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I ntroduction

M otivation

This PhD thess andyses the labour market adjustment issues and labour market policies during
the trangtion period with particular reference to Estonia While we apply some secondary data
from the ten Centrd and Eastern European (CEE) countries, our man emphads is on the
Egtonian labour market. Estonia was invited to take part in the first round of the EU enlargement
negotiations in 1998, it dso makes a paticularly interesting case in that it has opted a for far
more liberd free market policies than other newly independent states of the former Soviet Union.
From the standpoint of genera economic policies, we can date that Estonia has introduced
libera foreign trade, an annually balanced state budget, flat persona and corporate income taxes,
subsidy-free agriculture and a currency board sysem. The above mentioned festures are not
common in today’s economies and thus we can observe Estonian economic development as a
unique economic experiment.

In the following chapters we concentrate on the period from 1990-1997, when data is available.
We want to compare Estonian developments with those in other CEE countries and it is difficult
to find comparable data from more recent years. In the unemployment chapter we adso have
information from the period 1998-2000. This is when unemployment started to increase and we
andyse the consequences of externa shocks on the Estonian labour market.

An economy in trandtion is meant to be an economy “on the move’. In the case of the Estonian
labour market, this involves a redlocation of workers from “old” indudries such as agriculture
and manufacturing oriented to the Soviet market, and the absorption of these workers (or many
of them) into the service sector.

Andysng theories about the trangtion in the first chepter we reached the concluson that the
trangtion gspecific equilibrium (optima speed of trandformation) modd developed by Aghion
Blanchard was not gppropriate to describe changes in the Estonian labour market. However this
model is the milestone to follow up theoretical gpproaches and, recently, there have been severd
empirica papers aswell on thistopic. Therefore we treat this modd in detailed way.

Estonia empiricdly did not fit this modd in our opinion. This is the man reason why laer, in
our empirica chapters, the dementary, basc neoclassca approach (labour supply and demand)
is used in order to present changes that took place in the Estonian economy. We reach via supply
and demand, equilibrium (in our case disequilibrium) and andyse unemployment and related
policy issues.

The issue of trangtion has keen attractive for economists. According to Boeri (1999) three main
predl ctions were made about the labour marketsin transition':
Remova of date subsidies and hardening budget condraints will force many date firms to
close down, inducing large scae of shedding of |abour.
Largeinflows into unemployment of redundant workers were expected.
Unemployment would gradually be absorbed by the growth of emerging sectors, like private
firmsin trade, trangportation and other service sector industries

1 n 2 and 3 chapter we analyse general changesin labour supply and demand in greater details.
10
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If we read early 90s literature about the trangtion we can conclude, that trangtion cals for an
adaptation in our traditional research drategies. Traditiondly the purpose of economic research
was to develop a theory and then to test it on the basis of data. In the context of trangtion, this
process could be reversed sometimes. If data are inconsstent (e.g. methodical problems in data
collection) with theory, we may need to question the data before revisng the theory. Only when
an etire patern of findings is condgtent with our basic understanding of economic behaviour
we can accept that the data is reasonably accurate. And it might dso be true that such theoretical
models do not describe, with enough accuracy, rapid economic changes. In our opinion trangtion
is only a temporary date in the process of moving towards a mode of well-known and theorised
economy. This seems to be a reason why most researchers turn directly to empirical anadyses and
skip the theory part. Thisis aso areason why current andyses are empirically oriented.

Labour market issues are crucia for the trangtion process. During trangtion excess demand for
l[abour or in many cases labour hoarding was replaced with unemployment. There has been a
change from an excess job demand® economy to an excess job supply economy with
unemployment. Mobility of labour became an extremdy important issue for trangtion
economies labour markets. Not only movement from employment to unemployment and vice
versa, but dso flows between other labour market states (e.g. nonparticipation), are crucid to
explain changes in the genera labour supply. We see from our later flow andyses that dso the
job-to-job movements played a crucid role in restructuring and |abour redllocation.

It is often argued that “trandtiond unemployment has dl the characteridics of a stagnant pool
(Boeri (1994), Blanchard (1997)). Boeri (1994) argue that “labour market adjustment in
trandtion countries is hgppening without necessarily involving trangtion from employment to
unemployment and vice versa. Most employment reduction in the state sector is accommodated
by pushing workers out of the labour force rather than into unemployment. Moreover, the rapid
expandon of private sector employment does not necessarily involve large outflows from
unemployment, but direct job-to-job shifts and hiring of new entrants into the labour force”
(Boeri, pp.1, 1994). From this it can be concluded that the rise of unemployment is rather a result
of low tunover of the unemployment pool, than by lage flows from employment to
unemployment.

In the case of Edtonia, on the one hand, we observe rigid fisca policy, where tools for fiscd
policy are limited (annualy balanced date budget), and on the other, a rigid monetary policy is
implemented. The last means, that money supply is directly determined by the currency board
arangements. On the one hand, we have financidly limited socid policy and on the other a
flexible labour market with insufficient inditutional developmen.

Egtonia has opted for very low levels of unemployment benefits pensons and minimum wages.
The minimum wage is o low that it does not serve as a barier to new hires: prevailing wages
ae higher than the minimum wage. Wages are predominantly set by the employers, with a few
wage controls put into effect by the government in the public sector. There is no effective trade
union movement increesng wages, and there is no policy for subsding firms to avoid
bankruptcy or job loss.

There has not been an explosve growth in unemployment in Egtonia during trangtion (before
1999). In comparison with other Eastern Europe countries unemployment growth in Estonia has

2 In the former Soviet Union a person had an obligation to work.
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been rather moderate. One possible explanation is that flows between labour market states® have
been relaivdy high. This leads us to the following tentative concluson: massve unemployment
has been avoided by rapid changes in the economy, which has generated a high labour turnover.
Later we show that both job creation and labour trandtion has been very high in Estonia We can
compare Estonian job destruction and creation rates with those in the UK and USA, they are
higher than average in European Union and much higher than in other CEE countries. Also we
found that unemployment inflow and especidly outflow rates are very high. This enables us to
ague later, tha high flows in Esonian labour market acceerated the job redlocation and
provided a secure foundation for economic recovery and moderate unemployment rate.

Objectives

The main research purpose of this thesis is to prove the flexibility of the Estonian labour
market and to find the reasons to the rdatively low unemployment rate in the beginning of
the trandtion period. The main emphass is on micro-flexibility aspects of the labour
market, namely the jobs and workers flow analyss. Usng Estonian Labour Force Survey
data we analyse how labour mobility (flows between different states) have influenced
labour reallocation and the unemployment rate, and what categories of people were
affected by thetranstion shock in early yearsof transition.

Labour dlocation, changes in labour supply and demand, are trested with emphasis on the
Egtonian labour market and policy issues. Our interest is aso to find how much labour market
developments in Edtonia differ from those in other CEE countries and why it is so. Also we try to
group the countries and focus on the different labour market and policy problems of al 10
countriesin our sample.

The main research hypothess is that labour market flexibility is high in Estonia compared
with other CEE countries. Hexibility is a key factor of reaively fast labour redlocetion in
Egtonia. Labour redlocation and restructuring of the labour market have supported generdly
successful macroeconomic developments with rigid fiscal and monetary policy.

Other main research questions concerning this research are as follows:

To what extent theories about optima speed of transformation are able to describe changes in
labour markets of atrangtion economy?

How labour market flexibility issues are treated in literature and how flexible is the Edtonian
labour market?

How gtructura adjustments in the labour demand took place in CEE countries and in Etonia?

What are the main developmentsin labour supply in CEE countries and in Estonia?

How externa macroeconomic shocks influence the Esonian labour market and particularly
unemployment?

Why Estonian unemployment rate was one of the lowest in CEE countries in the mid 90s?

To wha extent labour market flows in Estonia are influenced by individuad characteridtics like
age, gender, ethnicity and education?

What are the main tendencies of labour policy development in CEE countries?

How Estonian labour policy corresponds to EU employment policy Strategies?

3 Here we mean unemployment, employment and non-participation
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Data

Most data used in this research is based on EStonian Labour Force survey database. The
Satigicd Office of Egtonia conducted the first labour force survey a the beginning of 1995
(ELFS 95). From 1997-1999 the survey was conducted in the 2nd quarter. Until the 2nd quarter
of 2000 the questionnaire of ELFS condsted of two pats the reference week and the
retrogpective part in which the data was collected on employment changes in the years preceding
the survey.

The advantage of retrospective data was the fact that the data was collected for a longer period.
From 1995-1999, four surveys were conducted, but the data was available for a 10 year period.

In some chapters the registered unemployment deta of the Estonian Labour Market Board are
used. Regisered unemployment numbers endble us to draw conclusons about the regiond
differences of unemployment and give us chance to compare registered vacancies with registered
unemployment.

For comparative studies between trangtion countries we used datistics from Country reports
prepared for the EU Commission. The am of these reports were to provide a background
andyss of the current gdtudion in the labour markets, in terms of employment datus, the
employment policy inditutions, employment policy ddivery mechanisms ad the connection
between vocationa education and the labour market. Reports were written for 10 candidate
countries. Bulgaria, the Czech Republic, Estonia, Hungary, Lavia Lithuania, Poland, Romania,
the Sovak Republic and Slovenia

And finally comparison labour market data from ILO website and Eurostat were also used.

Structureof thesis

This thess are organised in the following way. The first chapter gives a brief overview of the
theoretical background of trandtion issues. Fird, two main drategies are observed: shock versus
gradudist reforms. This debate is centred on different opinions regarding the speed and
sequencing of reforms. Next the modd of optima speed of transformation developed by Aghion
and Blanchard is andysed. We treat issues like redlocation, redructuring and equilibrium
according to ther modd. We assume that one of ther man conclusons that fast restructuring
may lead to a rgpid increase in unemployment is not substantid in the case of Etonia Despite of
the fact that we concluded that this modd is not very reevant in the case of Etonian economy, it
has great influence on later literature concerning optima speed of transformation.

At the end of the chapter we pay attention to different viewpoints to labour market flexibility.
Three aspects of flexibility are andysed: flows, trade unions and labour regulations. We assume
that flexibility is the key concept in the understanding of the labour market development in
trangtion. This issue is widdy discussed in literature and there are a very few papers dedling
with job redlocation and the flow andyss of Estonian labour market. The fifth chapter will dedl
with these issuesin greater detall.

In the second chepter the labour demand issues are scrutinised. We dart with a generd
decription of macroeconomic  developments in Estonia during the 90s. Then we observe
changes in labour demand and the dynamics of labour alocation. Next the different aspects of
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employment ae andysed like employment in the private sector, sdf-employment, gender
aspects in employment changes and wages. Using country reports of employment and labour
policy from 10 candidate countries we compare and group various trandtion economies
according the level of trandtion and labour market characteristics.

The purpose of this chepter is to define the initid conditions of the EStonian economy for the
later labour market andysis. If we look a labour satigtics and literature concerning Estonia (see
for example Hdtiwanger and Vodopivec, 1998 or Faggio and Konings, 1999) then we can see
that Estonian developments have been unlike those of other CEECs. We assume that reason for
this is that there was a different sarting position of Estonian economy in the early nineties. Only
the two other Bdtic States had a Smilar economic background to Estonia A smilar background
means full integration with the former Soviet Union economy and a very stegp output decline in
ealy nineties. But in spite of that the further development of dl three Bdtic States has been
somewhat different. Therefore we try later in our anayss to identify these aspects, which make
Estonian labour market developments different from those in other CEE countries. We can even
speak about the EStonian labour market being a specid case. This means rddivey low
unemployment at the beginning of trangtion and arapid change in labour redlocation.

We assume that the labour dlocation rate has been very high in Estonia One explanation to
moderate unemployment increese could be high wage flexibility and high job creation and
dedtructions. Unfortunately we can use only the labour survey data and this is the reason why
this chapter is titled as some aspects of labour demand. To support our hypothesis about job
creation and wage flexibility we make conclusions from previous research papers’.

Following the demand and supply agpproach the next chapter will ded with labour supply issues.
The am of this chapter is to describe generd changes in labour supply using descriptive dtetigtics
of Estonian labour force surveys. We gart with a description of Estonian Labour Force Survey.
This is one of the best labour market datasets for trangtion economies, with large retrospective
sections.

One explanation for moderate unemployment rate was, in our opinion, a generd dedine of
population. Also we examine differences in participation rates using different education, gender
and age groups.

