded household, i.e. without at its disposal a minimum of rooms. The definition
of minimum rooms depends on the age and sex of the individuals living in the dwelling.
Source: Eurostat SILC.
StatLink iz http://dx.doi.org/10.1787/888933154101

large majority of owners do not have any loans to pay as they bought their flats after the
transition from communism at a discounted price. This contributes to lowering further
labour mobility as owners with a monthly mortgage have a greater incentive to avoid
unemployment and hence to move to improve their labour market perspectives (Andrews
et al,, 2011). On average in OECD countries, an owner without a mortgage is estimated to be
13% less likely to move every year than a private renter, while a mortgage owner’s yearly
mobility rate is some 9% lower than that of a renter (OECD, 2011a).

The absence of a functioning rental market is accompanied by poor living conditions.
The share of residents that live in crowded conditions has reached 40% in Slovakia, one of
the highest rates observed in European countries (Figure 2.5, Panel B). Overcrowding
suggests that dwellings are insufficient and demand for rental houses is potentially high
(CECODHAS, 2012; Vagac, 2013).

Public policies should further encourage the development of a rental market

Public support is biased in favour of home ownership (Table 2.1). Support includes
grants allocated to youth for housing purchases; a state bonus on saving devoted to
housing purchase, and subsidised interest rate mortgages (Box 2.1).

Although the share of public support to rental housing has fallen (Table 2.1), some
steps have been taken to promote rental housing. Under a recent regulation, loans with
subsidised interest rates are provided to the private sector acquiring rental housing under
the conditions that the house is rented for at least 30 years; it is rented to a low-income
tenant and it is built close to an industrial park. In addition to municipalities and self-
governing regions, NGOs are eligible for subsidies to provide standard rental housing for
low-income households. Moreover, subsidies have been increased by 10 percentage points
(covering 30-40% of average costs against previously 20-30%).
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2. SPURRING GROWTH IN LAGGING REGIONS

Table 2.1. Distribution of public support between home ownership
and rental housing

Housing support in Slovakia (mil. EUR) 2006 2013

SFRB
Housing ownership 38.3 355
Rental housing 94.3 12.7
Restoration, insulation and other 235 106.5
State bonus within the “Housing Saving Scheme” 34.7 39.1
Mortgage subsidy for young 21.6 31.0
Social Rental Housing Subsidy (Act 443/2010) 70.9 239
Substitute Rental Housing Subsidy (Act 261/2011) 0 2.3
283.1 250.9

Source: Ministry of Finance.

Box 2.1. Housing market support in Slovakia
State Housing Development Fund (SHDF)

In 2013, the total budget of SFRB reached EUR 155 million and the majority of the funds
were devoted to insulations and restorations. Individuals can benefit from a subsidised
long-term loan for property acquisition or reconstruction with a fixed interest rate for the
whole period. The purchased flat or apartment should be new (2 years old or less), with a
maximum area and the eligibility depends on age (less than 35 years old) and income
(below 3.5 times the subsistence level, i.e. EUR 693 in 2014). The maximum loan amount is
EUR 65 000 and must not exceed 80% of the property value. Support is also provided to
municipalities and legal entities for developing social rental housing.

State bonus on saving

Everyone who deposited at least EUR 781 in 2014 in the Housing Savings Scheme is
eligible for a state premium of EUR 66. During the six first years of entering the scheme a
condition applies on the use of the funds (for purchase or reconstruction of a property), but
it disappears afterward, The state premium is not income-tested.

State funded subsidised mortgages

People under the age of 35 are eligible for a subsidised mortgage with the interest rate
reduced by 3% for five years if their income does not exceed 1.3 times the average wage of
the last two quarters (for instance EUR 1 043 at the beginning of 2014). The maximum loan
is EUR 50 000 and must not exceed 70% of the property value. Subsidised mortgages are
also eligible for couples.

Social Rental Housing Subsidy (Act No. 443/2010)

A municipality, a self-governing region or an NGO are eligible for a social rental flats
construction or purchase subsidy. Subsidies vary, according to the type of flat, from 30% to
70% of total construction costs. Built social flats must comply with maximum area
requirements and rental status of the property must be kept for at least 30 years. To assure
the social character, tenants are income-tested.

Substitute Rental Housing Subsidy (Act No. 261/2011)

Owners of restituted houses (returned to their original owners in 1990) have the right,
according to 2011 legislation, to terminate a contract with tenants whose rent was
regulated and substantially below market price. Tenants, usually older people living there
for many years, have the right to ask a municipality for substitute housing and must leave
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Box 2.1. Housing market support in Slovakia (cont.)

the property before 2017. For this purpose, the state subsidises mainly the construction of
substitute housing, which should be ready by 2016.

Housing allowance (Act No. 417/2013)

Housing allowance is provided as a social support to persons in material need to cover
housing-related costs. The support amounts to EUR 55.80 for a single person, for
households with at least 2 members it equals to EUR 89.20. Eligible beneficiaries of the
allowance have to be owners or co-owners of a dwelling, or tenants.

On the other hand, some broad based programmes provide home ownership public
support:

e The Housing Saving Scheme that provides a state bonus to anyone who has saved at
least EUR 781 has several drawbacks including that it is not income tested; the bonus can
be used after six years for any purpose, and it distorts market competition as banks
involved in it make extra profits by offering a lower interest rate than the market rate.

e The state subsidised mortgage and subsidised long-term loans provided for property
acquisition by the State Housing Development Fund (SHDF) are regressive; they distort
the allocation of resources; and they have perverse economic effects, in particular at a
time of very low interest rates (Andrews et al., 2011).

The lack of support for renting, targeted at low-paid workers, adds to the problem as
their income does not allow them to cover the cost of moving and inhabiting dwellings in
most economically dynamic regions. In that regard, international experience suggests that
housing rental allowances are preferred to social housing because they do not seem to
hinder mobility as allowances are not tied to a home (ECB, 2003). Such a scheme exists in
Slovakia but is weakly developed, with only very poor households entitled to social
assistance benefits who are eligible (Hiifner, 2009). The authorities could consider
extending it to poor households in general, including poor workers, as has been done in
Ireland, the United Kingdom and some Nordic countries (Andrews et al., 2011).

Regulations covering rents and tenant-landlord relationships have a strong impact on
rental supply. Rental regulation is close to the EU average. However, some specific
characteristics of Slovak regulation reduce incentives to rent. In particular, landlords
cannot evict a person without providing him appropriate alternative accommodation even
if the notice reasons include serious damage of property or failure to pay rent (Vagac, 2013).
Since May 2014, a short-term contract (maximum two years) can be established, with
possible agreement on a shorter notice period or reasons for contract termination,
including the non-payment of rent. This should be pursed further by allowing more
flexibility for indefinite contracts and reducing their use in favour of extendible fixed-term
contracts. Improvement of the efficiency of the judicial proceedings could also improve
rental market potential (Chapter 1).
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2. SPURRING GROWTH IN LAGGING REGIONS

Improving the employability of low-skilled workers by stepping up active
labour market policies
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Low-skilled workers have job prospects that are worse than their counterparts in other
countries. The employment rate of the low-skilled is only half that of the average observed
in OECD, although that for the tertiary-educated is not significantly different (OECD,
2013b). Controlling for age and gender, failing to reach the upper-secondary level in
Slovakia diminishes the employment rate by almost 30 percentage points (Figure 2.6).

