The FraMEWORK OF ECONOMIC AND SOCIAL REFORMS 

FOR INCREASING THE WELFARE IN SLOVENIA

(BRIEF SUMMARY)

Slovenia has reached a developmental crossroads. This perception is shared by both the professional and political public. In order to respond to the challenges of the future, we must now thoroughly revitalise Slovene society and set up new, better developmental foundations. 

Key motives of the individuals who prepared the reform proposal were the wish to achieve a better standard of living for all inhabitants of Slovenia and a more competitive and successful economy. In this regard, we are aware that in order to reach a higher standard and quality of life while maintaining the welfare state, we have to improve economic growth.  If we want better economic growth, we have to implement structural reforms so as to improve our competitiveness in the global economic environment. Slovenia must establish a different relationship between the economic effectiveness of the market and the social responsibility of individuals and the partner-state. Slovenia must overcome economic and social paradigms that have been in effect since our gaining independence. The new developmental course must be conceived as a partnership agreement between social partners and all other spheres of the Slovene society and State. 

In order to achieve a breakthrough, it will be necessary to change the system parameters in such a way that they can improve the institutional development climate and stimulate individuals and companies towards more vigorous and better-quality activity. 
Our proposal intends to influence the following most important mechanisms for an enhanced development climate: 
+
motivation for activity (transfers, remuneration of work);
+
possibilities for activity (tax reform, promotion of entrepreneurship, and a more flexible labour market);
+
incentives for productivity, productive use of knowledge and employment (taxes and technological subsidies);
+
free economic initiative (privatisation, entrepreneurship and liberalisation);
+
an efficient and less expensive State (restructuring of public finance + limitation of public spending + better regulation + public private partnership + drawing EU funds + national projects + elimination of court backlogs); 
+
an efficient welfare state (transfers + health care + pension system).
Providing these mechanisms are operative, the reform proposal provides: 

· greater economic freedom;
· simpler and more transparent operation of the State;
· an entrepreneurship-friendly State;
· elimination of various bureaucratic and administrative obstacles;
· a more effective ownership structure, better adapted to the market situation;
· lower tax burdens and simplified tax regulations;
· a more transparent system of social transfers that enhances the activity of individuals;
· a more effective system of incentives for the transfer of knowledge between the economic sector and universities;
· greater economic liberalisation of markets;
· possibilities for investment and easier access to financial resources;
· a set of major national projects, supported by resources from EU funds;
· a streamlined healthcare system;
· a more sustainable and activity-promoting pension system.
If the proposed measures are effectively implemented, this reform should promote: 

· greater economic efficiency;
· more dynamic growth of companies;
· greater economic growth;
· a higher employment rate;
· greater social security and justice;
· greater social welfare. 

By proposing these measures, we wish to produce considerable impact on the following areas:
1. By reforming the taxation system through introducing a flat tax rate and simplifying tax regulations, we primarily intend to lighten the burden for the Slovene economy and establish conditions for its greater competitiveness on world markets.  This is an important move towards establishing systemic requirements for the achievement of the Lisbon Strategy goals, i.e. increased competitiveness of the Slovene economy, restructuring of the economy in the direction of a greater level of technological complexity, greater intensity of human capital, greater added value and an increased employment rate.  We particularly anticipate two key impacts. Firstly, lowered gross labour costs due to the abolishment of the payroll tax and introduction of the flat tax rate; this will reduce the cost of labour and produce an increase in business surpluses which could then be used for greater spending on research and development, increased investment in new technologies and new production programmes, and additional employment. Secondly, by introducing the flat tax rate, the relative labour cost of the more skilled labour force, in comparison with the less qualified labour force, will be reduced. Companies will thus feel more inclined to employ a better-educated labour force and, in so doing, improve the possibilities for increasing their creative potential, their ability to keep pace with the leading high-tech companies, as well as stimulating innovation. Simplified tax regulations, proposed changes in corporate taxes and in the value added tax will reduce administrative and operational costs of companies. At the same time, the proposed changes in taxation of real property and assets will increase the possibility of a more rational use of real property and more productive investment of income. 