Although average unemployment rate in Edonia was not very high we ill see big regiond
digoaities in labour market. These regiond differences are connected with low mobility of
people and language problems. Unfortunatedly the nonEdonian population is in  largdy
concentrated in one area — the Northeast of Estonia, which has suffered most in the course of
restructuring of the economy. Also there are language and culturd barriers for non-Estonians and
therefore it is difficult for them to move to other locations.

In the third chapter we briefly examine educetion issues as well, and one of the biggest problem
for the Egsonian labour market is definitdy the skills mismaich. The share of the persons with
vocaiond educetion is relativey high but a the same time unemployment is dso high among
graduates from vocationa schools. Here we see one of the mgor problems for our labour and
education policy - low credibility of vocationd education and low leve of teaching.

* General macroeconomic developments support indirectly our conclusions about |abour demand
14
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The fourth chapter examines unemployment issues. Different aspects of unemployment are
obsarved in this chepter, like unemployment dynamics in CEE countries long term
unemployment  issues; unemployment by age groups and gender and by educationd atainment;
regiond differences of unemployment in CEE countries, unemployment of nationa minorities
and dructurd unemployment. Briefly the problems of hidden unemployment are anaysed aso.
In the last part of the chapter study influence of macroeconomic shocks on the labour market and
we present some empirica evidence from Russan financid crises to Estonian unemployment.

The man objective of this chapter is to andyse unemployment in EStonia and other trangtion
countries. We compare different sources of labour datistics and unemployment dynamics in
other CEE countries. Here we can see again that Estonia is characterised by some extreme cases,
like increesng long-term unemployment, declining regionad digparities and has the lowest
registered/ILO unemployment ratio among other CEECs.

Also we andyse labour turnover and we assume that this might be high because of our generd
assumption about high labour maohility.

Andysing different aspect of unemployment we examine ethnic, educational and age dructure of
the unemployed. One of our hypotheses for moderate unemployment growth in early trangtion is
connected with Russan minorities in the labour market. Andysng unemployment and labour
policy data we assume that Non- Estonians were suffering more in terms of unemployment.

In this chapter we briefly examine hidden unemployment issues in Egtonia referring recently
published paper. We assume that hidden unemployment will increase in the course of trangtion,
and that two different sub-groups of hidden unemployment (discourages and underemployed)
have different factors influencing them.

In 1998 the Egtonian economy was affected by the Russan financid collapse. From the second
part of 1999 the economy had adready started to recover and the recovery continued during 2000.
The expected red GDP growth rate for 2000 is around 6.5%. At the same time labour market
indicators did not showed any improvement at the beginning of 2000. We believe that one reason
for this is on account of technologicd changes that took place during the restructuring of
enterprises affected by the Russan criss. Unfortunately we can use only labour supply side data
This means we can only indirectly test our assumption. In the last section of this paper we
andyse the effect of macroeconomic shocks on unemployment. We use Estonian data and try to
define which groups are most affected by generd economic decline caused by externad shocks.
We assume that people with lower education and lower job postion (blue collar workers)
auffered more when we consider the rise in inflows to unemployment. This could be interpreted
as evidence that employers subdtitute less productive workers with more productive technologies
and fire the less productive workers. In unemployment terms this assumption means that part of
cydica unemployment can become structurd.

The fifth chapter presents the results of flow andyds in the Edonian labour market. In
conjunction with the andyds of dock data on unemployment and employment, gross flow
andyds gives some important ingghts into the nature of the sructurd changes in the Edtonian
labour market. In order to andyse the flow probabilities the individud probabilities of trandtion
between different labour market states as a function of persond characterigtics and firm specific
characteridics usng multinomia logit regresson were cdculated. The man purpose was to
andyse how individud characterigics and some firm's size and industry related characterigtics
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influence the trangtion probabilities from one labour market date to another. Firs, we present
data description and methodology how gross flows are cadculated and the last second part
presents the empirical results.

The absolute number of unemployed persons or the unemployment rete is only indicators of the
gock of unemployment. The dynamics of unemployment are cgptured by inflows and outflows
to and from the various labour market states. In order to clarify the importance of duration of
unemployment the stock of unemployment can be thought as the difference between the inflows
into unemployment and the outflows out of it. It follows that the same unemployment rate in one
country means that there are high inflow and outflow rates indicating the high turnover of the
unemployment pool. In the other countries the inflow and outflow rates can be low indicaing
that the probability of becoming unemployed is not high, but once it happens, it is very difficult
to get out of unemployment. Low outflow rates from unemployment and the high duraion of
unemployment as a consequence are seen as the main explandion of the high unemployment rate
in Europe by many authors (see for instance Adnett (1997), Smith (1994), Boeri et a (1995)).
Although the recent rise in European Union unemployment is adso explained by the rise in the
flows from employment to unemployment (EU) and vice versa (Schmidt, 1999).

According to Estonian Labour Force Survey data, ILO unemployment was 7.6 % in 1994. Why
has Estonian unemployment growth been rdatively moderate at the early years of trangtion?
One possble explanation investigated in this chapter is that flows between labour market States
have been rdatively high. Workers flows in Estonia were rdaivey high aso compared with
other CEE countries (except the Czech Republic) a the beginning of trangtion and this has
minimised the high incidence of long term unemployment and kept the generd unemployment
rale growth & a moderate level. Later, during the trandtion period, with labour market
inditutional developments and declining flexibility the labour mobility between labour dates
decreased.

One hypothess tested in this paper is dso the fact that in the case of job losses femades move
mostly to non-participation and maes to unemployment.

Also we think that work experience (measured by age) has less influence on the labour market
mobility than human capitd during the early years of trangtion.

These hypothesis shoud be tested using different datisticd methods. In order to andyse the
flow probabilities the individud probabilities of trandtion between different labour market Seates
as a function of persona charecteristics and firm-gpecific characteristics usng multinomia logit
regresson were caculated. We chose three points in time, 1989, pre-reform, 1994, the early
period of trangtion and 1998, as later trandtion year. At the beginning we caculated regressons
for dl three years but the regresson results for 1989 were in most cases ddidicaly
insgnificant, so we left these results out. Findly we compare the results of 1994 and 1998.

The last chapter dedls with labour policy issues. Prior to the start of economic trangtion, only
two trangtion countries had a system of income support for the unemployed. In 1989-1991, most
countries in the CEE adopted comprehensive regulations encompassing not only the provison of
income support for the unemployed, but aso the implementation by a decentrdised state
adminidrations of a series of active labour programmes, ranging from traning for the
unemployed to subsidised employment schemes and public work programmes. These changes
ae andysed in the fird pat of chapter 6. Next we examine the labour policy of the CEE
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countries in the framework of four "pillars’ of the European Union (EU) labour policy and ded
with EU enlargement and its implications on CEEC' s labour markets.

While mogt of the CEE countries introduced eaning related unemployment benefit system,
Edtonia introduced a flat unemployment benefit. This and other policy measures that Edtonia
introduced a the beginning of trangtion lead us to the hypothess that the man reason for
relatively low unemployment increases could be a limited labour policy. This assumption is
based the fact that the Czech Republic has very smilar unemployment pettern in the nineties and
Czech labour palicy has been very limited as well measured in GDP expenditure,

Egtonia has followed a right wing economic policy snce gaining independence. Labour policy
issues were not so important compared with monetary and fiscad policy issues. We demondtrate
in the second chapter that fiscd and monetary policy was very tight in Estonia This Studion is
badanced with very flexible labour policy. Why did unemployed people not vote for new more
left wing government? One explanation could be that a redively large pat of the unemployed
(non-Estonian citizens) had no right to vote in parliament eections.

Findly, we examine labour policy devdopment in the CEECs in the framework of EU labour
policy options and potentiad problems connected with EU enlargement. We assume that Estonia
IS not quite ready to join EU at this stage of development. In average European understandings
about the role and importance of the socid policy, and particularly about labour policy in
conflict with Estonian Government policy. Therefore we probably need a longer trandtion time
in some socid policy issues At the end of the chapter we make conclusons and offer
recommendations.
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1. Economics of Transition: labour market equilibrium and flexibility issues
1.1. Introduction: Shock versus Gradualism

The trangtion process in Centrd and Eastern Europe has been closdy scrutinised by western
Economigts for over 10 years. Trangtion from a command economy to a market economy is a
unique process and economic theory has little to say about how this process of inditutiond
change should take place. Standard economics has been limited to sudy of alocation
equilibium  within a gven sysem. Whatever sysems were sudied, they aways assumed
gability. Furthermore, standard economics has been limited to datic systems. Consequently, the
process of transformation from one system to another has been explored (Pelikan, 1993, p.67)

There is in exigence a growing literature trying to explan dructurd changes in a trangtion
economy. In particular, the debate between the Big Bang (shock thergpy) approach versus
gradudism has dominated discusson over drategies in the initid phase of transformation. The
recommendations for “big bang” come from the literature on macroeconomic sabilisation and
credibility. It is now generdly agreed that dabilisation is best achieved through shock therapy
(Sargent, 1986). Radicdism in dtabilisation policy is an important way for genuine reformers to
signd their commitment in order to become credible® Introducing partia reforms would
eiminate ther pogtive effects and disorganise the economy. Therefore dl dements rdevant to
the market economy should be introduced smultaneoudy in a comprehensve way. Lipton and
Sachs (1990) argued that new governments should use their état de gréace to implement painful
reforms in one stroke. Adund, Boone and Johnson (1996) also pointed out that rgpid reformers
have done rdativedy wdl. They found that the empiricd evidence based upon macro Saidics
like output growth, inflation and unemployment does not support the view that gradud reformers
have performed better.

Gradudism has been labeled by its opponents as the dow pace of reform. But this is not
necessarily the case. Advocates of gradualism have focused on the possble advantages of an
gppropriate sequencing of reforms and have pointed to the costs arisng from reforms carried out
in the wrong order (Roland, 1997).

Dewatripont and Roland (1995) argued in their paper that gradudist reform packages have
gengdly higher ex ante feashility and can thus dart earlier. Sequencing of reforms may create
condituencies for continuing reforms and increase ex post irrevershility of enacted reforms.
They present a modd of trangtion that has uncertain outcomes and in which the government
chooses the speed and sequencing of reforms. The modd alows for two possible interpretations
of government behaviour. Fird, the government may be a socd planner facing an optimd
decison making problem where the outcome is uncertain. Second, it may be a reform-minded
government committed to reform for ideologicd or other reasons that faces condraints of
politicd acceptability a each period in time. The authors conclude that, in the presence of large-
scde reforms, graduaism increases the political acceptability of reforms. ...”Moreover it alows
condituencies to be built favouring further reforms. correct sequencing of reforms uses the
“aweet bill” of promisng results in early reforms to gan acceptance of the “bitter bill” of later
reforms, taking drategic advantage of the complementarity of reforms push entire reform
package through the political process...” (Dewatripont and Roland, 1995, p.1218).

® Seealso Vickers, 1986, Rodrik, 1989, Murfy et al, 1992.
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Later Katz and Owen (2000), using Dewatripont and Roland’s model showed that their case for
gradudism was oversated and sometimes incorrect. Katz and Owen clamed that their mode
might be viewed as lending strong support to the big bang strategy. Their gpproach confirms the
result of other modes, that the particulars of the country are important, and that the speed and
order in which reforms are introduced must be chosen on a case-by-case basis (Katz and Owen,
2000).

Neverthdess, if one wants to make a didinction between the key eements of transformation, the
diginction between two different drategies (Big bang versus gradudism) meke sense. This
debate is centred on different opinions regarding the speed and sequencing of reforms. Some
were of the opinion that the speed of the transformation process was the single most important
indicator of success of governmenta policies in relation to their economies in trangtion. Other
riposted that market reform of these economies was not objectives themsdves and that
economic growth should be the goa of the transformation process (Dorenbos, 1999).

In generd, both gpproaches am a a broad category of policy actions. Namely, macroeconomic
dabilisttion, price liberdisation, privatisation and inditutional reform. Due to different
economic and politicd gStuations every podt-socidist country requires specific package of policy
measures. For example, in Estonia this package included currency reform what established a
national currency, Eesti kroon, based on a Currency Board system, rapid price liberaisation,
tight wage controls and a severe cuts in subsdies (no subsidies for agriculture). Estonia dso
introduced liberd trade policy (no tariffs) and aflat persona income tax rate.