Figure 2.6. Low skilled unemployment is the main challenge for Slovakia

A. Unemployment rates by region
2013 2013

B. Detrimental effect of poor educational attainment!
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Note: Bratislava (BR), Trnava (TT), Tren¢in (TN), Nitra (NR), Zilina (ZA), Banska Bystrica (BB), PreSov (PO) and KoSice (KE).
1. Primary and lower secondary education.
Source: Statistical Office of the Slovak Republic; and OECD calculations (for details, see the publication OECD Economic Surveys Poland,
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Regional disparities in low-skilled unemployment are also high; more than half of the
lower educated (below upper secondary education) are unemployed in the east compared
with less than 20% in Bratislava. To make the most of potential growth and to ensure a better
integration with less-developed regions, addressing the challenge of the low-skilled is likely
to be more important than expanding higher education (D’Costa et al., 2013; OECD, 2012a).

Tackling low-skilled unemployment requires efficient labour market policies at the
national and regional level. As a first step, there is a need to increase overall resources
devoted to ALMPs, especially in the east (OECD, 2012b). With 0.2% of GDP, spending in that
area is the second-lowest among OECD countries. There is also room to make job-search
support more effective, to refine activation policies, and to ensure that labour costs do not
prevent low-skilled workers from being hired.

Effectiveness of job search support could be raised

Public Employment Services (PES), such as counselling and job search support, are the
most effective programmes for reducing unemployment and, in particular improving
labour market performances of low-skilled (Card et al., 2010; EC, 2013). They also contribute
to maintaining labour market attachment and to providing information on job offers that
may boost labour mobility.
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However, the limited capacity of the PES hinders its effectiveness. With on average
187 unemployed per one labour office employee in 2013, the Slovak caseload is about twice as
high as in other Visegrad countries (Figure 2.7, Panel A). The difference is even stronger when
taking into account front-line local staff only (OECD, 2012b). While there is a strong need to
increase resources, significant staff cuts were experienced in 2011. Eight hundred and forty
new staff members will be hired in 2014 but they will mainly be in charge of new tasks related
to the activation programmes of social benefit recipients (discussed below). The authorities
should increase overall resources to PES to meet the demand created by high unemployment.
Outsourcing part of job-search support activities to private providers, which the authorities are
considering, could also supplement the weak capacity of PES (OECD, 2013c).

Figure 2.7. There is room for higher resources and efficiency in public employment services
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1. 2013 for Slovak Republic.
2. 46 labour offices of Slovakia. Bratislava is an outlier with a caseload of 285 and an unemployment rate of 6%.
Source: PES staff numbers from European Commission, Employment, Social Affairs and Inclusion, Public Employment Services (http://
ec.europa.eu/social/main.jsp?catld=105&langld=en); Slovakia EK and Central Office of Labour, Social Affairs and Family.
StatLink %i=r http://dx.doi.org/10.1787/888933154121

Unbalanced caseload distribution across the country adds to the problem. The
caseload ranges from less than 100 unemployed for an officer in Pezinok to a peak of
almost 300 unemployed per officer in Bratislava. While Bratislava could be viewed as an
outlier with a large share of unemployment of short duration (Table 2.2), on average, labour
offices with higher caseloads have to deal with high local unemployment rates (see
Figure 2.7, Panel B). Efficiency and service quality gains could be achieved, therefore, by
redistributing personnel based more on local needs.

A comprehensive reform of PES that would enhance the quality and cost-efficiency of
services is ongoing, in line with some recommendations made in the previous Economic Survey
(Box 2.2). The reform is planned to be fully applied by 2020 and the government should
consider accelerating the pace of its implementation. Key changes include (NRP, 2014):

e The individualised treatment of the unemployed has been strengthened by suppressing
the mandatory meeting for each unemployed. This initiative brings additional flexibility
and allows officers to focus on specific groups.
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Table 2.2. Duration of unemployment by region

Per cent
Less From 6 From 1 From 2 More
than 6 months  to 12 months to 2 years to 4 years than 4 years
Bratislava 38 19 17 18 7
Trnava 9 15 21 30 25
Trenéin 29 23 18 19 1
Nitra 18 11 15 28 28
Zilina 23 17 17 19 24
Banska Bystrica 15 7 16 15 47
PreSov 18 8 17 22 36
KoSice 17 9 15 24 35

Source: LFS 2013.

Box 2.2. Ongoing reform of public employment services

The reform aims at increasing the flexibility, capacity and quality of services and should
be fully implemented by 2020.
Strengthening the responsibility and autonomy of the Central Office of Labour

The general directorate and branches of labour offices will be integrated in January 2014.
The Central Labour Office will be fully responsible for the management of individual
labour offices and their staffing.
Integrating active and passive labour market policies

Labour offices will have responsibility for:
e Front-office tasks (professional first-contact services, applications and data processing,

career counselling).
@ Back-office tasks (job offers search and interviews, active labour market policies).
® Automatic payments processing of benefits.
Adapting the budget to local labour market needs

The budget of labour offices will depend on labour market needs (e.g. unemployment
rate) and outcomes (e.g. number of job-seekers hired that remained in the job, adequate
offer of ALMP programmes).

Increasing motivation of public employment officers

The existing financial remuneration of employees is below the average for public
administration (80%). Based on the outcome indicators, employees providing professional
and information-counselling services will receive wages corresponding to the average
wage in public administration.

Monitoring ALMPs

A central database of the labour market office was established and would allow
monitoring of ALMPs by the Ministry of Labour, Social Affairs and Family and the Central
Labour Office. A methodology for assessing the efficiency of active labour market
measures was developed and approved by the Ministry of Labour in early 2012.

Improving efficiency and modernising services

A new web portal was launched in November 2013, which enhances back office
IT system. It gathers job vacancies, implements matching of occupational classifications
with clients’ profiles, and provides services to inform clients about job vacancies.

Administration and bureaucracy in the PES have been lowered.

OECD ECONOMIC SURVEYS: SLOVAK REPUBLIC 2014 © OECD 2014 93



2. SPURRING GROWTH IN LAGGING REGIONS

94

e The quality of services provided by employees depends on their skills and motivation.
The national project “Improvement quality and accessibility of PES” aims to train about
2 700 PES employees and to develop their IT skills.

e The future integration of job-search support and payment of benefits would also
contribute to achieve efficiency gains (OECD, 2001).