2. By reforming the system of social transfers and the labour market, we wish to create an environment that will motivate people to be active and facilitate easier and quicker employment while also preserving the required level of social protection. Systems of social insurance will be adapted so as to provide an adequate level of security to future generations as well. This will encourage the development of a more flexible economy sector, which could provide more work while not being burdened by the costs of maintaining the social systems. Due to a better exploitation of resources this will enable greater economic growth without interference in the basic postulates of the welfare state. The basic change we wish to achieve in this area is to motivate the unemployed and the recipients of social transfers for a more active job search and the development of their abilities, as well as for accepting contingent and temporary employment which still constitutes activity. The State will help them by pursuing a modified employment policy and by creating incentives for investment in education and training (strengthened programmes for life-long learning, job rotation programmes, standardised scholarship policy and its strengthening through a scholarship fund, corporate tax relief with regard to donations to educational institutions).  Changes in labour market regulation will then make it easier for companies to decide on new employment and dismissal; linked to changes in taxation, which will make the labour force relatively cheaper for employers while maintaining the same level of earnings, this will increase the rate of employment and reduce unemployment. Due to the streamlining and unification of the system, these measures also render it possible to limit the costs of social transfers and the mandatory pension and healthcare insurance; however, this is not the aim of changes in this area.  Sacrificing the welfare state or limiting entitlements is not the issue in question here, but rather the establishment of more just and sustainable welfare state in the long term which could also motivate people to be more active. A simpler and more transparent system of social transfers will enable assistance to be received by those who truly need it, while also preventing the fairly common abuse of the social assistance system.  

3. Changes in the pension system will reward those who remain in active employment longer, make it possible that specific rights can be ensured and acquired on the basis of short-term employment, encourage saving in the voluntary system, and introduce a fairer distribution of burdens and entitlements from the pension system. 

4. Changes in the health system are directed chiefly towards a more efficient management of existing resources and towards incentives for more rational behaviour of both suppliers and users of health services, both of which will make it possible to better satisfy actual needs with existing resources. 

5. In order to encourage competitiveness of the economy, it will be necessary to improve the business environment of companies. We propose a package of measures making access to the resources that an entrepreneur needs easier and less costly; these are measures in the area of labour, capital, knowledge markets, infrastructure and state support services, and measures that promote entrepreneurship and reduce administrative obstacles. 

6. By proposing measures for the university system and the two-way flow of knowledge, we wish to improve Slovenia's use of national and foreign knowledge for its economic development. We will thus encourage the development of a more innovative and technologically advanced economy, in addition to creating better jobs for a better-educated and trained work force. 

7. For efficient and faster growth of productivity, it is necessary to implement a second wave of privatisation. This time, the best Slovenian enterprises will be subject to privatisation because they are more suitable for dispersed privatisation and ownership by financial investors than the 1350 companies privatised in the first wave. The domestic non-transparent consolidation of ownership at low prices must be replaced with a process that will be open to international participation. We suggest a set of measures for the transparent and gradual withdrawal of the State from the economy, so that the State (KAD – Capital Corporation and SOD – Slovene Compensation Corporation) will no longer be involved in active management of companies, as well as various models of privatisation of companies in direct state ownership.  In order to make the withdrawal of the State from the economy more effective, we suggest a package of measures for increased efficiency of the financial system, and in addition to this, a package of measures for more efficient operation of the capital market.
8. For effective financing of future development priorities, we suggest a reduction in general government spending by two percentage points by 2008 (and an additional two percentage points by 2012), as well as the restructuring of public expenditure. Parallel to this, we propose measures for improving administrative efficiency and absorption capacity for drawing EU funds, along with measures for the more effective use of these funds. Concerning administrative efficiency, we propose a centralised management of structural funds, which allows better follow-up of structural policy effects in addition to faster detection of capacity (or incapacity) for drawing funds on the level of individual programmes at individual ministries, and at the same time, a faster reallocation of funds to areas where drawing capacity is more effective. With the intention of ensuring a more effective use of EU development funds in Slovenia, we suggest that all projects eligible for the Cohesion Fund (CF) be large projects and that the co-financing budget drawn from the EU structural funds (ERDF and ESF) be determined with a ratio that favours large projects. 

9. In order to establish a more efficient and cost-effective State, while reducing fiscal expenditure by two percentage points by 2008 and restructuring public expenditure, we propose to set up central registers for entitlements to public funds, a one-stop office for determination and exercise of social rights, a central real estate register, and to link certain institutions (such as customs and tax administration). For monitoring the financial effects of proposed legislation (in various areas: e.g. taxes, retirement, social benefits, healthcare and labour market), we propose that a microsimulation model be set up.
10. To narrow the gap between the needs of the State for investment in infrastructure and the available traditional financial sources, we suggest that additional private capital be engaged in the form of a public-private partnership. We propose that certain legislative amendments be made so as to stimulate (and no longer suppress) the business interest of private capital in financing infrastructure projects.
11. To improve the efficiency of public utilities, we propose measures for liberalisation and competitiveness of these services, which include the market restructuring of the electrical energy sector, competitive supply to final energy consumers, using the public communication structure in all public utilities, and competitive transport and logistic services. 