In contrast, Hungary took a much more conserveive (gradud) path, seeking to maintain the
purchasing power of the population, in order to avoid rapid decline in aggregate demand. For
Hungary sgnificant steps had dready been taken in the 1980s, which patly explans why
Hungary opted for a gradual approach (Koves, 1992)

Some authors bdieve that “shock thergpy versus gradudism” is a fdse dichotomy and an
unhelpful way of presenting the issues. Some things can and should be done quickly, other takes
longer. Building new inditutions and economic redructuring are time- and resource-intensve
proceses. If a process takes time it is important to Start it quickly. Where politicd and
adminigrative structures have broken down, then gradudism may damply be a euphemism for
the prolongation of uncertainty and dress. Therefore most important for reforms is the darting
point (Stern, 1996).

In the next section we present an overview of one of the most comprehensive models devel oped
initidly by Aghion and Blanchard (1994) and later modified by Blanchard (1997). In their modd
the generd equilibrium modd and the speed of trangtion is presented. The modd was chosen
because the key factor in their modd is the [abour market.

1.2. Aghion-Blanchard model

The backbone of the literature on optima speed of trangtion is the paper by Aghion and
Blanchard (1994). Aghion and Blanchard (AB) found that countries, which had a large initid
shock and thus a large increase in unemploymert, are likely to restructure more dowly. From
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their modd we can conclude that graduaism in implementing reforms is the better policy choice.
According to AB the trangtion was shgped by two main mechanisms. One he caled redlocation
and the other restructuring.

The main questions they addressed in the redlocation case were as follows: Why was there such
a collapse of date firms in mogt of the trandtion countries and why private sector growth was not
fagt enough?

Redtructuring played aso an important role in the recovery process. Is it true that the reasons
why output growth since the start of the recovery has been associated primarily with an increase
in productivity rather than with the decreese of in unemployment. According to Aghion and
Blanchard there was an important interaction between growth and unemployment. Faster
resructuring can lead to higher unemployment. Higher unemployment can in turn dow down
restructuring.

Let us suppose that we have two sectors, the state sector producing mediocre goods and the
private sector producing better goods. During trangtion the share of private producers will
increese. Under what circumstances will redlocation of resources, labour and capitd lead to a
period of output decline and higher unemployment?

AB use the two sector modd, which is closdly related two Smilar two sectors model describing
trade liberalisation effects (Neary, 1982).
Severa assumptions are made:

two sector goods are produces according to identical constant returns production function
the two goods to be perfect subgtitutes, up to the quality differentias
during the pre-transition period, most goods were state goods.

For amplicity it was aso assumed that redlocation of resources was sustained through a
combination of subgdies to date firms and taxes on private firms. Equilibrium of pre-trandtion
period is characterised in the figure 1.1.

Figure 1.1. Production in the state and the private sector pre-transition

Real wage

State employment, Ng Private employment, Ng
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Source: Blanchard, 1997

The demand to labour in the dtate sector is SS and the demand to labour in the private sector is
PP. We assume that initia equilibrium is at point A where there is no unemployment.

Next AB assume that subsdies are removed. The equilibrium after removd of subgdies is
characterised in Figure 1.2. The dimination of subddies shifts the labour demand from SS to
SS. Labour demand in the private sector is not affected, so PP remans unchanged.
Unemployment will increese from 0 to U and if red wages do not decline unemployment will
increese. As far as output in the date sector will decline and in private sector output is
unchanged, the total output will decline as well. According to AB the remova of subsdies leads
to a decrease in the after subsdy margind product of capitd in the Sate sector and thus to capita
decrease over time. Given tha factor prices determine the capital-labour ratio and that factor
prices are fixed by assumption here, capitd decumulation implies a proportiond decrease in dae
employment over time. Since there is no change in the margind product of cgpita in the private
sector, there is no change in capitd accumulation and thus no change in private employment
over time. In this extreme case, totd employment keeps decreasng until the date sector has
disappeared, and the unemployment rate is equa to state employment pre-trangtion.

Figure 1.2. Effects of removing subsidies

Real wage

State employment, N Private employment, N

Source: Blanchard, 1997

Aghion and Blanchard aso show that there are two wesk argumentsin their modd.

Real wages do not decline. In order to prove this, AB compares product wages (nominal wages
divided by GDP deflator) and consumption wages (nomind wages divided by CPl). As
empirical data of five sdected CEECs show the product wages have increased in four out of five
countries under observatior®.

® In the case of Estoniawe can observe similar trends both for consumption wages and product wages (See the
figure in appendix).
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The second point was, that the trangtion is consdered here as remova of subsdies only, rather
than remova of taxes and other redtrictions from private firms. It may be true that the PP curve
can shift to right as well. Aghion and Blanchard argue that the trandtion was associated with the
eimination of regtrictions on private firms but net effect on employment was till negative.

The literature concerning the optima speed of trandformation did not predict a great decline in
output as happened in the CEE countries. According to Boeri (2000), there was no reason to
believe, tha the trangtion from a less efficient to a more efficient production sysem should have
caused a dramatic decline in output. Also from an empiricd standpoint, labour and capita
redlocation cogts involved by structura change could not be expected to generate output |osses.
The most ingenious interpretation was provided by Blanchard and Kremer (1997). This was
connected with a term they cdled disorganization. The trandtion destroyed the centraly
organised planned economy and that caused some output decline. During the planned economy
the production in the state sector was organised around bilateral relations between date firms
Typicdly firms had or knew of only one supplier for each input and one of buyer for each
output. Such a sructure can easly lead to large disruptions in production: if for any reasons, this
supplier does not ddiver, the production may come to a hdt. During the pre-trandtion period a
centrd planning adminigretive body co-ordinated these relations and with the disgppearance of
the planned economy this co-ordination disappeared as well. The result was a set of disruptions
in production and trade, or what AB cadled “disorganisation’. There are theorists who dress
reorganisstion more that disorganisation. The main idea of these theories is, that the systematic
changes make much of the existing stock of information obsolete. Rebuilding a new, appropriate
gock, will teke time, and during that time, output will decline (Atkeson, Kehoe, 1997).
Disorganisation could be one explanation of fast trade reorientation in most CEEC countries.

Another explanation of disorganisation was presented by Roland and Verdier (1999). They focus
on the role of search frictions created from the dedre to find new patners in the chan
production. The outsde option is endogenous in a model of two sSded search and matching. In
the long run more efficient opportunities are avalable to dl. Suppliers and buyers will maintain
exiging links until one of them finds a better match. Search by many “faled” buyers creates
congestion and reduces the quality of matches in the short run. The fal in output is not generated
by a breskdown of suppliers buyers rdationships that existed in the planning sysem but are due
to the assumption that investments will not start undertake production until a long term partner is
found. No investments take place during the search.

Aggregate output in the years dfter liberdisation contracts due to a fdl in investment demand
and the falure to replace obsolete physcd capitd. In this mode output contraction is followed
by output expansion reaching higher levels of output compared with the pre-transition period.

However, disorganisation arguments were reviewed by Boeri (2000). He clamed that the
disorientation argument was vdid only for the initid stages of trangtion. Also he argued that two
basc assumptions of the BA aguments have not found enough empiricd evidence. These two
assumptions are: the presence of Leontief-type technology and market specificity of inputs
required by the firms inherited from the previous regime. According to Boeri, the last
assumption sounds especidly unredlistic for firms which were frequently subject, under the
previous system, to input shortages and in a context where production was ill largely concerned
homogeneous goods with inputs which were much less specific or specidised than in market
economies. (Boeri, 2000)



Some recent surveys have shown that new firms, producing new products, have problems in
securing domesticaly an adequate provison of intermediate goods and often have used imported
inputs. (Koenings and Walsh, 1999)

Koenings and Wadsh used enterprise levd data from Ukraine. They used the proxy for
complexity in production, the number of products a firm produces, for measuring increasng
inefficiencies in the exising production links or disorganistion of the nature in Blanchad and
Kremer (1997). Also they measured disorganisation as a lack of investment in new equipment,
which is an empiricd proxy for cgoturing maching inefficiencies between suppliers and buyers
in production, as outlined in Roland and Verdier. Their evidence show that disorganisstion on
the supply sde has condrained the ability of traditiona firms to reach firg best outcomes in
employment and productivity during the trangtion process. In contrast, they found, tha
disorganisation plays no role in the determination of productivity and employment growth in de
novo' firms This may result from the presence of left censoring in their de novo sample.
Disorganisation may have acted as a barier to entry in some firms in certain sectors but actua
entrants are likely to make efficent supply matches. In addition, de novo firms by ther naure
have limited restructuring and redlocation cost and hence disorganisation does not gppear to
affect their ex-post performance. (Koenings and Walsh, 1997)

One, more generd problem with privatisation and a two sector model is presented by Jackmann
and Pauna They ague tha it is mideading to identify labour market redlocation with
development of private ownership. Employment in the private sector can grow smply because
enterprises are privatised with no change in any worker’'s place of employment. Such
privetisation may raise the efficiency but, in generd, will not remove the needs to shed labour
from the formerly gate-owned manufacturing enterprises. In the context of the labour market,
restructuring is more fundamentally an issue of industrid dructure. A shift out of agriculture, for
example, is needed in mogt trangtiona economies whether or not agriculture was initidly in
date or private ownership. So they conclude that it is more sectord rather than the ownership
shift which necessitates |abour redlocation (Jackmann and Pauna, 1997).

Severd empirica papers have found that the ownership of a firm did not discriminate between
job creation and destruction. Enterprises being in the course of privatisation did not behave very
differently from enterprises gill in date ownership, in terms of both employment and output
(Koenings, Lehmann and Shaffer, 1996; Richter and Shaffer, 1996) and employment-output
dadicities in large private firms were comparable with those observed in the units ill in date
hands (Estrin and Svejnar, 1998).

Next we provide a few comments about restructuring in the AB modd. Restructuring here means
not only changes in the dructure of ownership, but dso changes in the dructure and the
organisation of ther production. Firms must redefine their product line, close some plants which
are no longer needed and lay off workers in those plants. They must aso reduce labour hoarding.
Also they must replace most of their equipment and train/replace the managers.

AB arived a the concluson that fast restructuring may lead to a fast increase in unemployment.
High unemployment, in turn, may lead to a srong oppostion to restructuring. If managers and
workers are not compensated they may work againgt restructuring. The higher the unemployment

" Newly established private firms
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rate the stronger will be the oppostion to restructuring. They dso found that countries, which
had a large initid shock and thus a large increase in unemployment, are likely to restructure
more dowly. This may limit a further increase in unemployment, but it will dso dow down
recovery. Bulgaria is an example of a country, which had the largest initid output decline in
central Europe and later the dowest recovery.

This idea was not supported by Hdtiwanger and Vodopivec's study (1999) of EStonian data
They found that intense restructuring follows the rapid opening up of the production and labour
markets but aso shows that this can be accommodated without massve increases in
unemployment.

Equilibrium unemployment and optima speed of redructuring in AB modd could be better
understood if we analyse them graphicaly (Figure 1.3)). Private job cregtion f(U) is first upward
and then downward doping. There are two equilibrium points in this figure: low unemployment
equilibrium and high unemployment equilibrium. High unemployment eguilibrium indined to be
ungtable. When unemployment is zero, the wage is equa to the average product y, preventing
job creation. As unemployment increases, the effect that initidly dominates is the direct effect on
wage, S0 jobs in the private sector increase. As unemployment increases, the effect on taxes will
take effect, and private job creation declines.

Sating from low unemployment, private job creation is initidly podtive and increesng. But it
remans smdler than the flows into unemployment coming from restructuring; unemployment
becomes so large that adverse fiscd effects predominate. Private job creation declines, leading to
a fager increase in unemployment. Eventudly, a point C in the figure, the fiscd burden
becomes s0 large that eventudly both the new and privatised sectors become unprofitable and
close down.

Figure 1.3. Dynamics of unemployment under restructuring

s*(1-?)

a(y-x-(1-

Uo

Us=U* Uy

c

Source: Blanchard, 1997

Empiricdly it is more rdevant case that Ug is larger than U,. In that case, high unemployment
makes restructuring and privatisation unattractive to workers in gate firms and no restructuring
will teke place until private job cregtion has reduced unemployment to U,. from then on
economy trangts a U*=U, at the speed s*=f(U5,).
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The man concluson from the AB modd is tha the flow into unemployment from restructuring
is absorbed by the rate of private job creation. It dso implies that initid adjustment can lead to
an initid unemployment rate that exceeds the equilibrium rate. In this case, restructuring does
not teke place until job creation has reduced unemployment to low levels If unemployment is
high, and private creation dow, this adjusment will take time. Aghion and Blanchard argue that
this gatement fits wdl with the empiricd evidence from CEE countries. (Aghion and Blanchard,
1994, p. 317)

A number of aticles has emanated from this modd. For ingtance Castanheira and Roland (2000)
have recently developed a dynamic generad equilibrium modd where again the effect of an
excessve speed of closure dows down the growth of the new sector, however their feedback
mechanism works via the depresson of output and savings when the unemployment rateis high.