Active labour market policies need to be refined to meet regional needs

The May 2013 reform of activation policies has likely generated some efficiency gains
by i) suppressing some redundant and ineffective programmes; ii) reducing administrative
burdens when implementing programmes; and iii) establishing clear criteria for
programme eligibility (age, qualification, duration of unemployment and local labour
market conditions). There is still room for efficiency gains by re-allocating spending toward
the most efficient programmes. The regional allocation of programme needs also to be
refined to ensure that support reaches those in needs.

Developing training programmes, and phasing out public works, especially in the east

With only 1% of ALMP spending devoted to training, the resources devoted to such
programme is insufficient insofar as it is one of the most efficient activation programmes
according to international experience (Card et al., 2010). Training contributes to
strengthening the employability of jobseekers by improving their ability to match labour
market needs and raise the quality of the job that they obtained ex post. Training may also
boost the mobility of workers by raising skills, since skilled workers are more mobile (OECD,
2005a). The authorities should consider allocating further resources in that area (Table 2.3).

Table 2.3. Allocation of resources among activation programmes:
National and regional

Per cent
Supported
. Employment Direct Start-up employment
Training ) . ) . ’ .

incentives job creation incentives and

rehabilitation
2013 1 61 4 11 22

Region

Bratislava 77 1 2 5 5
Trnava 4 6 4 5 7
Trencin 2 11 5 10 15
Nitra 1 11 8 12 12
Zilina 7 14 7 13 13
Banska Bystrica 6 15 22 16 16
PreSov 1 23 17 19 16
Kosice 2 19 35 20 17

Source: COLSAF.

Training programmes are best developed in the west and Bratislava regions but are
non-existent in lagging regions (Table 2.3). This contrasts with the objective of the
May 2013 reform which strengthens the regional dimension when allocating actives
policies. The authorities should monitor closely the regional allocation of training
programmes to ensure that these programmes reach the most vulnerable in the east.
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The training design is essential for effectiveness. International experience suggests to
i) promote market-oriented training, including in the workplace; ii) develop intensive
programmes on a small scale (with high cost per head) rather than extensive programmes;
and iii) provide some formal certification (Martin and Grubb, 2001; BIS, 2013). Some
progress has been made regarding certification of skills and the recognition of non-formal
education, and a new Act is under preparation (NRP, 2014) which could contribute to
further mobility by allowing job seekers to have their skills recognised countrywide.

By contrast, public work programmes are not effective at improving employability
(Card et al., 2010) and Slovak evidence confirms that it can even worsen the chance of
future employment due to stigmatisation effects (Harvan, 2010). They hamper the mobility
of workers as they tend to lock low-skilled workers into local job-creation schemes and
they are used mainly in lagging regions, which contrasts with the need to promote labour
mobility in those regions. Such schemes should therefore be phased out or targeted at the
hardest-to-place jobseekers and made only temporary (OECD, 2009a). This could be for
instance the case of long-term inactive people who need specific support to gain some
work habits.

Wage subsidies could be more targeted

Active labour market programmes in Slovakia are mainly focused on wage subsidies
(61% of spending). While they are effective at bringing people into employment, they come
with the risk of deadweight losses (hiring could have occurred even without the subsidy)
resulting in only small net employment increases and a short-term effect (Martin and
Grubb, 2001; Boone and van Ours, 2004; Kluve, 2010). Those schemes need to be closely
targeted to provide a cost advantage to low productive workers who would not be
employed otherwise, given their low level of productivity (Orszag and Snower, 2003). In line
with this principle, wage subsidies schemes are more used in less-developed regions where
low-skilled workers are over-represented (Table 2.3).

Since November 2013, long term unemployed who have found a low paid jobs (67% of
average wage) under a standard labour contract, are exempted for 12 months from social
security contribution paid by employees and employers (except accident insurance
contribution and guarantee insurance contribution). By reducing the tax wedge, this
scheme would raise incentives to work by increasing the net income of workers as well as
the incentives to hire low-paid workers by reducing their labour cost (Figure 2.8). However,
as of February 2014 it has supported only 1 900 people, although 15 000 participants per
year were expected and the high share of long-term unemployed suggests a large potential.
The authorities should closely monitor it to be sure that specific barriers do not hinder its
use by employers. Going forward, the authorities should consider making this scheme
permanent to ensure a lower tax wedge for low skilled. The current plan to exempt
permanently low paid jobs (paid below EUR 494) from health insurance contribution goes
on the right direction.

There is also room to improve the efficiency of wage subsidies targeted at youth. The
scheme “Supporting Job Creation” benefits youth under 29 without any conditions but
having been unemployed for three months. This programme has been successful with
11 500 jobs created since December 2012. However, it comes with the risk of high
deadweight losses given the soft eligibility criteria. Without conditions on the level of
education, employers might use this scheme to hire youth with better educational profiles
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Figure 2.8. The tax wedge for low-paid jobs is high
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who would have been hired in any case. This scheme should hence be reformed to be
targeted at the most vulnerable youth.

Start-up incentives have been reformed

Start-up incentives have been reduced, in line with the recommendations made in the
previous Economic Survey, and reformed to better adapt to local needs. Evidence regarding
their effectiveness is mixed, notably because of the lack of entrepreneurial skills of some
recipients (Martin and Grubb, 2001). Eligibility for those programmes is stricter since the
May 2013 reform. The start-up incentive is also now provided in two stages: the first stage
of 60% within 1 month after the conclusion of the agreement providing start-up incentives,
the remainder after submission of a report after 12 months of self-employment. In
addition, the regional employment committee is now involved in the decision evaluating
the effectiveness, efficiency and credibility of the business plan. This holds the promise of
matching start-ups to local needs, but also adds another layer to the approval process.

Activation programmes for social assistance recipients could be refined

Progress regarding the activation of social assistance recipients is mixed. New
activation centers, under the responsibility of PES, were established in January 2014 and
are responsible for activating recipients of benefits covering material needs. This goes in
the right direction as international experience and in particular the Hartz-reforms
implemented in Germany suggest that a more integrated approach of social policies and
labour market policies would increase the prospect of recipients of social assistance
benefits to find a job (OECD, 2010a).

An unattractive feature of the activation scheme is the mandatory work (32 hours a
month in municipalities) imposed on recipients of material needs benefits. As discussed
above, the effect of public work on future employability is limited: it may even be
stigmatising in the labour market and reduce regional labour mobility. Stronger job search
support and participation in activation programmes are preferred, such as training which
contributes to raising skills and employability. Moreover, the activation programme could
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further contribute to regional disparities by increasing poverty for those who do not take a
job and experience a cut in benefits. The authorities should therefore reconsider this
measure. An alternative, more in accordance with international best practices, is to
develop in-work benefits (OECD, 2005b). This helps promote social inclusion and
employment by making work pay. Along this line, the authorities would consider providing
stronger additional income support for low-paid workers and for recipients of material
needs benefits engaged in training and educational activities.