Why reforms? (more)
Transition inertia
During the transition period, Slovenia succeeded in considerably reducing its lagging behind the EU average, especially in the economic development area. During the transition period it maintained high and stable economic growth. Between 1993 and 2003, the average rate of real economic growth amounted to 3.8 percent. Although not the highest, this growth was the most stable among all countries in transition and was achieved without any macroeconomic and social instability. However, the nature of this growth indicates that it will not be possible to maintain it without radical structural reforms.
Limits to continued gradualism
During recent years and along with a deterioration of circumstances in the main economic partner states, Slovenia's economic growth decelerated due to the slow restructuring of the economy and weak development policy. Slovenia is no longer the new Member State which used to be the fastest in reducing its developmental lag behind the EU.  The slow restructuring of the economy manifests itself in modest innovation ability, poor entrepreneurial activity, maintenance of a high proportion of labour-intensive industry, low-tech exports, slow growth of market services and financial intermediation, and an ineffective non-tradable sector of the economy. All of this diminishes the possibilities for faster economic growth and development of companies. 

The slow restructuring to date results from the prevailing gradualist approach and has reached the point in Slovenia where the developmental costs of gradualism are greater than the benefits. This means that we need a breakthrough in the area of structural reform of the welfare state and an active policy of global competitiveness which can stimulate entrepreneurship and the restructuring of companies. This, in turn, requires more radical development reforms, the kind that will resolve the main developmental problems and overcome resistance to faster social change.
Dramatic decline in competitiveness
As a result of these slow changes, Slovenia has begun to lose its global competitiveness. Some other countries in transition, particularly those that have carried out bolder and more thorough structural reforms, are catching up with us and are even overtaking us in specific fields.  Even the most recent IMD analysis (2005) showed a steep decline in the global competitiveness of the Slovene economy. According to this analysis, Slovenia fell during the 2002-2005 period from 35th to 52nd place among 60 countries in the sample. In merely four years, Slovenia dropped from the world average position among other countries in terms of the competitiveness of its economy to the very tail end of the list. This trend of steep decline in global competitiveness of the Slovene economy can be traced to the fact that the developmental climate in Slovenia is not adequate for achieving the so-called Lisbon goals, i.e. investment in research and development, innovation, employment of a highly educated labour force and restructuring the economy towards more technologically intensive production with higher added value. The IMD survey, involving managers of 100 representative Slovene companies, shows that the main comparative disadvantages of Slovenia in terms of the developmental climate are primarily in the tax system, the modest allocation of resources for research and development, a closed national culture and the low professional abilities of Slovene engineers.
Corporatist rigidity
Slovenia has so far been developing as a corporatist society, this being a predominant model in the continental part of Europe. This means that public systems of the welfare state are primarily responsible for the welfare of the citizens; within these systems, traditional social partners (employers and trade unions) cooperate actively, but companies and individuals less so. 

With successful economic development during the transition period, Slovenia managed to maintain a relatively favourable level of social development and, according to numerous indicators, it reaches the average EU-15 level. The degree of poverty risk has been diminishing, measured wage inequality has not been increasing, unemployment is lower than the EU average, and regional differences have been growing at a considerably slower pace than in the majority of other transition countries. Along with all of the above, life expectancy has been increasing and infant mortality decreasing.  However, the price paid for such results was high, because social stability was often achieved by the irrational subsidising of less productive parts of the economy and by developing a non-transparent system of social benefits. 

Challenges of a long-lived society
During the forthcoming decade, Slovenia will increasingly feel the economic and social challenges posed by the changing demographic structure, low level of fertility and by the increasingly longer-lived society. This leads to ever greater public expenditure (as a share of GDP) for pensions and healthcare services. Next to the modest and even falling international competitiveness of the Slovene economy, this will create, in mid-range terms, an increasingly more difficult budgetary situation and considerably reduced possibilities for development promoted by the State. Negative demographic trends, an ageing population and unadapted social models could endanger, on a long-term basis, the previously achieved level of social welfare among the population.
This means that the current model of intergenerational solidarity has become an ever greater burden on the active population. We can add to this the short-term problem caused by insufficiently targeted social benefits. The solution can therefore be found in the reform of social systems towards clearly defined, restricted and activity-promoting universal public programmes of social security which should be based on the greater responsibility of individuals. 