However, there are saverd wesk points in the AB modd. The man arguments which point out
the weak sides of some assumptions made by Aghion and Blanchard are asfollows:

The presence of Leontief-type technology.

The assumption that removing subsdies from date enterprises, will only lead to destruction
of public sector and therefore an increase in unemployment. Demand in private sector does
not change.

Labour supply is treated as fixed. The fixed supply argument was strongly criticised by Boeri
(1999 and if we later andyse the generd trend in labour supply we will see that empirica
data from CEE countries shows a strong decline in labour supply.

The lag argument is very common in the literature of trangtion labour markets. For ingtance
Mickiewicz and Bdl (1999) clamed that it was mostly labour demand shock that disturbed
CEEC labour markets. This may be confirmed by the fact that changes in the in employment and
redl wage ran padld in the initid phase of transformation. This corresponds to the results of the
demand shock on the basic supply and demand diagram, where the labour demand curve shifts
aong the reaively stable labour supply curve, producing the changes in wages and employment
and wages, which are going in the same direction. According to the same authors, smilar results
may be obtained via a more sophisticated bargaining modd (see for ingance Layard and Richter,
1995; Layard et al, 1991).

From the previous andyss one can draw the concluson tha theories about optimal speed of
trangtion do not explain very well the changes that took place in trangtion economies, a least
not in the Estonian case. We agree with the statement made by Katz and Owen (2000), that the
partticulars of the country are important, and that the speed and order in which reforms are
introduced must be sdected on a case-by-case bass. Hdtiwanger and Vodopivec, andysng
Estonian labour force survey data adso found that job crestion and destruction were high among
new smdl private firms. They concluded that it is not smply a maiter of redlocation of jobs
away from one type of employer to another that is critica for success. But, usng Estonian labour
market evidence, they found that labour market flexibility plays a vitd role in successul
transformation — particularly for rapid reforms asin Estonia (Haltiwanger and V odopivec, 1999).

26



02.08.2001

However, the AB modd is widdy discussed in literaiure and the number of empiricd Studies
cdculaing optima speed of trandormation is aso growing. This is the main reason why we
andysed this approach in such detail.

Our main assumption is that labour market flexibility is the key concept to speed of employment
restructuring and economic recovery. In the next section we take a closer look at labour market
flexibility issues.

1.3. Labour Market flexibility

1.3.1. Flows and flexibility

The labour market is characterised by various flows and trangtions to and from employment,
unemployment and non-participation, as well as flows of job creation and job destruction. The
standard measures used to andyse labour market dynamics — i.e. net changes in employment and
unemployment — conced an important dimenson of the functioning of the labour market: job
turnover (job creation and job destruction a the level of individua firms) and labour turnover
(movement of individuds into jobs i.e. hirings, and out of jobs i.e leaves over a particular
period of time). Consequently, andyses that focus on the labour market flows may yidd more
information about the date of the labour market than do andyss of the leves of employment
and unemployment.

High labour market flexibility, in the terms of high job credtion and destruction dlows firms to
redlocate resources to the most efficient uses and thus it may be vitd for economic growth. For
example, some dudies indicate that about haf of the productivity growth in US manufacturing
during the 1980s is accounted for by redlocation of resources from less productive to more
productive firms (Fogter, Hatiwanger and Krizan, 1998) As suggested by Aghion and Howitt
(1994), we might expect a relaionship between gross job creation, destruction and productivity
growth. Sectors that engage in restructuing destroy low productivity jobs and creste high
productivity ones. This leads to a high job turnover and an increase in labour productivity.
Therefore, a podtive corrdation between productivity growth and job turnover might be
expected. However, the high degree of job redlocation may have, in the short term, a negative
effect in terms of worker displacements and earnings losses.

Redllocation of resources, job creation and destruction issues are very important for trangtion
economies, because they show the flexibility of the labour market in the trandtion from a
planned economy to a market economy. We can adso assume that as high labour market
flexibility leads to higher economic growth, it will leads dso to a faster trangtion.

Burda and Wyplosz (1994) andlysed, in their paper, gross worker and job flows in Europe. They
found that number of workers finding new jobs (from ether unemployment or non-participation)
greaily exceeds the number of job credtion. Smilarly, the number of employment outflows
greatly exceeds job destruction. As Burda and Wyplosz note, accounting for these two
phenomena in a coherent model requires that we admit either firm heterogeneity’ (different firms

8 See al'so study of Jacobson, Lalonde and Sullivan (1993).
° Thisideais supported by Davis and Haltiwanger (1990) who found in their empirical paper that thereis

tremendous heterogeneity in establishment-level employment changes.
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are cregting and destroying jobs at the same time throughout the cycle) or worker heterogeneity
(the same firms are hiring and dismissng different workers throughout the cycle). Once we have
ether or both of these sources of heterogeneity in the modd, turnover within existing jobs and
worker mobility without spels of unemployment permit the worker flows to deviate
subgtantiadly from the job flows. This is essentidly the core of the Burdas Wyplosz's modd
(Abowd, 1994).

The modd draws a clear digdtinction between job crestion and worker redlocation, which is
related to the two types of vacancies in the mode. Employment (€) is the totd number of
workers in employment relationship. Jobs (j3€) equd employment plus unfilled jobs Vacancies
(v) can be ether unfilled jobs (j-€) or planned positions (v-(j-€)). Planned postions are Smply
the plans of an entrepreneur which, when matched with an gppropriate worker and the cepitd
outlay K, can lead to job creation The lower hdf of figure 1.4. illustrates the digtinction between
unemployment, employment and vacancies.

Figure 1.4. Statesfor workersand firmsin the model

FHrms
Jobs |
| |
unemployment employmer unfilled planned
t jobs positions
u (jobsfilled) v-fi-a)
| | '
labour force Vacancies

Source: Burda and Wyplosz, 1994, p. 1305

We conclude tha the rdations between the Burda Wyplosz modd and more conventiond
models of workers and job flows, if one restates the basis equilibrium dynamics, as the set of two
Markov trangtion matrices — one for the firms, showing the dynamics of job flows, and the other
for the workers, showing the dynamics of employment flows.

Table 1.1. Dynamics of job flows

Dedtination
origin e j—e v—(j—e)
(filled jobs) (unfilled johs) (planned jobs)
e(filled jobs) 1-9(1-d) s(1-d) d
j —e (unfilled jobs) h(q)(1-d) (1- h(@)(1-d) d
() h(a) 0 1- h(g)
(planned jobs)

Source: Abowd, 1994
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The rows indicate the origin dates filled jobs, e, unfilled jobs, j - e, and planned jobs, v-(j-€),
while the columns indicate the dedtination dates. Each row of the trangtion matrix shows the
conditional probability of movement to the dedtination dates as the function of the basc
exogenous separation rates (s and d) and the maiching function h(qg), which depends upon the
equilibrium vdue of the vacancy to unemployment retio, g. Table 1.2. shows the trangtion
matrix for workers.

Table 1.2. Dynamics of workers flows

destination
Origin e(employed) j —e(unfilled jobs)
e(employed) ‘ (1-9)(1-d) s(1-d)+d
u(unemployed) ah(a) (1 - ah(a)

Source: Abowd, 1994
The rows indicate the origin dates (employed, e, and unemployed, u), while the columns show
the dedtination states.

Equations in tables 1.1 and 1.2. represent the steady state dynamics of the BW mode. Burda and
Wyplosz present values of e and j in two following equetions:

ah(@)
d+(-d)s+gh@)

e

@D

o @
u

where j denotes both filled and unfilled jobs and e denotes employment, so e< j dways Also

note that Lis a postive function of q ; that means the tighter labour markets are, the greater the
e

stock of jobsthat are not filled at any ingtant relative to those that are.

According to Abowd (1994) BW jobs {) include both the rows and the columns corresponding
to eand | — e, even though in dl most empiricd andyses of job dedtruction only the row and the
column labelled e is consdered jobs. In the steady state dynamics, both workers and firms are
heterogeneous because, regardless of the dtate of the economy, (embodied in equilibrium vaue
of (), workers engage in both eto u and u to e flows and firms smultaneoudy cregte (v (j —€) to
€) and destroy (eor j —etov — (] —€)) jobs.

As far as heterogenety is the main topic of this modd, according to Franz (1994), the authors
miss some important aspects regarding the heterogeneity issue. The authors do not fulfil ther
promise in the introduction namey to dismiss the “representative agent” approach. More
specifically, dl trandtion rates are congtant in the model they are presenting (Franz, 1994).



A wide range of gudies of labour mobility in trangtion economies which focus ether on labour
flows from in and out of unemployment or of jobs point to the restructuring process in trangtion
process. For indance Svgnar e d (1994), in their andyss, unemployment flows, in the Czech
Republic and Sovakia, find that outflows from unemployment are explained by labour demand
factors, while inflows depend strongly on the structurd characterigtics of regions. This supports
the hypothesis that labour was shifting from unproductive to more productive uses in this time
period (Huber, 1999).

Konings et d (1996), looking at job creation and job destruction processes in Poland in the
period 1988-1991, find that most of the job creation activity took place in private and smdl firms
in the time period centred on smdl and private firms Bilsen and Koenings (1997) find that de
novo firms have been the most important in job creation in Hungary in the time period from 1991
to 1993. In more detail we observe the flow analysisin chapter 5

1.3.2.Trade unions and flexibility

Another possble gpproach to labour market flexibility is the level of labour market regulations
and the influence of trade unions. In literature the postive and negative effects of trade unions
are analysed.

Positive effect

Some analyds indicate that (a) unions power over wages may, to some extent, hinder an
economy in recovering from a recesson and (b) the greater the union’'s power'®, the blesker the
economy’s recovery prospects may become. In this light, the more widespread and intensive
influence of unions in Europe than in the United States may help explain the dradticdly different
product wage trgectories in these two parts of the world and Europe's comparative lack of
success in reducing its unemployment after the recesson of early 1980's (Lindbeck and Snowers
, 1986, p 124).

Negative effect
In the eighties, the number of researchers (McCalum, 1983 and Bruno and Sachs, 1985) have

focused especidly on the effect of corporatism on macroeconomic performance. Corporatism is
identified as a mode of socid organisation in which groups, rather than individuds, wied power
and transact affars. In the context of the labour markets, several structura characteristics have
been used as indicators of corporatisn. These are: Whether negotiations take place at a nationa
or loca leve; the power of nationd vis-a-vis loca labour organisations; the extent of employer
co-ordination ; and the power of local union sewards. Nations are deemed to be corporatist  if
wage bargaining is highly centralised, wage agreements do not have to be ratified a a locd levd,
employers are organised, and locad union officids have limited influence. (Bean, C., Layard, R,
Nickell, S.J.; 1986)

Based on these definitions, different indices of corporatism were caculated. Using Bruno and
Sachs indices of corporatism in ther caculaions, Bean e d (1986) found that the functioning of
the labour market is related to the degree of corporatisn. They reported that wages in the more
corporatist economies display a greater response to unemployment in both the long run and the
short run. Even more pronounced is the association with the response to changes in the wedge
between consumer and product wage, and hence on unemployment levels, being sgnificantly

10 Asreflected in their bargaining strength and the magnitude of the labour turnover cost.
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gndler in corporatis economies. Findly, adjusment, not only of wages but especidly on the
labour market as a whole, is faster in corporaist environments. In comparison, the association
with the average level of unemployment since the start of the 1980-s, and more with the rise of in
unemployment since the 1950-s and 1960-s, is rather weak. Thus, more corporatist economies
may possess labour markets that function more efficiently in the face of shocks, but this does not
imply that ther unemployment experience has necessarily been less unplessant. (Bean & 4d.,
1986)

Jackmann et d (1996) found that union coverage and power cause unemployment to rise. But if
wage bargaining is decentrdised, trade unionigs have an incentive to settle for more than the
“going rate “ and only higher unemployment can prevent them legp-frogging. Although
decentraisation makes it easer to vary rdative wages, this advantage is more than offset by the
extra upward pressure on the generd level of wages. Thus, where union coverage is high, co-
ordinated wage bargaining leads to lower unemployment.