Containing labour costs increase in less-developed regions
Regionally differentiated minimum wage or social security contribution may be needed

A minimum wage set at a high level can hinder employment prospects of the low-
skilled by raising their labour cost above their productivity. The minimum relative to the
median wage of the economy is at the OECD average and the share of employees earning
the minimum wage is estimated at between 2% to 6% in Slovakia, which is close to the
median value observed in European countries (Eurostat, 2010; INESS, 2013; Figure 2.9).
However, the system is uniform across the country, and therefore may yield minimum
wages that are too low in Bratislava but too high in the lagging regions, given sharp
differences in market wages and living costs. Recent estimates confirm regional disparity
as the share of minimum wage earners could be twice the national average in lagging
regions such as PreSov and Banska Bystrica (INESS, 2013).

Figure 2.9. Minimum wages are not adapted to local labour market conditions

B. Minimum wage vs. unemployment rate in 20132
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The recent reform of the non-standard labour contract could make the minimum
wage more binding for lagging regions. Until January 2013, a non-standard work contract
(“work performance agreement”) could be used by employers and was not subject to a
minimum wage requirement or a social security contribution payment. They had been
widely used, with 450 000 individuals under those contracts in 2013, and their number
decreased strongly after the reform (by 200 000). The authorities should carry out a study
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to assess and monitor the impact of the national minimum wage legislation on the labour
cost and job creation in the eastern regions and explore the scope for measures which
allow labour costs to respond to local conditions.

The legal extension of collective bargaining should be reformed

Collective bargaining agreements are important for improving working conditions and
developing LLL of workers (Keogh, 2009), but an automatic extension to all firms impedes
adaptation to Slovakia’s widely varying regional labour market conditions. To improve the
flexibility of wages and hours worked according to economic conditions, the employers had
until January 2014 the possibility to opt out of collective bargaining agreements. While this
option has been suppressed, employers have still the possibility to raise comments on the
agreement at the Tripartite Commission, which can then decide to exempt them from the
extension. The Ministry of Labour, Social Affairs and Family takes in particular into account
a set of criteria before allowing an extension, including the representativeness of the
agreement and the economic conditions of the sector (Box 2.3). Going forward, to ensure that
extension of collective bargaining adapt to regional diversity, an option to consider is to
establish transparent representation criteria before allowing for an extension agreement, as
done in Portugal in 2011 when the authorities added the requirement that the employers
subscribing to the agreements employ at least 50% of the workers in the relevant economic
sector, in the geographic, firm size and occupation domains requested (OECD, 2012c).

Box 2.3. Extension of collective agreements

Collective bargaining in the Slovak Republic takes place at both the industry and company
level. Legal extension has existed in the Slovak Republic since 1991, but was relaxed in 2004
by granting employers the effective right to veto an extension to their company.

Since 1 January 2014, any party to a higher-level collective agreement, negotiated
between trade union organizations and employers’ associations, may propose to extend
the agreement to all other employers in the same industry. This extension may cover
employers who did not participate in negotiations. The following conditions apply:

® Agreements at a higher level are superior to collective agreements at the company level
and individual employment contracts. If higher-level collective agreements propose
more favourable conditions for employees, employers must take them into account.

@ It is not possible to extend a collective bargaining contract to other companies that are
already covered by one collective agreement.

e The agreement can be extended only if it covers a larger number of employees in the
industry than any other agreement.

® The government makes the final decision.

e Firms that employ less than 20 employees are not subject to extension.

Aligning educational policies with employment objectives

Regional disparities are also apparent in education, with Bratislava ranked 15th out of
265 EU regions in terms of educational performance and the eastern region (Vychodné)
ranked 211th (EU, 2012). Increasing the quantity and quality of education would improve
employability of jobseekers in lagging regions where the low level of education is an important
obstacle. Remedying this would raise productivity of workers make eastern and central regions
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more attractive for firms. Policies need to focus on improving the skills of workers, providing
the employable skills for graduates and reducing inequality of opportunity.

Improving the adaptability of workers through lifelong learning

Lifelong learning (LLL) contributes to improving labour market outcomes and
productivity by raising the level of skills and improving matching. Empirical evidence
suggests that a 10% increase of participation in LLL increases the probability of being active
by 0.4% on average and decreases the probability of being unemployed by 0.2% (OECD, 2004;
Bassanini et al., 2005). There are therefore significant gains that could be achieved by
raising LLL in Slovakia, where only 3% of workers participated in LLL in 2013, compared
with 10.4% on average in European countries, and where participation has even declined in
the past few years, from 4.6% in 2006 (Figure 2.10, Panel A).

Figure 2.10. Lifelong learning is almost non-existent in lagging regions

A. Adults in education and training B. Adults in education and training by region
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The low participation of workers in lagging regions adds to regional disparities
(see Figure 2.10, Panel B). Retraining workers make them more mobile across occupations
and more adaptable to structural and technical change. It is hence particularly needed in
eastern regions where occupational and regional labour mobility is low and the need for
structural change high. The authorities should ensure that workers from less-developed
regions participate sufficiently.

Market failures contribute to low incentives for companies and workers to invest in LLL,
including: i) a lack of provisions in educational programmes; ii) a lack of information about
the rewards from training; iii) insufficient recognition of informal learning; and iv) the fear of
poaching from other firms (Ok and Tergeist, 2003). Steps have already been taken by the
authorities to promote LLL. Better recognition of informal education and training and the
establishment of 25 counselling centres for adults should stimulate the incentives for
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employees. More could be done to support workers and companies financially with, for
instance, vouchers which are effective at raising LLL participation (OECD, 2005c).

Ensuring a better matching of skills with labour market needs
for vocational education

Youth suffer from weak labour market, with an unemployment rate of 34%, which is
among the highest among OECD countries. The fact that about 19% of youth are not in
employment, education or training (NEET) reflects poor school-to-work transition
(Figure 2.11). This is even more striking in the east where the share of NEET is twice that of
Bratislava (23% against 9%).

Figure 2.11. Youth labour market performance is weak
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The vocational education and training (VET) system fails to provide adequate skills for
the labour market (OECD, 2012b; Grubb, 1999; OECD, 2007). According to surveys from
automotive industry employers, only 6% of secondary VET graduates are trained
appropriately and ready for work (Cedefop, 2013). Weak school to work transition is notably
due to insufficient co-operation between firms and VET schools, and has been identified by
employers as an important barrier (PAS, 2013). The authorities have implemented some
pilot projects, including apprenticeships, to tackle these challenges (NRP, 2014). Their
expansion at the national level next year, with the objective of training 2 000 youth in 2015,
is welcome. Special attention should be given to less-developed regions when
implementing the new dual system and the allocation of resources across schools should
take account of educational challenges. Currently Bratislava gets more resources in terms
of teachers per 100 students (Figure 2.12).