Bureaucratisation of the business environment and inefficient State
The Slovene economy is over-regulated, and the bureaucratised business environment restricts the development of enterprises. Another restriction factor in this framework is space management by the public sector which is not adapted to the dynamic demands of the market economy. The existing market economy and bureaucratic State have therefore turned increasingly more into a source of old developmental traps rather than becoming a source of developmental potential and opportunity. 

We need a trim country, able to satisfy with equal efficiency social needs at a lower cost of operation and with lesser tax burdens. People must give up the conviction that only the State can provide a safe economic and social future. Thus the future solution to this is a better distribution of responsibility among the State, enterprises and individuals, where the State is just one of the partners in ensuring social security.  Better partnership between private and public sectors, the State, the market and the civil society must provide a better-balanced share of responsibility for the welfare of people, and consequently, greater social justice. 

How can the reforms be implemented? (more)
Slovenia must improve the economic development, the gradual approach to reform and the neocorporativist regulation of society of the past with a new developmental model.

Instead of the prior gradual approach, we need a drastic reformist push in the direction of the increased competitiveness and sustainable development of Slovenia. We should therefore change our current model of the economic system and welfare state, and establish different democratic mechanisms of mutual accord about our shared responsibility for common development. The new political and economic vision of Slovenia takes the shape of a developmental model which will combine a more liberal market economy with a more economically effective and flexible social partnership state. 
	Development model to date
	
	New development paradigm

	Regulation and bureaucratisation of markets
	
	Deregulation and liberalisation of markets

	Restrictive entrepreneurial environment
	
	Promoting the establishment and growth of enterprises

	Relatively closed financial markets
	
	Openess of financial markets and competition

	State-corporatist ownership structure
	
	Privatised economic sector with actual owners

	Inadequate flexibility of labour market
	
	Greater flexibility of labour market

	Collective systems of social security
	
	Individual needs and responsibilities

	Corporativism of big social partners
	
	Open and wide partnership cooperation

	Bureaucratic-hierarchical system of public administration
	
	Decentralisation and public private partnership

	Emphasis on macro-economic and social balance
	
	Emphasis on sustainable development based on structural reforms and greater social dynamics


Even though some of the proposed measures can be implemented immediately and would bring results regardless of whether other measures are being or have been implemented, their main body represents a consistent whole, considering that the implementation of certain measures requires supporting measures to be implemented in other areas. Effective market operation can only be assured through combined activities of the actual privatisation of Slovene companies, deregulation and liberalisation of the market, reduced administrative and financial obstacles to the development of entrepreneurship and effective incentives for faster development of small and medium-size companies. For social sustainability reasons, comprehensive tax reform must be linked to measures concerning social transfers and the labour market, but its implementation will simultaneously become an important generator of developmental changes in addition to setting off other urgent structural reforms and changes in the behaviour of economic players. In this respect, the reforms are intentionally bold, but due to the Slovene tradition of using a step-by-step approach, they may also appear radical. However, this does not mean that we cannot afford to take sufficient time for preparing them and for taking into consideration all possible simulations of relevant effects when shaping individual solutions.
The state administration must be trained for the implementation of reforms. The first step is to inform all civil servants about the goals of the reforms and the measures that are required. Target-oriented training is required for measures within the competence of individual offices or units, and for senior civil servants. In addition to the committee with the afore-mentioned mandate, reform should also be monitored by a wider network of persons from political circles, state administration, expert organisations and civil society organisations. In order to implement reform, expert and information instruments and effective public relations service are required. 

A frequent issue in discussions of Slovenia’s development model is the question about whose example we should follow. In our proposals, we did not use a single model, but tried to find the best European practices in individual fields and combine them into a cohesive whole that will be best suited to the Slovenian environment and to developmental challenges. In terms of the welfare state and labour market, we modelled ourselves on some developed countries (Denmark, The Netherlands) which excel in having a high level of employment and flexible security. With regards to the effective economic sector and state regulation, we modelled ourselves primarily on states with the most liberal market economies and economy-friendliest regulations among the initial EU-15 Member States (e.g. Great Britain). In knowledge application, we used the model of the most technologically advanced countries with the greatest investment in knowledge (Finland, Sweden, Ireland). In the enhancement of technological development and its financing, we modelled ourselves on Finland. As far as the new EU Member States are concerned, we sought examples of countries that showed resoluteness and simplification in their reform concept, although we place a greater emphasis on social partnership and societal consent. 