1.3.3. Employment regulations and flexibility

The question of whether and to what extent job security regulations adversdy affect labour
market flexibility remains a matter of continuing controversy. Critics have cdamed tha srong
job rights prevent employers from adjusting to economic fluctuation and secular changes in
demand. It adso has been dleged that, by inhibiting layoffs during downturns, strong job security
provisons reduce employers willingness to hire during upturns and thereby contribute to
unemployment. (OECD, 1986).

Severd empirical dudies have tried to measure the effect of job security legidaion on labour
market outcomes. Bentonilds ad Saint Paul’s (1992) use a “before and after” approach to
andyse the Spanish case. They show that labour demand fluctuated more in response to output
shocks after flexible employment rules were adopted. Houseman (1991) uses data from Western

Europe sted plants and offers evidence that more redrictive policy on severance payments
dowed down job crestion.

If we congder the tightness of the country’s employment protection legidation as a proxy for
ladbour market flexibility, we can see tha Western European countries have rddively inflexible
labour markets (Bertola, 1990; Wells, Grubb, 1993). Differences in policy towards employment
protection legidation and the generosty of the wefare date might be important factors
explaining differences in worker and job flows between countries as suggested by Garibddi
(1998) Burgess (1999) and Mortensen and Pissarides (1999). When employment protection
legidation is tough, the firing cost is increased which leads to lower job dedtruction rates and
hence lower job credtion rates in equilibrium. Hence, countries which have tough employment
protection legidation should dso be characterised by lower gross job redlocation (Faggio and
Konings, 1999). This suggested pattern is confirmed by the figures on excessjob redlocation.

Abraham and Houseman (1993) argue that the fact that job security regulations would be
expected to dow the adjusment employment to an unexpected shock, the magnitude of this
effect is debatable. Moreover, strong job security regulations typicaly have been accompanied
by measures intended to facilitate dternatives to layoff such as working sharing. They andyse
whether and to what extend vaiaion in working hours offers employers a viable subdtitute to
adiugment through layoff. They compared adjusments of employment to changing leve of
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demand in West Germany, France and Begium, al countries with srong job security
regulations, with that in US. They found that seemingly important changes in job regulations
have not led to measurably different adjustment in these three European countries. One possible
explanation for this is thet, in spite of the important congtraints imposed upon thar behaviour by
exiging job security regulatiions, employers in these countries have developed dternetive
drategies that have given them adequae flexibility to adjust their labour input to changes in
output (Abraham and Houseman, 1993).

Jackmann et a (1996) found dso, that lower employment protection has two effects. It increases
hiring and thus increases long-term unemployment. But it aso increases firing and thus increases
short term unemployment. The first effect (pogtive) is dmost offset by the second (negative)
effect. An active policy, which ams to raise the sills leved of less able workers, is an important
component of any labour policy. Pure wage flexibility may not be sufficient because it leads to
growing inequdity which, in turn, discourages the labour supply of unskilled workers
(Jackmann et a, 1996)

1.4. Summary

We see from previous discussions that many authors have tried to modd trandtion economies
from the labour market point of view. We andysed in grest detall the Aghion Blanchard (AB)
model, which is an excdlent example of the graduadist approach to transformation. At the same
time we found that many essentid assumptions made by AB were very redtrictive and made the
modd unredidic, particularly for Egtonia

Some economids clamed that the controversy between the advocates of both drategies reflects
the lack of wel accepted conceptud economic models, snce the dandpoints are either
mideading or ingppropriate (Hoen, 1995). Probably the main argument againgt the neo-classicd
framework is that it leaves no room (or very litle room) for the andyss of the role of
inditutions. But it is dear that inditutiond changes play a crucid role in trangtion. From a
Keynesan point of view it is dso difficult to explain transformation (Hoen, 1995; Hoen, 1997).
The Keynesan school does not focus on a market economic system, which has to move to
equilibrium. The pod-Keynesans believe that condructing a market economy is unfeasible and
not fully desirable (Hoen, 1995, p. 74).

We arive a a concluson that the trangtion specific equilibrium modd was not appropriate to
describe changes in the Egtonian labour market. This is the man reason why later in our
empiricd chapters the dementary, basc market equilibrium theory (labour supply and demand)
is used in order to present changes that took place in the Estonian economy. We arive via supply
and demand a& an equilibrium (in our case disequilibrium) and andyse unemployment and
related policy issues.

We use a labour flow andyss to explan one of the key issues of the thess moderae

unemployment growth in Estonia Fow andyses dso are a widdy used concept in modern
labour economics.

32



02.08.2001

APPENDIX
Chart 1A Changesin product wages and
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2. Estonian labour market and labour market changes in CEE countries:
Some aspects of labour demand

2.1. Changesin Estonian macr oeconomic environment and labour mar ket

The Egtonian economy in 1989 was pat of the economy of the Soviet Union and was closdy
bound up with the raw materid and product markets of the former Soviet Union. Thus a the
beginning of the trangtion period the employment Structure in Etonia was not a result of naturd
(market-oriented) development but rather an artificidly shaped sructure proceeding from the
economic needs of the former Soviet Union. The years since 1989 have been of decisve
importance to the Egtonian economy. This period covers the years when EStonia condtituted a
pat of the Soviet Union economy (1989-1991), the year Edtonia regained its politica
independence (1991), the year when economic reforms were launched in Estonia (1992) and the
initid pod-reform years (1993-1998). Dragtic changes in the Estonian economy took place in
1992. In June Estonia introduced its own currency, the Estonian kroon, which is pegged to the
German mark (1 DEM = 8 EEK)'. This crested a completely new environment for business
activities and is considered to be the start of serious economic reformsin Estonia

The follchZ/ing sections give a brief overview about the most important macroeconomic changes
in Edonia

Output decline

Poor gtarting conditions led Estonia and the other two Badltic tates to greater fals in output than in
most CEE dates (Figure 2.1.). The degpest annud decline of GDP was in Latvia (-34.9%), followed
by Lithuania €21.3%) and Estonia ¢14.2%) in 1992. In comparison Poland’s GDP decline, after
one year of reforms (in 1990), was -11.6%. By OECD edtimates, dl three of the Batic States had
resored growth in 1996, with the higher Etonian rate partly reflecting the fact thet it turned around
faster.

A fdl in economic output is typicd of an early trangtion period. According to Allen (1992) the
main sources of output decline, common to trangtion economies, are as follows.

1) The implementation of dructurd changes. The experience of the IMF has shown that deep
sructurd adjusment is amogt invariably accompanied by a certain retrenchment in production.

2) The shift from the pattern of holding stocks of input as a precaution againg disruptions in supply
to holding stocks of output so that customer demand may be met. This is a fundamentd part of the
process of trangtion from a supply-constrained to a demand-constrained economy. When it occurs,
it inevitably causes output losses as firms run up againgt the demand barrier for their production.

3) The decline in output has been partly explained as the result of a breskdown of plan discipline.
While the planned economy did not work wdl, its eimination has made the co-ordination of
economic activities more difficult. Thisisatemporary phenomenon.

1 FromJanuary 1999 EEK is pegged to EUR (1EUR=15.646EEK). At the beginning the Estonian kroon was
undervalued. This explains the combination of unchanged fixed exchange rate and relatively high inflation in 90s.
12 For more detail overview see (Eamets, 1999).
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There are many other possible explanations for economic decline in the transtion phase. Some have
argued that the magnitude of the decline has been overdtated by officid Satidics, ether because
their coverage excludes dl or part of the gowing private sector (Berg and Sachs, 1991) or smply
because, beginning from an initid Stuation of widespread shortages, standard price and quantity
indices generaly overdate the drop in output and the increase in the price level associated with
price liberdisation (Osband, 1992). Such explanations do not, however, clam that the decline in
output is entirdly an artifact of officia datitics.

Figure 2.1.Real GDP growth in CEE countries (annual growth rates, %)
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Source: Eamets, Arro, 2000

Some economists have viewed the output decline as being related to the price shock that
followed economic liberdisation. This demand-sde view would argue that the decline in red
wages, money, and credit is associated with the inflation depressed domestic absorbation and
thereby contributed to the declinein output. (Borensztein, Ostry; 1995)

Other demand-sde effect might include a high red interest rate and a change in foreign trade
(collgpse of trade relations with CIS countries as in EStonid's case).

A supply-side view would characterise the output decline as a result of the increased input prices
(energy, ail). After the price shock Estonia was faced with a new rdative price structure and one
would expect that, over a period of time, resources would flow towards sectors where relative
output prices had risen and away from other sectors. A compardtive advantage would imply thet, if
the country faced world market prices for its inputs and outputs, resources would move towards
those sectors where comparative costs were lowest, thereby increasing the vaue of goods and
sarvices. During the trangtion period, when production factors will be redlocated, structura change
might be associated with output decline.
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A very high growth rate in 1997 indicates that the Estonian economy has amogt fully recovered
from previous supply shocks and high growth rates even caused discusson in the loca media about
the overhegting of the Estonian economy.

According to the data of economic performance in 1998 the growth of GDP dows down. The
main reasons were the financia recesson caused by the stock market crash in October 1997 and
the crises in the world financid markets. The Russan economic collgpse of summer 1998 has
adso contributed to the dow down of the Estonian economy, this continues throughout 1999.
Prdiminary data of datidica office reported about 1,4% of decline of GDP in 1999. This
recesson caused externd macro shocks and showed clearly how vulnerable is the smdl-scale
Estonian open economy to world market influences.

From the labour market point of view one can expect dradic increese of unemployment
accompanied with output decline in the early years of trangtion. If we look a labour and
unemployment data we can see the opposte picture. During the sharp decline of GDP
unemployment growth remain moderate. This is an important fact and one objective of that
theds is to andyse the factors influencing moderate unemployment growth and rgpid changes in
employment.

Inflation

The Egtonian Government and Bank of Estonia closdly co-operate with the IMF and the framework
of economic reform has been worked out with advisors from the IMF and EBRD. Most open sector
prices were liberdised in Estonia in 1991-1992 and the monthly inflation rate declined from 20 per
cent in the summer of 1992 to 6.6 per cent in September 1992 and to 1.7 per cent in May 1993.

Annud inflation has been brought down from near-hyperinflation in 1992 (annud rates of 1076% in
Estonia) to 11% in 1997. This is in contrast to the CIS, where inflation remains much higher™®. In
1998 Edtonia reached with its inflation rate to single digit number (8.2%) and according to the
Statigtical Office of Estonia the annud inflation rate in 1999 was only 3.4%

Table 2.1. Annual inflation in selected transition countries (%)

1990 1991 1992 1993 1994 1995 1996 1997 1998
Bulgaria 23.9 338.5 79.4 56.1 87.1 62.1 123 1087 22.3
Czech Republic 0.8 56.6 11.1 20.8 10 9.1 8.8 85 10.7
Estonia na na 1076 20 48 29 23.1 11.2 8.2
Hungary 28.9 35 23 225 18.8 28.2 23.6 18.3 14.3
Latvia na 172.2 951.2 109.2 35.9 25 17.6 8.4 6.5
Lithuania na 216.4 1012 410.2 72.2 39.6 24.6 8.9 33
Poland 480.1 55.3 38.5 30.5 28.4 27.9 18.7 14 na
Romania 5.1 170.2 210.4 256.1 136.7 32.3 38.8 151.4 na
Slovakia na 61.2 10.1 23.2 134 9.9 5.8 6.1 6.7

Source: Eamets and Arro, 2000

The pergstence of rdaively high inflation during most of time of trangtion can be traced to severd
Calses.

13 According to EBRD estimates average inflation ratesin CIS was 33% (Transition,1997).
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a) Money supply is related to the increase of foreign reserves in the Estonian Centrd Bank. Due
to the Currency Board sysem the money supply will increese automaticdly when foreign
investments, foreign loans etc. increase.

b) Because the Estonian kroon exchange rate is fixed with DEM the PPP (Purchasng Power
Parity) principle influences the price levd. In Stuations where we don't have trade bariers the
price level of imported goods (mosly from Finland, Sweden and other Western countries)
pushes up our domestic price leve.

¢) Prices in nontradable goods are not completely liberdised while the tradable sectors are opened
to foreign competition snce the start of currency reform. If we andyse different components of
inflation we can see that it is mogtly price increases in the non-tradable sectors (dectricity, public
trangportation, housing etc.) that leads to high inflation in Etonia

Rdatively high inflation had not much influence on the labour market in the first year of trangtion,
because the currency board system helped to stop hyperinflation rather quickly in 1992. During the
currency reform the Estonian currency (Eesti kroon) was undervalued. This gave enough space for
price increases in the conditions of fixed exchange rate. The undervaluation of the kroon made
Estonian goods competitive in internationa markets and helped firms to find new markets.