The efficiency of the dual system to improve labour market outcomes for youth
depends on the availability of sufficient workplace training of good quality. To provide
sufficient incentives for companies, the authorities plan to exempt them from taxes. The
authorities should accompany those schemes with strict quality control to ensure a
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Figure 2.12. Uneven resources of vocational education and training should be avoided
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balance between the skills acquired by the trainee, the productive work that she realises,
the wage paid and the subsidy provided (Westergaard Nielsen and Rasmussen, 1999).
Regionally differentiated support could be considered to increase incentives for firms to
locate their activities in the east and central part and ensure that sufficient workplaces
training are supplied.

Forecasting labour market needs and supporting areas with stronger potential for job
creation is also essential for the success of the VET institutions. To that end, the authorities
have set up a forecasting committee. In January 2014, a black list of redundant professions
and a white list of dynamic professions with stronger jobs potential were identified. Those
lists were supposed to be established based on unemployment rates of graduates following
the two years of their graduation and the forecast of labour demand. Several drawbacks
from the white list have been identified: 15 out of 39 professions from the white list did not
have any graduates in the two past years, and 24 of them had an unemployment rate of
27%. Given the public debate generated by this list, the methodology used should be made
transparent and labour market experts involved.

Raising the overall level of basic skills and increasing equality of opportunity

The educational outcomes of students with low socio-economic backgrounds are
among the worst in the OECD, a disadvantage that is even more striking in the east
(Figure 2.13, Panel A; OECD, 2013b). Variation among schools appears much higher than
what is observed on average in OECD countries, due to the poor performance of schools
with a predominance of students with low social economic status (OECD, 2013d).

International experience suggests that good quality early childhood education has a
positive impact on future educational outcomes and reduces inequality of opportunity.
Potential education gains from wider pre-primary education could be especially high in
Slovakia; they are estimated at 40 additional PISA points, which is higher than OECD
average (OECD, 2011b). However, Slovak participation in ECE is among the lowest in the
European Union (77% compared with 93% on average). For instance, in Belgium, Hungary,
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Figure 2.13. Inequalities of opportunity in education are high
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and the Netherlands, pre-primary education is nearly universal, with more than 90% of
students reporting that they had attended pre-primary school for more than a year. This is
in line with best practices in that area (OECD, 2011b). Suitable measures should be taken to
raise the participation of children in pre-primary education, in particular those from poor
socio-economic and Roma backgrounds, who tend to participate less (UNDP, 2012). Recent
positive steps have been taken to develop the quality of pre-primary education and should
be continued in line with the recommendations made by the OECD review on ECE quality
(OECD, 2012e). The authorities plan to introduce by 2015 free pre-primary education for
children aged over 3 years and from socially vulnerable groups, including the Roma
children (NRP, 2014). This goes in the right direction and the participation rate should be
closely monitored.

The motivation of teachers and teaching quality are also essential determinants of
educational outcomes. Attracting the best teachers in schools where there are more
students in need has proven to be effective. A recent increase in wages of teachers (by 5%
in 2013) goes in the right direction, but more is needed considering the Slovak gap; the
wage of a teacher is about 44% of the average wage of tertiary educated individuals
compared with 82-90% on average in OECD countries (OECD, 2013b). Further efforts
should be made in that direction, including implementing a bonus for teachers teaching
in schools where students with poor socio-economic backgrounds and Roma students
are over-represented.

The poor educational outcomes of the Roma population is a specific source of concern,
as is their overrepresentation in special schools (see Figure 2.13, Panel B; OECD, 2012b;
World Bank, 2012). Good quality early childhood education would reduce the probability of
enrolment in special schools (World Bank, 2012). An alternative to mandatory pre-school
education discussed above is to provide more in-kind benefits together with free pre-
primary education for all children from the age of three. Financial incentives to parents of
that sort have been provided for instance in Brazil with the programme Bolsa Familia
targeted at primary-age school children (OECD, 2013e). The increase in the number of
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assistants (“all-day project”) should contribute to better integrating Roma pupils in
standard schools by providing tailor-made support for integrating those students,
including a Roma-speaking assistant. While support targeted at that population should be
continued, the monitoring, implementation and evaluation of programmes is difficult in
the absence of reliable statistics; these too should be developed.

Improving transport and innovation infrastructures

The connection between lagging regions with the core economic centre
needs to be improved

Improving the quality and quantity of transport infrastructure is key to improve the
development of lagging regions. Employers in the eastern and central regions view weak
transport connections as the most significant barrier to regional development (PAS, 2013).
Regional differences of road density are large (Figure 2.14). Completing the transport
infrastructure network in Slovakia will be both important for removing expansion bottlenecks
in Bratislava regions and reducing obstacles for job creation in the eastern region.

Figure 2.14. Rising infrastructure is key
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There is still no completed highway between the east and west. However a positive
development is the fact that nearly all missing parts on D1 between Bratislava and KoSice
are now under construction. The road infrastructure between KoSice and Budapest and to
Poland and Ukraine is also of poor quality (OECD, 2012a). Improving the availability of road
infrastructure is a priority for the authorities, whose key objectives are to modernise first-
class roads and to upgrade the road network, especially on corridors of the TEN-T network.
Along those lines, the completion of the motorway D1 connecting Bratislava and KoSice is
planned for 2019 and the connection with Poland and the Czech Republic is under
construction. Other progress recently made include the finalisation of expressway between
Kosice and Hungarian borders and the preparation work on infrastructure projects towards
the Polish and Ukrainian border. Such steps would contribute to growth (Sutherland et al.,
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2009) by reducing the currently large costs of access to Bratislava and to other EU countries
(Dijkstra et al., 2011).

Disputes related to public procurement decisions have been an important determinant
of delays in road construction. The recent reform of the public procurement procedure
should contribute to raising cost-efficiency of infrastructure investment as well as quality.
Major aspects of the reform include a change in the selection process to strengthen
quality-based decisions, the establishment of an independent Council of Public
Procurement, and the establishment of a registry of reference to record the quality of
providers (Box 2.4). While the reform goes in the right direction, its implementation is not

Box 2.4. Main characteristics of the Public Procurement Act reform
Selection process

@ The one-stage tender process has been replaced by a two-stage tender. In the first stage,
offers are considered according to technical criteria. The second stage concerning the
price is opened only after evaluation of the first stage. This new process should ensure
that the price does not influence the technical evaluation of the bid, which used to have
a negative impact on the quality of procurement in Slovakia (OECD, 2012b).

Explicit definition of extraordinarily low bid (ELB)

@ ELB is defined as a bid i) below 70% of the average of the other bids and; ii) below 85% of
the second higher bid and, iii) below 85% of the expected bid. The procurer can exclude
ELB from the competition if the clarification for the low price is not satisfactory or it is
not provided.

Establishment of a Council of the Public Procurement (PP) Office

e It considers appeals against the PP Office’s decision. Having the right to appeal is
supposed to raise the quality of the PP Office decisions and to shorten the resolution of
disputes by reducing claims brought to court, which has a lengthy resolution process.

Creation of a registry of references

e Upon the expiration of the contract, the procurer must issue a reference and grade the
supplier. In the case of three subsequent references with very low grades, the supplier is
suspended from all PP for one year.