Social Sustainability Of Reforms (more)
The reforms are not based on redistribution but rather on increasing value. They are conceived in such a way as to improve the competitiveness of the Slovene economy and its growth, and promote employment. Employment, in and of itself, reduces social exclusion and increases social security. At the same time, the reforms are designed to avoid worsening the social situation of lower income groups. This is our basic criterion for social sustainability of the reforms. Regarding tax reform, social sustainability is provided by a higher level of general tax relief than the existing one, fairer child dependence relief (which will no longer be higher for people with higher incomes), and by harmonising general tax relief with a possible increase of the cost of living after the initiation of the single VAT. In the labour market domain, this goal is ensured by a set of measures which will facilitate job searches for the unemployed or for those who are not active, and by maintaining and developing their work abilities and experience.  In the domain of education, the goal will be reached by strengthening the scholarship fund and delaying school tuition payments, which have a built-in social corrective mechanism. As far as social transfers are concerned, the same goal will be reached by a simplification and better accessibility of the system and by maintaining the same protection of the most vulnerable groups.
The reforms naturally bring changes to many areas. Such changes can be quite unpleasant, particularly for those who have so far enjoyed relative security, e.g. when operating under the "soft budgetary restrictions" typical of state ownership and the public sector, or if they profited from economic advantages resulting from inefficient regulations that unnecessarily limited competition. While fulfilling the condition of social sustainability, the reforms are designed so as to open new opportunities for ambitious and assertive companies, as well as for creative and independent individuals. In areas where we propose changes that could be understood as a "diminishing of rights" or various benefits, we always propose complementary measures promoting the balancing of negative by positive incentives. For example, the measures for increasing the flexibility of employers in providing employment (without going beyond regular EU options) and for stimulating the beneficiaries of social transfers to become active are accompanied by strong measures that make job searches easier and improve the employability of unemployed and inactive persons. Experiences of other countries demonstrate that the more flexible the labour market, the greater the employability rate, rather than the opposite.
Numerous measures seeming to have the potential of increasing inequalities are actually changes in those areas where social concern is only an appearance. It has thus been empirically proven that the lowered VAT benefits much more those persons with higher incomes, so we suggested that it be abolished and substituted by more effective mechanisms in terms of redistribution (such as greater general income relief). An overly rigid protection of work posts is not only a hindrance to faster growth of employment, but also discriminatory to the unemployed who seek work or to those who are also willing to accept temporary work, or those who wish to be in a liberal profession but are driven out of it. Something similar applies to tax privileges with regards to occasional employment of a part of population with reference to the remaining part. Maintaining progressive taxation, which is based on the argument of fair redistribution, actually works against this goal, because it excessively reduces the work efforts of the most productive or forces them to move into the grey economy or abroad. The system of social transfers, which in the case of certain groups of people means that they cannot increase their income through employment, actually forces these people to remain passive and consequently pushes them into social exclusion, yet at the same time it reduces the available common welfare. The higher education financing system permits great differences in payments, depending on status, and charges for various services in a non-transparent manner in addition to awarding subsidies regardless of social status or success of the study. We are therefore convinced that the proposed reforms will make it possible to establish a system that will be both more stimulating for economic growth and also fairer socially.
The issue of social inequality is particularly sensitive in Slovenia. The official data show that income inequality and poverty are on a similarly low level as in the Scandinavian and certain other formerly socialist countries. However, experience shows that inequality in terms of wealth has been enormously increased through ownership transformation processes. We therefore suggest greater taxation of assets and spending, lower taxation of income and taking into account the value of assets when deciding on social transfers. Although we have one of the lowest rates of income inequality in the EU, it is still possible that income differences may occur, at least temporarily. But these differences should be based on the contribution of individuals to development, providing that the benefits are indirectly accessible to all – and this is precisely what we want to achieve through the proposed reforms. We thus propose changes in the tax system and in the use of knowledge which will permit better remuneration and promotion of the most creative and capable individuals.  Along with ever-greater competition, taxation of passive assets, promotion of employment, and participation of employees in profits, we are thus establishing an environment in which companies will invest the results of their greater competitiveness and effectiveness into the development, employment and remuneration of the employed. So we can conclude that the reforms are not a zero-sum game aiming at redistribution, but rather a change which can benefit all of us.
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