Changes in labour market

The period 1989-1997 is of mgor importance in the labour market Stuaion in Egtonia It
becomes clear from table 2.2 that the emergence and growth of unemployment and decrease in
employment fdl into this period. While in 1989-1990 unemployment practicdly did not exig, in
1991 it became a redlity. A proof to that fact are the Satistics of registered unemployment, since
the first receivers of unemployment benefit were registered in the summer of 1991.*

However, the fdl in GDP has not led to high unemployment. Unemployment in Edtonia has
increesed  gradudly, and there has been no exploson of unemployment, including socid
disturbances, massve unemployment etc In the March of 1999, the registered unemployment rate
was 6.7%, and ILO unemployment rate was 11.7%.

The main reason for moderate unemployment growth is a sharp drop in labour force participation.
Other factors include initid exchange rate undervaduation (which helped to maintan average
enterprise profit rates), relaively flexible labour markets, low unemployment benefits, and net
emigration to the Former Soviet Union (FSU). We can discuss these issues later in grester detall.

In the beginning of 1999, Egtonia suffered from a rapid increase in the unemployment rate. It was
cdear to the beginning of the year 2000, that there was the evidence of increasing sructurd
unemployment. We can assume that part of the cyclica unemployment, caused by externd shocks
(Russian crises) aso was responsible for structural unemployment

1% Thefirst laws regulating unemployment were adopted and the Estonian Labour Market Board was formed in
1990.
37



Table 2.2. Population aged 15-69 by economic status, 1989-1997
(annual average, thousands)

1989 [1990 (1991 1992 [1993 [1994 1995 1996 (1997 1998

Total population (15-69) 1096.4| 1102.3| 1104.0{ 1101.2| 1079.9| 1069.4| 1061.6| 1054.1] 1047.0| 1044.2
Labour force 842.6] 831.7| 819.8| 794.8| 757.8| 749.4| 726.9] 717.6| 713.5| 706.4
Employed 837.9] 826.4| 807.8| 765.7| 708.1| 692.6| 656.1] 645.6| 644.1| 636.2
Participation rate, % 76.9 75.5 74.3 72.2 70.2 70.1 68.5 68.1 68.1 67.7
Employment by sectors

Primary 177.3| 173.9| 164.7] 145.8| 117.6| 101.0 69.00 64.6] 605 57.8
Secondary 310.8] 304.4| 294.1| 271.7| 233.4| 223.7| 223.4] 216.4| 216.2| 2124
Tertiary 349.8] 348.1| 349.0| 348.1] 357.1| 367.9] 363.7] 364.6] 367.4| 366.1
Unemployed (4.7) 53| 120 29.1| 49.6] 56.7 709 719 694 70.2
Inactive 253.8] 270.5| 284.2| 306.4| 322.1| 320.1) 334.6] 336.5| 333.6/ 337.8
Unemployment rate, % (0.6) 0.6 15 3.7 6.5 7.6 9.7 10.0 9.7 9.9

Notes ( ) datais based on 20-39 persons of the sample
Source: ELFS data

Fiscdl policy

The budget deficit of the Estonian government has been both positive and negetive in the 1990's,
according to different international measurement standards. Even though the sze of the ddficit
has been conservative, it was 4ill larger than the 1% of GDP. In addition, the fact that
mideading terminology ignores internationa standards and can damage foreign investors
confidence, especidly if the government proclams that the budget is badanced when actudly the
overdl deficit has been growing rapidly over the period from 1994-1996. (Saarniit, 1997)

Since 1995, the deteriorating current account deficit became the main concern of the fisca policy
and the government darted to target fiscd deficits. By seting low celings on the fiscd deficit
the Government amed a dampening domestic demand and keeping the domestic eonomy from
“overhedting”.

The role of fisca policy became crucid in 1997-1998. By the spring of 1997, current account
deficit exceeded 14% of GDP, and the domestic credit growth was over 70%. Under these
circumstances the government made a decisons to raise the public savings as much as possible.
This brought dong a dragtic change: in the firs quarter of 1997 the generd Government budget
was practically balanced, reaching a surplus of 5% of GDP in the third quarter and more that 2%
of GDP in the fourth quarter. The overdl annua surplus of over 2% GDP was generated in the
second hdf of 1the year (Etonian Bank, 1999). During the period of surplus generating fisca
policy the Stabilisation Reserve Fund abroad served the am of reducing domestic demand and
sugtaining foreign investor confidence in economic policy

The 1999 budget was based on far too optimistic assumptions, including 6% GDP growth, while
actuadly GDP declined 1.4 %. As the result the government budget deficit as the share of GDP
was 4.7% in 1999 (Estonian Bank, 2000B).

Annudly baanced budgets have both postive and negative influence to overal macroeconomic
environment. From the positive side we see that balanced budget helps to keep state expenditure
under control and Estonia dready fulfils Maadtricht criteria for those who want to join Economic
and Monetary Union (EMU). This gives a lot of credibility to Estonia in the course of accesson
negotiations.
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From the other point of view such redrictive fiscal policy does not enable to government to
implement long-run policy planning. This is especidly important if we condder long-term
planning of socid policy issues, such as pension reform for example.

Foreign trade

One of the characteridic features of the U.S.SR. republics were their very open economies. Of
course, most of the trade took place within the USSR and with other socidist countries. At the
end of 1980's, average weighted share of tota trade as a per cent of GDP was 29% in the USSR,
compared to the average 23% in EC countries. However, excluding Russa from the datigtics, the
average share reached 47% of GDP, including 64% in Estonia and 55% in Latvia and Lithuania
(Kuddo; 1997)

Egonias share of foreign trade with OECD countries, which was negligible in the beginning of
1990's, increased to nearly 50 per cent of total trade by the third quarter of 1992.

In 1992 radicd changes in the dructure of Estonian foreign trade took place. The following table
2.3. demondtrates that in 1991, the main trade partner of Estonia was Russa. Its share of tota
imports and of total exports was 45.9 per cent and 56.5 per cent respectively.

Table 2.3. Estonian import and export by main trade partners

Country | 1991 | 1992 | 1993 | 1994 | 1995 | 1996 | 1997 | 1998 | 1999

Export
Finland 2.3 21.2 20.7 179 215 183 15.7 18.7 194
Sweden 0.5 7.7 9.5 108 | 10.9 11.6 135 16.7 18.8
Russia 56.5 | 20.8 26| 231 177 165 188 134 9.2
Latvia 7.7 10.6 8.6 8.2 7.5 8.3 8.6 9.4 8.7
Import

Finland 2.0 22.6 27.9 299 | 326 291 234 226 22.8

Russia 45.9 284 17.2 16.7 16.1 13.6 14.4 111 135

Germany | 0.8 8.3 10.8 10 9.6 10 10| 10.8 9.3

Sweden 0.8 59 8.9 8.9 8.5 8.2 9.1 9 9.3

Source: Statigtica Office of Estonia, Statistica 'Y earbook of Estonia 2000

Dramétic changes in foreign trade took place in the second half of 1992 after the introduction of the
Egtonian nationa currency. One important reason why trade with the former Soviet Union has
decreased is the financid difficulties a CIS countries. The Egonian nationd currency was
domestically convertible but Russan roubles were not. This generated additional problems in
financid transactions and most dedls with the former Soviet republics are made in hard currency.

Secondly, money transfers were carried out very dowly and the inefficient banking system caused a
lot of payment problems.

All this led to a very rapid reorientation of Estonian foreign trade. In 1999 the biggest trade partners
were Finland, Sweden, Russig, Latviaand Germany.

Rapid reorientation of trade asssted EStonian firms rdatively quickly to restructure ther
production. Therefore the period of implementation of forced vacation was reatively short in
Egtonia (Eamets, 1994). Mostly such kinds of “labour hoarding” were used only in 1992 and 1993.



Badance of payments

At the end of 1997 the overdl Bdance of Payments Stuation was podtive. That meant the
reserves of the centrad bank increased. The financid account was in surplus while the Current
Account was negative. A more negative trade balance was balanced by an increase in the service
baance. The nomind increase in the trade deficit was more than 65%. The trade deficit
condtitutes 14% from GDP and this ratio is enormoudy high even for a developing country. One-
fourth from the current account deficit was caused by an income baance deficit ¢ 2 046.7 mill
EEK). While income earned by Estonian residents abroad was roughly the same as in 1996, the
income of nortresdents earned in Estonia tripled. Fortunately one-third of this income was
reinvested into the Etonian economy through foreign direct investments (FDI).

If in 1996 the amount of FDI in the baance of payments condituted 1 329.9 mill EEK, then in
1997, the total amount of direct investments was 1 812.9 mill EEK. At the same time the amount
of portfolio investments increased from 1 784.4 mill EEK to 3 663.3 mill EEK. This means that
a decrease in FDI was transferred to an increase in portfolio investment. The cause of the switch
from direct to indirect invesments may originate from the exhausion of one-time prospective
FDI-projects in combination with dtractive rates of return on portfolio invetments. From a
long-run economic perspective, the increase in portfolio investments, as opposed to foreign
direct invesment, may impede the trangtion process, because the transfer of know-how through
FDI is diminished.

From the other point of view the picture changed completdy in 1998 when direct investments
incressed dradtically. The man reason for such increase was intervention of Swedish banks in
the Estonian banking sector. Two bigger commercid banks were taken over by two Swedish
banks. Hansabank by Swedbank (59% of shares) and Uhispank by Skandinaviska Enskilda
Banken (32% of shares). This definitdy increased the credibility of the Estonian barking sector
and gave to foreign investors positive signas about Estonian economy.

Table 2.4. Balance of Paymentsin Estonia in 1996-1999 (million EEK)

Item 1996 1997 1998 1999
Current Account -5108.5 -8452.1 -6 752.0 -4 636.7
Trade Balance -12589.8 | -16470.8 | -15718.4 | -12938.7
Services: net 6 245.0 8 465.9 8049.2 8643.1
Income: net -26.2 -2 046.7 -1164.0 -1783.2
Transfers: net 1210.1 1599.5 2081.2 1442.1
Capital and Financial 6596.4 11477.0 68725 7114.6
Account
Capital Account -7.8 -2.0 25.2 16.5
Financial Account 6 604.2 11 479.0 6847.3 7 098.1
Direct | nvestment 1329.9 1812.9 7992.4 3360.7
Portfolio | nvestment 1784.4 3663.3 -23.4 177.2
Other investment 3489.9 6 002.8 -1121.7 3560.2
Errorsand omissions - 259.5 -368.8 5.9 -296.7
Overall Balance 1228.4 2771.3 126.4 2181.2
Reserve Assets -1228.4 -2771.3 -126.4 -2181.2

Source: Bank of Estonia: http:/imww.eg/epbe/et/bilanss.html

Findly there is an automatic stabilisation process which will help to badance the overal baance
of payments. Because of the currency board system, the Estonian Bank does not have the right to
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increase money supply without increasing central bank reserves. In the Etonian case, we can see
that the crises in financid markets in 1997 caused sharp increases in interest rates. Increase of
interest rates has caused a decline of aggregate demand (because both consumption and
invetments have declined) and aso it means that the inflow of foreign capital has dowed down.
Money supply has declined as well. Attractiveness of the Estonian economy has decreased. All
these factors together have caused a decline in imports, which may balance the trade deficit.

The baance of payments for 1999 shows the improvement of the internationd baance of the
Estonian economy and its openness. Due to the decrease in domestic demand the current account
deficit decreased to 4.6 hillion kroons and formed 6.3% of the expected gross domestic product
(GDP). It was smdler by nearly one third than in 1998 (6.8 Lllion kroons, i.e. 9.2% of the GDP).
Net cgpitd inflow was condderably bigger than the current account deficit and the overal
balance of the balance of payments was positive.

In 1999 direct investments into Estonia were nearly 4.5 hillion kroons. Three quarters of them
were invesments into equity capitd and reinvested profit. This shows the incressing credibility
of EStonian economy among foreign investors, in spite of the generd economic recession in
1999. Hdf of the invetments were made into industry as well as transport, storage and the
communication sector. Significant dso were invesments into finance. As usud, two thirds of
foreign investors were from Finland and Sweden. (Estonian Bank, 2000B)

In the case of other investments, net outflow was replaced by 3.6-hillion kroon net inflow. This
was mostly connected with the increased loan burden of dl sectors of the economy. Three
quarters of loans were long-term. Deposits of non-resdents in the Estonian banks grew by nearly
15 hillion kroons. Other capitd outflow was mogtly influenced by the increase in government
and banking sector deposits abroad in the first quarter. In the second hdf of the year both the
government and banks brought back home more money than they transferred abroad.