Simplified procedures for some procurement

@ It can be used for the procurement of legal services and in the case of low value. Previous
experience with the bidder can be used as a criterion for the evaluation of the bids. The
contracting authority is not obliged to award the contract to the bidder which has not
made the best offer, to the extent that the awarded bidder is not more than 20% higher.

® The electronic marketplace can be used only for procurements below EUR 200 000.
Others

® A new institute of ex ante review of public procurement documents has been introduced
and is available only to “above-limit” contracts financed from European Union funds.

® Governments can ask the contractor to procure without PP in certain cases.

® Regulation of subcontracting: the law defines how much of the contract must be
executed by winning suppliers.
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fully effective and the procedure still appears lengthy, the use of e-procurement has
declined and the number of complaints about decisions by the contracting authorities has
not been reduced (EC, 2014). An effective implementation of this reform would also address
the transparency challenges discussed in Chapter 1.

There are important barriers to road construction, including i) gaps in compliance
with EU rules regarding the implementation of impact environmental assessments;
ii) irregularities in the declared costs submitted to the EC; and iii) inefficiencies in planning
procedures (Box 2.5). A comprehensive reform of the public sector, discussed in Chapter 1
should address these obstacles, which would contribute to accelerating the pace of
transportation infrastructure construction.

Box 2.5. Main barriers that have slowed highway construction
Transparent public procurement

Disputes regarding public procurement decisions have resulted in long delays in the
implementation of projects, and in some cases bidders with very low prices were excluded.
For example:

1. Svréinovec-Skalité (D3): Planned for 2012 but contracted only in June 2013;
2. Ruskovce-Pravotice (R2): Planned for 2012 but contracted in December 2013;
3. Zvolen, vychod-Pstrusa (R2): Planned for 2012 but contracted in July 2014.
Independent environmental and feasibility studies

The connection between Bratislava and the east has suffered from delays related to the
treatment of the ecological impact of the planned highway on the sites that are part of the
Natura 2 000 ecological network. The Turany-Hubova connection (D1) was delayed for
more than two years due to discussion between the commission and the authorities
regarding the need for a new impact assessment that follows the EC methodology in that

area. The Slovak authorities did comply. However, a new evaluation is ongoing after the
modification of the project.

Landownership process

The process that requires purchase of land prior to the start of construction has slowed
down the implementation of some projects: for instance, Cadca and Bukov-Svréinovec (D3)
initially planned for 2013.

Administrative issues

The EC’s payments through Operational Programme Transport were suspended between

August 2011 and June 2012 due to irregularities in declared costs submitted to the EC.

Changes in planning certificates have delayed the connection Zilina with Brodno-
Kysucké Nové Mesto (D3), initially planned for 2013.

Source: UVO; NDSAS; Roth (2012).

Specific attention needs to be paid to road quality, which is perceived as one of the
lowest in the EU (Figure 2.15). First-, second- and third-class roads suffer especially from low
quality while most of the motorways and fast highways are relatively new. The quality
deterioration has peaked recently with half of the first-class roads labelled as in inadequate
condition compared to less than 20% in 2010. The trend is similar for second-class roads.
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Figure 2.15. The quality of roads is weak
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Since 2014, the electronic tolling system charging trucks over 3.5 tons has been broadened to
more first-class roads. This may have contributed to slowing down road degradation.

Development of rail transport could ease road transport and reduce emissions in the
transport sector. Rail transport infrastructure suffers from obsolescence and depreciation.
The non-operability of railways with other neighbouring countries is also a barrier to the
development of freight transport (PUSR, 2011). The authorities specified investment
priorities for 2014-20 and have recently paid increased attention to the electrification,
interoperability and modernisation of tracks to accommodate higher speed trains, in
particular on the TEN-T network (OECD, 2013f). High regulated railway access fees in
Slovakia until 2011 have also contributed to enhancing road transport compared to rails.
Their reduction to the EU average level in 2011 was an important step and should be
continued, along with raising fees for using road transport (PUSR, 2011).

Spurring technology adoption in lagging regions to increase competitiveness

The resources devoted to research, development and innovation activities are weak in
international comparison (OECD, 2013fg). Slovakia ranks 20th out of 27 EU countries on
EU innovation (EU, 2014). As a result, the technological capacity of domestic firms is weak
and they are positioned in downstream activities in the Global Value Chain, involving
mainly assembly or manufacturing of components (OECD, 2013h). The attractiveness of FDI
involving R&D activities is also weak compared with peers (RIS3, 2013). Going forward,
strengthening the innovation framework is a national challenge for drawing more benefits
from globalisation.

The regional disparity adds to the challenge as knowledge-based resources are almost
non-existent in the eastern and central regions (Figure 2.16). This hampers the capacity of
firms to use and copy technology, which may require researchers and engineers (Cohen
and Levinthal, 1989). Along the same lines, empirical evidence suggests that knowledge
transfers, and related productivity gains, depend on own resources devoted to R&D (Van
Pottelsberghe de la Potterie and Lichtenberg, 2001; Griffith et al., 2004). As a result, weak
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investment of private sector in R&D contributes to lowering the scope for productivity
growth and the attractiveness of eastern regions for economic activity.

Given the weak innovation framework, public policies are essential to trigger the move
towards a knowledge-based society in Slovakia. The Innovation Strategy has rightly
identified a set of challenges to be tackled for more evenly balanced growth based on
knowledge-based resources, including the need to strengthen public sector research,
clusters, an R&D tax credit scheme, venture capital, incubators, and to focus resources in
specific areas of specialisation, which are related to local comparative advantages (RIS3,
2013). Some of those issues were discussed in the 2009 Economic Survey of Slovakia, and its
main recommendations remain valid (OECD, 2009b). An additional element to be considered
is the regional design and impact of public policies. Policies to support innovation are more
critical in regions near the technological frontier while lagging regions should rather
implement policies to support the adoption and imitation of new technology (OECD, 2012a).
To promote regional convergence, attention should in particular be given to policies that
stimulate the investment in R&D and the supply of skills needed for innovation and
technology adoption. Greater development of clusters would help strengthening
technological transfers between firms and with universities and research centres.

R&D tax incentives could be refined to further support technological adoption

Public support for R&D is low in international comparison (Figure 2.17). Horizontal
tools, such as R&D tax credits, are widely used by OECD countries as they tend to be more
neutral and have more limited administrative burden than direct support (Andrews and
Criscuolo, 2013). Substantial benefits could be achieved by raising and better designing
such support. Empirical evidence suggests that reducing R&D costs through incentives by
1% would increase R&D by 1% in the long run (Westmore, 2013).

The authorities have appropriately revised the R&D tax credit. Slovak’s R&D tax credit
was introduced in 2009, allowing a firm to apply for tax relief. The tax relief is fixed at 19%
of private R&D spending - the level of the corporate income tax rate — and can be claimed
for at most three consecutive taxation periods. This scheme, however, was not popular due
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Figure 2.17. Public support to business R&D is insufficient

A. Public support to R&D B. Expenditure on R&D in the business sector
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to the imposition of a high threshold above which R&D costs are eligible. This level, which
varies by firm size and the type of research, was substantial: in case of basic research
(applied research), the lower limit was fixed at EUR 0.25 (1.5) million for micro and small,
EUR 0.5 (2.5) million for medium and EUR 1 (3.5) million for large entrepreneurs. These
criteria resulted in practice in the exclusion of a large majority of micro and small
entrepreneurs, but were abolished in December 2013.

The design of R&D tax incentives is essential to contain fiscal costs and to achieve net
effects (Criscuolo et al., 2009). R&D tax incentives based on volume may have large
deadweight losses when they support spending that would occur anyway (Andrews and
Criscuolo, 2013). This kind of scheme tends also to mainly benefit to larger and incumbent
firms. The authorities should consider implementing a hybrid scheme, including a tax
relief based on the volume of R&D below a certain threshold and on the increase in R&D
spending above this threshold. This incremental component would reduce the deadweight
losses but comes with additional administrative burden (Andrews and Criscuolo, 2013) and
requires significant steps to be taken regarding public sector efficiency (Chapter 1). The
authorities could in particular consider the Irish experience, as the country has
implemented such a hybrid system recently (Haugh, 2013).

The current R&D tax credit scheme could also be made more effective in stimulating
technological adoption in small and new firms. Firms, in particular young technological
start-ups and SMEs, may not make profits the first years following their creation and hence
cannot benefit from the support. To ensure that R&D tax credits are effective, the
authorities could make the tax credit directly refundable (OECD, 2013i). Other directions for
reform favourable to SMEs are to make eligible the cost related to sub-contracted R&D.

Even if R&D tax incentive schemes are refundable and contain carry-over provisions,
young firms may not fully benefit from such schemes if they lack the upfront funds
required to start an innovative project. Direct support is in that context complementary to
tax incentives but needs to be well designed to reduce administrative costs (Andrews and
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Criscuolo, 2013). Such support can also act as a certificate of the quality of the investment
that helps young innovative firms to access external financing (Busom et al., 2012). Finding
a right balance between R&D tax credits and direct funding will be essential.

Professional higher educated students are needed

Hiring more tertiary graduates is essential if firms in less-developed regions are to use
new technology. However, in Slovakia only 19% of those aged 25 to 64 have attained tertiary
education, compared with 32% in OECD countries. The picture is more favourable when
looking at the share of tertiary graduates among the young generation, although the
difference between Slovakia (26%) and the OECD (39%) remains the same. While this is still
low in international comparison, the gap is expected to close as the demography of new
graduates is more favourable in Slovakia (OECD, 2013b).

The tertiary vocational education programmes (type 5B) which focus on practical or
technical education and provide occupation-specific skills designed for entry into the
labour market are barely existent in Slovakia: in 2011, only 1.2% of students are enrolled in
such programmes against 13.2% on average in the EU (EC, 2014). Developing short tertiary
programmes, as currently considered by the authorities, that include on-the-job training
and employable skills could provide the workers needed to use new technology. Such a
programme should also include a robust level of general knowledge that provides students
with the adaptive capacities necessary for technological change (Handel, 2012). While a
new law on higher education is in the pipeline, the authorities should pay specific
attention to this challenge.

Clusters could spur technological transfers

Promoting relationships among firms and innovation actors could help spur technological
adoption and innovation activities by creating a local labour market, taking advantage of the
proximity of actors for ensuring diffusion of knowledge, and by using common infrastructure
(OECD, 2011c, 2009c). Public policy can help public and private actors collaborate and share
knowledge. For instance, promoting collaboration between university, industry and
government has inspired cluster programmes in several OECD countries such as Finland,
France, Norway and Sweden (OECD, 2008). The objective of those programmes is not to create
clusters from scratch but to help latent clusters emerge and expand. Several clusters already
exist relatively evenly spread throughout the country (Table 2.4).

Table 2.4. Regional distribution of clusters

Region
Industry
BA West Central East Total

Technology 3 7 2 4 16
Tourism 0 2 5 2 9
Hunting and forestry 0 0 1 0 1
Construction 0 1 0 0 1
Total 3 9 8 4 27

Source: Union of clusters (www.uksk.sk/) and the Slovak Innovation and Energy
Agency (www.siea.sk/klastre-na-slovenskuy/).

Innovation vouchers are successful instruments for promoting knowledge diffusion
(OECD, 2011c). They give firms the opportunity to consult an innovation service provider of
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their choice who could help them identify and implement their technological projects. This
can be particularly useful for SMEs who may face barriers in approaching research centres
because of the small size of their projects. Moreover, innovation vouchers have the
advantage of being more flexible than the current procedure of administrative selection of
firms and the inherent difficulties picking winners. International experience suggests that a
simple lottery or transparent eligibility criteria can be set out beforehand, in case the number
of demand for vouchers is superior to the number of vouchers available (OECD, 2010b).

Cluster facilitators are critical to developing co-operation between firms (OECD, 2008).
They notably take the form of individuals, private consultants or government agencies and
their objective is to improve the conditions for co-operation. To that end, they can
especially organise training activities, provide support services and promote a cluster
(Ingstrup and Damgaard, 2012). They also support clusters as a whole when applying for
public funds, in particular EU funds. The experience of the Klastry programme in the
Czech Republic is of interest: it helps to develop sectoral competencies and networking,
mainly among firms, in all regions outside of Prague with support from EU structural
funds. Providing training and information to cluster facilitators would also contribute to
strengthening existing clusters.

Launching competitive selection processes to allocate funds to the best organised
clusters could also help to support excellence. Such programmes have been developed in
lagging regions such as the InnoRegio programme in Germany. International experience
allows identifying best practices to assess the quality of clusters that could help authorities
to implement similar schemes (Kocker and Rosted, 2010).

Improving co-ordination among authorities in innovation policies

Co-ordination and co-operation are essential to make the most of investment, to
better cater for local needs and identify investment opportunities and bottlenecks (OECD,
2014a and 2013j). There is room for progress regarding the co-ordination and co-operation
between the different institutions as discussed in the Public Governance Review of Slovakia
(OECD, 2014b; and Chapter 1). Co-ordination between regional and central authorities is
also essential in designing and implementing innovation policies. For instance, in Slovakia,
the Smart Specialisation Strategy has been implemented only at the national level while it
was meant to be based on self-identification of regional and local comparative advantages.
This is explained by the small size of the country and the weak technical capacities of
regions. However, the smart specialisation strategy in France demonstrates that technical
capacity can be centrally provided and combined with regional ownership, which has led
to an improved assessment and consistency across regions (OECD, 2008). The case study
launched in Vychodné Slovensko in June 2014, aim at applying the OECD principles on
Effective Public Investment across levels of Government (OECD, 2014a) and would also help
identifying key remaining bottlenecks to local investment.