FDI have played a grest role in the devdopment of the Estonian economy. According to the
author's viewpoint high FDI inflow has been one of the mgor factors in the recovery of the
Egonian economy dfter the initid trandormaion shock. FDI can influence employment in
different ways. Mickiewicz e d have liged severd factors characterisng FDI influence on
employment in trangtion economies. They found that FDI is operaiing as a buffer ether
generding new or mantaning exiging employment. Also they support the idea that FDI can
contribute to domedticaly generating employment and recovery rather than the view that FDI
can lead to growth or generate the bulk of manufacturing employment. Thirdly, they showed in
their paper that the increesng differences in sectord didtribution of FDI employment across
countries are closdly related to the relative order of FDI inflows per capita. That means that the
more countries recaive FDI inflows it is more likey that various types of FDI will emerge
(Mickiewicz et d, 2000).

Monetary policy and currency reform

Egtonia was the first country of the FSU to leave the rouble zone. Currency reform based on the
currency board system was introduced in mid 1992'°. The Estonian kroon is fully (100%)
guaranteed by the Bank of Estonian’s foreign reserves and the Estonian kroon is pegged to the
German mak a a rae 1DEM=8EEK. From January 1999 EEK is pegged to EUR

15 For more details about currency board system see Schuler (1998).
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(1IEUR=15.646EEK). Because EEK was undervauated at the moment of creation, Estonia has
managed to keep the exchange rate unchanged during whole trandtion, despite reaively high
inflation.

In Egtonia, The Bank of Edtonia is responsible for maintaining the Currency Board sysem. Due
to limits on the use of monetary policy insruments the main tools are regulaions for commerciad
banks and the supervison of commercia banks.

Egonids economy is characterised by the convertibility of their nationd currencies. Estonia has
abolished dl redtrictions on capitd movements and foreign exchange accounts.

The Egonian kroon has undergone a dgnificant red gppreciation since the dtat of monetary
reforms in June 1992. Measured in US dollars, the level of the CPl had by June 1995 grown 4.5
times and his trandates into average annua increases in dollar prices of 65% in Edonia Y, in
Spite of massive red appreciation, exports have expanded rapidly.

The Egtonian banking system was in criss a the end of 1992. Banks failed to cary out their
creditors orders. At the end of 1992 the three biggest commercia banks were placed under
moratorium by the Bank of Estonia Later the biggest commercid bank - Tartu Commercid Bank
was liquidated. After the banking criss The Bank of Estonia strengthened is supervisory activities
and tightened regulations concerning the capitd adequacy ratio, banks minimum cepitd
requirement etc. As a result, these measures, together with generd economic developments, helped
to rationaise the banking sector. In 1991, there were more than 40 commercid banks, however the
number declined to 7 by the end of 1999.

Crises in the banking sector have findly srengthened and increased the credibility of the Estonian
economy. Firms and households have much more guarantees in financid transactions compared
with some other CEE countries, because number of banks have declined to 7 and a mgjority of them
congsts of commercid banks which are owned by large Scandinavian banks. A dable financid
gtuation enables households and firms to make more long-term plans and the labour market
becomes more stable.

Here we can see again that one important policy tool- monetary policy is redtricted. The Bank of
Egtonian does not have most of the “ordinary tools’, like issuing bonds, market interventions,
printing extra money etc. The Currency Board works as an automatic stabiliser. Money supply is
restricted, depending only on inflow of foreign currency, so we can tadk about a rigid monetary
policy aswell.

Privatisation

In 1991, Estonia passed the Law on the Privatisation of State-Owned Trade and Service
Enterprises. This legidation was amended in ealy 1991 to permit the sde of dl smal
enterprises, and by the end of 1993 less than 20% of al service establishments were state owned.
In 1994 the rules of smdl-scde privatisation were rdaxed further, permitting enterprises to be
sold on a best-price basis.

The privatisation of large enterprises has been more complex. Various methods have been
goplied, such as auctions, employee buy-outs and direct sdes of shares. Use of the bankruptcy
law to transfer assets into private hands has aso become increasingly common.
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Advice and consultation on privatisation was requested from the German Treuhandangtat, which
had established a Treuhand-East European Consultancy branch in early 1992. This inditution
was established for offering its experience to Eagtern countries of the former Soviet bloc in their
endeavours to transform their economies to Western market policies, with the centrepiece of this
transformation process being the privatisation of enterprises, land, buildings and other
nationalised assets.

According to the estimations of experts of the Minisry of Finance mogt of the manufacturing
firms ae in private hands and banking was dso dmost completely privatised by 1998.
Privatisation of the infrastructure started in 1997 and, therefore, the share of the private sector
was not yet very high (10-25%) in 1998. Land reform is a bottleneck in Estonian ownership
reform. Only 5-8% of totd sate owned land had been privatised in 1998. According to
ownership reform, 55-60% of tota land was returned to former owners (restitution) and 85% of
which is compensated by vouchers.

Summary of macr oeconomic developments

The Estonian economy started to recover from economic recession in 1995, when GDP showed a
postive trend for the firg time. Since than this trend has continued. The highex GDP growth
rate was achieved in 1997.

A rapid output decline in the early years of trangtion was not accompanied with a dragtic
increese in unemployment. There were other factors, which influenced a moderate increase in
unemployment.

Rdatively high inflation had not much influence on the labour market in the firsd year of
trangition, because the Currency Board system helped stop hyperinflation quickly in 1992.

The Currency Board-type monetary system gives credibility to the Estonian economy and helps
to prevent speculaion in the Estonian currency. Undervauation of the kroon made Estonian
goods competitive in the international market and helped firmsto find new markets.

The trade deficit is a permanent problem in the Estonian economy, its worst year was 1997.
Then it condituted 14% of GDP. This ratio is enormoudy high even for a developing
country. Fortunately later years have showed the declining trends in the trade deficit. The
high trade deficit is baanced with a positive capita account (high inflow of investments).

FDI have played a great role in the development of Estonian economy. According to the
author's viewpoint high FDI inflow has been one of the mgor factors in the Estonian
economy’ s recovery after the initia transformation shock.

The number of commercia banks has declined to 7 and the mgority of the market are occupied
by 2 bigger commercid banks owned by large Scandinavian banks. Stable financia Stuation
enables households and firms make more long-run plans and labour market becomes more
stable.

The main reason for the moderate unemployment growth was a sharp drop in labour force
paticipation. Other factors include initid exchange rate undervauaion (which heped to
maintan average enterprise profit rates), relatively flexible labour markets, low unemployment

43



benefits, and net emigration to the FSU.

Most of the busness sector is privady owned in Estonia The bottleneck of EStonian
privatisation has been the privatisation of land, due to a very dow and complicated legd
procedure of registration.

Monetary policy and fiscd policy are rigid, so this explans why socid policy and particularly
labour policy should be vey flexible By flexibility we mean that labour policy has been
(finencidly) limited, therefore low unemployment benefit worked as a strong disncentive for
long job search period. We can see in our later chapter that such a flexible Iabour policy has been
one of the reasons why the increase in unemployment leve in the early years of trangtion has
been relatively moderate.

The most important changes in Estonian economy are presented chronologicdly at the table 2.5.

Table 2.5. Chronology of economic developmentsin Estonia

year(s)

Economic changes

General macroeconomic changes

Labour market and
unemployment (ILO)

1989-
1991

Pre-reform period

Egonia was pat of the Soviet
market.

Firg independent private
commercid banks were established.
Hyperinflation in 1991 (Moscow
darted to sl oil and other inputs to
Egtonian using world price leve).

More than 20% of the
labour force was
employed in agriculture
and 42 % in the sarvice
Sector.

Unemployment isvery
low.

1992

Beginning of
economic reforms

Monetary reform — a Currency
Board type monetary sysem was
established.

Reorientation of foreign trade from
the Russan maket to wesen
markets.

Monthly inflation dowed down to
gngle digit numbers

Unemployment started to
increase, but is ill
relatively low: 3.7%
accordingto ILO
standards.

1993-
1994

Recession

Booming banking sector had its
fird crises The Edonian Bank
introduced new regulations for
commercid banks, the number of
banks declined by hdf. As a reault
of liberd foregn trade and high
competition in non-tradable goods
sector, Edonian  firms  had
difficulties adjuding themsdves for
a compledy changing market
gtuaion. Yealy inflaion  dill
reaivey high (40% in 1994).

Unemployment started to
increase, in 1994
unemployment reached
to 7.7%. Highest yearly
employment declinein
1993 (-6.8%).

1995-
1996

Recovery

GDP growth around 4-5% per year.

Inflation is gill around 20-30% per
year. Ridng incomes and economic
growth caused a rapid increase in

Unemployment
stabilised (on average
around 10%).
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imports. Increasng trade deficit is
baanced by capitd inflow.

1997 Economic boom GDP grew by 11.4% in 1997. Stock | Unemployment rateis
and Stock Exchange boom caused index | 10%.
Exchangecollapse | TALSE to increese more than

800% in 1997. In September 1997,
the stock market collapsed.
Crises in financid markets lead to
severd banks going bankrupt.
Imports increase fast. Trade deficit
is 14% from GDP in 1997.
1998- Recession Economic recesson caused by | Unemployment Sarted to
1999 banking sector crises in 1997 and | increasein 1999.
Russan financid crisss  GDP | Lessthan 9% of [abour
declined in 1999 by 1.3% force are employed in
Declining income reduced imports, | agriculture, in service
and caused atotd trade deficit. sector more than 60%.
In spite of the recesson Edonia is
dill very atractive for foreign
capita. Egonian  firms  ae
successfully  looking  for  new
markets in  neighbouring countries
(Lavia and Lithuania), especidly
in banking, red edsate busnesses
and IT. Edonia is one of the
leeding countries by internet
connection among CEECs. Yearly
inflation dowed down to sngle
figures (3.4% in 1999).
2000 Recovery The firg haf of the year shows that | Rapid increasein the
the economy darted to increase | unemployment a the
agan. Prdiminary prognoses | beginning of 2000.
predict GDP growth of around 5- | According to ELFS data
6% the ILO unemployment
reached 14.8% by the
first quarter of 2000

Source: Author’ sviews

2.2. Changesin employment: Estonia and other CEE countries

Politica, economic and socid reforms have completely reshgped the labour markets of dl the
trangtion countries. The immediate reaction to economic uncertainty was a sharp decline in
demand for labour. External shocks such as the bresk-up of the USSR and the collapse of the
common market of the former Eastern bloc occurred during the same period as internd shocks
caused by economic reform and gabilisation programmes. This combination resulted in sharp
production losses and pulled the nationd economies of these countries into a dragging trandtion
crigs. There was a certain deay before the effects on employment were felt, as enterprises were
a firg rdluctant to dismiss redundant workers, assuming that the economic recesson would be a
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ghort-term criss. As economic pressures intendfied, the effect on employment in the different
countries was determined by a number of factors, such as the scde of initid imbaances, the
gpeed of reform, the type of privatisation and the progress made, proximity to Western countries,
and entrepreneurid tradition.

The trangtion process brought fundamental changes to the composition of employment by sector
and by branches. Serious employment losses were experienced by the industria sector (Latvia,
Romania and Lithuanid and in the most countries in agriculture. Most dramatic decline of
agricultural employment took place in Estonia where index dropped to 35 % compared with
1992 level®. As a reault, there was long term unemployment in many rurd aress. Agriculturd
employment declined in other countries as well, except Romania and Lithuania. This is a rather
interesting phenomenon, because both countries are characterised by agriculture with smdal and
medium-sized private famers. These famers are the owners of smdl plots of land, which they
cultivate with extremely modest technicd means. In generd, they have been able to earn only
gndl incomes from sades of their products on the local market. The same is true dso for
countries like Estonia, where we can aso observe adrastic drop in employment.