Making the most of EU funds

Slovakia is among the main beneficiaries of EU funds which represent a substantial
source of Slovak public funding (Figure 2.18). Over the 2007-13 programming period,
EU funds for Slovakia reached EUR 11.6 billion. This amount is equivalent to the level of
public investment. In the next programming period (2014-2020), the amount of EU funds
allocated to Slovakia will increase to almost EUR 14 billion, i.e. almost 20% of GDP in 2013
(Figure 2.18). In terms of funds received per capita, Slovakia is the second main beneficiary
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Figure 2.18. Slovakia is a main beneficiary from EU cohesion and structural funds in 2014-20
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of EU funds, following Estonia. EU funds offer Slovakia a great opportunity to tackle its
regional disparity problem while strengthening the development of the country as a whole.

The impact of EU funds for future growth depends on their efficient absorption and
implementation, including at the regional level. Institutional barriers in the previous
programming period included i) the administrative burden; ii) the lack of administrative
capacity; iii) the lack of transparency in project selection and public procurement;
iv) corruption; and v) the insufficient involvement of regional authorities (Chapter 1). To
strengthen the impact of EU funds on regional convergence and better use them in line
with local needs, poorer regions should receive a greater portion of the EU funds and
regional authorities be more involved in the design of programmes.

There is room to strengthen the impact of EU funds on regional convergence

Devoting a larger share of EU funds to poorer regions is essential to promote regional
convergence. In theory, the allocation of funds across the Slovak regions is meant to favour
less developed regions. Accordingly, during the 2007-13 programming period, the
Bratislava region was expected to receive about one third of the average funding of the
other three regions in per capita terms, but contracted funds were similar in all regions
(Figure 2.19, Panel A). In the next programming period, the difference between the
Bratislava region and the other regions is supposed to be stronger; the per capita funds
planned for all regions but Bratislava have increased on average by one fourth, and those
planned for the Bratislava region decreased by 8%.

Regional operational programmes (OPs), also play a critical role in tackling regional
disparities given that the main factors constraining growth may vary considerably among
regions at different levels of development (D’Costa et al., 2013). Moreover, such regional
programmes are less subject to a reallocation of funds between regions (Figure 2.19, Panel B).
However, they are insufficiently developed in Slovakia where there are nine sectoral but only
two regional OPs, representing only 13% of the all received EU funds (Table 2.5). Other Visegrad
countries operate separate regional OPs for each of their regions. No changes are planned in
that regard in the next programming period.
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Figure 2.19. Lagging regions tend to receive less EU funds than planned
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Table 2.5. Share of EU funds allocated to regional programmes
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Source: National Strategic Reference Framework 2007-2013 (EC, 2008; MDVRR, 2007).

Further involving regional authorities in the the design of programmes would increase
the likelihood that funds match with local needs. During the 2007-13 programming period,
self-governing regions were not involved in the preparation stage of the regional OPs
because of their lack of capacity (Bucek, 2011). They became involved afterward once their
capacity improved through technical assistance (MPRV, 2011). In the next programming
period, the particular needs of each region will be addressed through regionally integrated
strategies that will be designed by the self-governing regions in co-operation with other
regional partners. Self-governing regions will be also responsible for the selection of
projects under the Integrated Regional Operational Programme. Such an initiative goes in
the right direction and should be continued while providing further technical assistance to
regions to develop their capacity.

The allocation of funds among priorities is consistent with the main
Slovak challenges

Priorities of cohesion policy of Slovakia for the 2014-20 programming period are in line
with main challenges identified in this survey for spurring growth throughout the country:
i) infrastructure for economic growth and jobs; ii) human capital growth and improved
labour market participation; iii) innovation-friendly business environment; iv) modern and
professional administration; and v) sustainable and efficient use of natural resources.
Transport infrastructure development will continue to receive the largest proportion of the
funds (MoF, 2014). Support for Innovations and R&D will increase by 50%, which will bring it
to the level of other Visegrad countries in the 2007-13 programming period. The development
of the ICT infrastructure remains a priority, which is in line with the plans to expand
e-government services (MoF, 2014; MV, 2014). The funding support to employment is, rightly
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targeting long-term unemployment, labour mobility and young people’s integration into the
labour market (MPSVR, 2014). It was raised by four percentage points, but it remains low in
comparison with other European countries. A source of concern is the decline in the share of
funds allocated to employment and innovation programmes, although they are identified as
essential challenges for improving employability and productivity of workers, together with
attractiveness of the country for investment (Figure 2.20).

Figure 2.20. Sectoral allocation of EU funds are in line with growth challenges
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Source: DG Regio and Operational programmes for programming period 2014-2020.
StatLink sizr http://dx.doi.org/10.1787/888933156657

Recommendations for spurring growth in lagging regions
Key recommendations
Boost the capacity to adopt new technology and reduce transport barriers
@ Develop professional tertiary education and support for co-operation with employers.
e Provide financial incentives for adopting new technology and innovation spending.
e Improve national road and rail transport infrastructure and international connections.
Strengthen mobility and employability to reduce unemployed and inactive labour

® To develop the rental housing market, phase out support to home ownership and
expand means-tested rental housing allowances.

@ Develop training as well as job-search support and phase out public works programmes.

e Make sure minimum wages and legal extension are implemented without damaging
employment prospects, especially in lagging regions
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Recommendations for spurring growth in lagging regions (cont.)

Reduce skills mismatch and better integrate disadvantaged groups,
especially the Roma population

e Implement a dual vocational education and training system and give specific attention
to school-to-job transition in eastern regions.

@ Develop the provision and quality of early childhood education and ensure wide access
to low socio-economic background children, especially Roma children.

EU funds

® Provide the poorer regions with a higher share of EU funds and a stronger role in the
design of programmes.

Further recommendations

Housing

® Suppress grants allocated to youth for housing purchases; the state bonus on saving
devoted to housing purchase, and subsidised interest rate mortgages.

e Allow more flexibility for rental contracts and develop the use of extendible fixed-term
contracts.

Labour Market

® Increase the overall resources devoted to activation programmes and public
employment services (PES). Reallocate resources across PES offices according to local
unemployment rates. Accelerate the pace of implementation of PES reform. Outsource
part of job-search support activities to offset weak capacities.

® Narrow the eligibility of wage subsidies to youth. Make permanent the reduction of tax
wedge for low-paid jobs. Suppress the mandatory work in municipalities for social
assistance recipients. Make work pay by implementing in-work benefits.

Education
e Establish training vouchers to boost participation in Lifelong Learning.

e Implement financial incentives, such as tax deductions, for offering apprenticeships,
with strict quality control.

@ Develop statistics to monitor the effectiveness of support to the Roma population.
Transport and Innovation
® Ensure the effectiveness of the public procurement reform.

® Develop innovation vouchers and reform R&D tax credit to make it refundable. Promote
cluster facilitators and a competition-based funding process.

e Provide technical assistance to regional authorities to develop capacities such that they
can be involved further to assess and steer innovation policies at the regional level.
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