Table 2.6. Index of employment changes by sectors, registered data, 1997 compared with 1992
(1992=100)

Agriculture |Industry |Service
Romania 98 74 87
Egtonia* 35 78 104
Slovakia 71 89 105
Lithuania 100 64 108
Hungary 62 84 98
Poland 82 104 110

Notes: *datafrom LFS
Source: Eamets and Arro, 2000

Lithuania especidly suffered from a decline in the indudrid sector, only 64% of indudrid
employment was left in 1997, compared with the level of 1992. Hungary and Romania were the
only countries where no sectors have reached the employment level of 1992. Poland is the only
country in the observation group where the economy reached its pre-reform period GDP level.
This is due to a relatively fast increase of employment in the service sector and a somewhat more
moderate increese in the industrid employment. Poland is the only country where totd
employment in 1997 was higher than it wasin 1993 (See figure A2 in appendix).

161992 was the year of starting year of economic reforms for Baltic countries, but not for the other Central European
countries. Unfortunately the data from pre-reform time were not available from background studies, and therefore
thisyear (1992) reflects different stages of development of observed countries.
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What are the results of these sectord shifts in employment shares? We analyse these changesin
Figure Al in the gppendix. If we look at the digtribution of labour between three main sectors we
get following results. The share of employment in the service sector is largest in Hungary, next
come Edonia and Lavia Also we see dealy “indudridised” countries, like the Czech
Republic, Sovakia and Slovenia in our sample, where around 40 % of people are employed in
industry. Findly we have “agriculturd” countries like Bulgaria and Romania,

Figure 2.2. Employment changes in
primary sector, % from total
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=== Estonia
—=—Bulgaria
—&— Lithuania
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—*—Romania
—&—Slovakia
Czech
—O—Hungary
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Source; Eamets and Arro, 2000

If to look at the dynamics of shares of different sectors and andyse how this diribution was
achieved, we see that in agriculture we have clearly two groups of countries (See figure 2.2.).
One group represents countries where the employment share of those who work in agriculture is
aound 20 % or higher and another group where the same share is 10 % or less. Low
employment in agriculture in developed countries is based on high efficiency, while in most of
the CEE countries we are smply deding with decreases in production. We should aso keep in
mind tha we ae deding here with the overdl de-collectivisstion of agriculture and the re-
edablishment of smdl and medium-szed private farmers. The only exception was Poland where
agriculture was based on smd| farms before economic reforms.
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Figure 2.3 Employment in industry, % from

total
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Figure 2.4. Employment in the service sector, %
from total
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The unique case is Estonia who has shifted from one group to another during 7 years. This is
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explaned by the absolute decline in agriculturd employment. Lithuania has shown a dramatic
decline in the share of employment in industry. It has dropped from 30% to 20%, a sSmilar
decline took place in Romania (from 40% to 32%). Only Sovakia managed to keep its industria
employment share sable. Estonia made the biggest employment incresse, in relative terms, in
the service sector. The share of those who worked in the service sector increased from 43% to
58%. We can conclude that in relative terms the biggest changes took place in Estonia (decline in
agriculture and increase in the service sector) followed by Lithuania with a dragtic decline in
industry and an increase in service sector employment.

However, these figures rdate only to forma employment while many services are peformed as
an informa activity for tax reasons. In addition, certain services are dill provided by enterprises
and these are induded in the indudry figures rdaing to the main activity of the enterprise, thus
reducing datidicdly the share of sarvices. As a result of declining red incomes, the population
can no longer afford to buy many consumer services, and this has a negative impact on the
further development of the sector. The extent of the statistical distortion is not known.

Some findings concerning above mentioned changes in CEE countries (including Estonia) are
summarised in table 2.7.

Table 2.7. Changesin employment and self-employment

EE |CZ |RO |HU [|SK |PO |LA |LI BU
Total employment 4 4 d { 74 1l 4 4 74
Employment in agriculture { @ i) 4 { 0 % @ i)
Employment in 74 74 4 74 & 4 74 L 74
manufacturing
Employment in services 1 i) & @ A i) % i) 1
Self-employment 1 i) % i) A 74 % A -

Notes: 1 increase, &' modest increase (Iess than 3% points), <> stable, wmodest decline, 4 decline; EE(Estonia),
CZ(Czech republic), RO(Romania), HU(Hungary), SK(Slovakia), PO(Poland), LA(Latvia), LI(Lithuania), Shadow
areaindicates biggest change (increase or decline)

Shadow areas in table 2.7. indicate the biggest changes (increase or decline)!’. Most drastic
changes in employment were as follows.

Tota decline of employment was highest in Latvia and Estonia, in 1993-1998. As we see
from our decomposition analys's of employment decline, in most cases the dramatic declines
in employment were achieved via an increase in the number of inactive population rather
than unemployment.

Employment decline in agriculture was highest in Estonia, compared with other trangtion
€conomies.

The stegpest decline of the employment share in manufacturing took place in Lithuaniaand
Romania

In relative terms the increase in employment in the service sector has been most rgpid in

Y These changes are not 100% comparable because available time series were of different length. But we tried to
point out the main tendencies.
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Estonia, compared with other CEE countries.

2.3. Structural adjustmentsin Estonian labour mar ket

In previous section we divided economic activities into three sectors. Next we took a close ook
a employment changes in Egtonia by indudtries usng I1SCI dassfication of economic activities.
Data are presented in tables in the appendixes.

As we can see from the figure 25. only five sectors have achieved in absolute terms the
employment level of 1989, for 1998.

Changes in employment can be grouped as follows:

(i) The firs group includes agriculture, fishing, mining and manufacturing, or, in other words
industries which have faced the congtant decrease of employment. The given processes can be
consdered naturd and the reason for the decrease was an unreasonably high employment rate in
the indudries in the Edonian economy. But even in the rdativey highly indudridised trangtion
economies like the Czech Republic the same tendencies took place (Gottvad et al.,1994)

Employment in agriculture and fishing has congantly decreased during the entire period under
examination. By 1998, absolute employment in agriculture compared with 1989 had decreased —
65.1%, in fishing —80.4%, in mining —33.3% and in manufacturing —35.8%.

(i) The second group involves industries in which the decrease of employment could be
observed from 1989 to 1991-1992, but which, during the oncoming years, faced a rise in
employment. The group includes red edate and busness activities public adminigration,
education and other persona services. Also we can see from tables in the annexes that these are
industries where employment rose in relive terms between 1993-1998.

The above-mentioned change in employment can be explaned by generd changes in the whole
economic  Stuation. For indance, red edae and busness activities lacked practicaly
corresponding ingtitutions before 1992. In a command economy the red estate market was
amogst non-exigent, thus there was no need for corresponding inditutions offering their services
(red edtate and various advisory companies). There were only certain date ingtitutions like local
housing authorities that bore a certain respongbility for that sphere of life.

Read edate and busness activities were characterised by a constant and repid decrease in
employment up to 1992. In 1992 compared to 1989 employment had decreased -14.3%. Since
1993 employment has increased exceeding the level of 1989 by 14%, in 1998.

In public adminigration the decrease of employment could be observed up to 1991. Since 1992
employment has grown rapidly: in 1992 exceeding the 1989 levd and in 1993 the growth was
7.5% per year. Thetotd increase of employment in public administration was 11.7%.

In case of busness and rea estate services the increase of employment was primarily due to
economic reasons. In the conditions of the market economy the above-mentioned areas saw a
rgpid growth since they were a lot more open to private entrepreneurship and required less
financid assats. In the case of public adminigration changes in employment were due to politica
reasons.
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Figure 2.5. Changesin employment levelsby industriesin
1989-1998 (1989=100)
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After Egtonia had regained its independence several nationd dructures, required in a politicaly
independent dtate, had to be (re)established. Estonia lacked its own army, border-guard and
customs. Moreover, the police, prisons and rescue services had to be reformed. The completion
of adminidretive reform required sgnificant financid and manpower.

Employment in education compared with 1989 had increased 8.7% by 1998. The increase in the
education sector is connected with the cregtion of new, mogsly private education ingtitutions in
Estonia

@ii) The third group includes indusries which have witnessed a condant increese in
employment. It includes finances and trade.

The financid sector was characterised by an intensve growth of employment. In 1989, finance
made up only 0.5% of the employment Structure. By 1994 it had increased to 1.4% dragging il
behind as an industry of the lowest employment. By 1998, employment in finance compared
with 1989 increased 120.7%. During the Soviet period the financia sector was one of the most
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centralised industries. In their essence the banks locating in Estonia were branch offices of the
big nationa banks and they lacked any economic independence. The banks did not function as
profit-earning organisations but rather as indtitutions of redigribution of financid resources.
Redigtribution of resources was conducted in accordance with the schedule established by the
Centra Planning Committee. Management and documentation within the bank was carried out in
Russa

The trangtion to a market economy created favourable conditions for commercia banking which
brought with it the need to find and train gppropriate saff. The firs commercid bank in the
Soviet Union was established in Estoniain Tartu in 1988 (Sorg, 1995).

Commercid banking thrived in the early 1990-s. It was followed by a crigs in 1992-1993 in the
course of which severd commercid banks found themsdves bankrupt which, in turn, brought
dong certain purification and reorganisation in the banking market. Subsequently there was
further clarification in the banking market and quality replaced quantity.

Centraisstion and management in Soviet times were the underlying reasons which determined
thorough saff changes in the banks which semmed from the former Soviet banking sysem. The
increase in employment in the financid sector after 1993 was much due to the innovation of the
staff, development of the network of branch offices and the deveopment of other financid
inditutions.

Employment has adso rapidly increesed in trade. During the period examined employment
increesed by 46.5%. As a result of economic reforms the increase in trade has been most
remarkable. Actudly changes in the Estonian economy initidly gppeared in trade since &fter the
collgpse of the command economy in the late 1980-s, there was a vast wave of development. In
the beginning trade developed through co-operatives which were the firs free enterprise types in
Egonia. As a result of the command economy there was a shortage of most commodities but
which, in its turn, favoured the rapid development of trade. Today, Estonia has reached a
properly working sysem of retal and wholesde businesses which can be characterised by
specidisation accompanied by corresponding retail and wholesde chains.

(iv) The fourth group includes condtruction, trangport and communicetion, hedth care, hotels and
eectricity production. This group has gone through fluctuating changes in employment during
different periods of time. Also we can obsarve here very cdealy the problem of daa
comparability. In 1997 the sample for LFS was rdatively smal and therefore in some industries
like congtruction, dectricity production etc., we can observe sharp decline in the terms of
employment changes. Looking a development during 1997-1998, we can see that employment is
increesng in eectricity production, while other sectors are declining. In relative terms, as the
share of total employment, employment has increased in the hotel and transportation sectors.

2.4. Speed and efficiency of labour reallocation in Estonia

2.4.1. The Jackman Pauna approach

In this section we use the methodology of Jackman and Pauna where they compared CEE labour
dlocation with smilar changes in European countries. The reason was that their approach to the
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labour dlocation issue helps, according to the author's opinion, to explan the changes in
Egtonia’ s employment structure.

As they noticed the estimates of the comparative advantage of individual countries in particular
sectors (eg. Hare and Huges, 1992) typicdly built in features of the economy, such as the
inherited capitd  stock, which will themsdves change during the process of trangtion.
Additiondly, these estimates are more appropriate for traded goods sectors, than for services,
though the bulk of employment as an efficient dlocation is likely to be in the sarvice sector. We
agree with the idea thet, for a fird gpproximation, the dructure of employment in trangtion
economies should in the long term became more or less the same as in European market
economies. The differences in the inherited employment sructure of the CEE countries, as
compared to a neighbouring market economy, can be attributed to the distortions of the planned
economy, reflecting the materid bias of production, obsolete technology and inappropriate
relaive factor prices (eg. levd of average income). As these features are removed, the
employment structure of CEE countries should come to resemble that of Western Europesn
market economies. (Jackman and Pauna, 1997)

Jackman and Pauna (1997) were using in their andyss OECD data, which adlowed comparison
with the broad industria sector. For purpose of comparison the western European countries were
divided into two groups, Northern group and Southern group™.

Usng the shares of employment by industry the authors caculated an index of restructuring. An
index of restructuring measures the proportion of workforce in each country which would need
to change sector s0 as to enable the country to attain the same dructure of employment as that of
comparable Western economy. We caculated similar indexes for the Estonian economy and the
result was tha Edtonia was @ the same levd with Hungary. The EStonian index was 15.2
compared with the Southern group and 18.7 compared with the Northern group (see table A.9. in
the appendixes). The Hungarian index was 19.6 and 165 respectively. (Jackman and
Pauna,1997).

Table 2.8. Excess employment: Estonia versus Nordic countries.(%)

Estonia Nordic Estonia Nordic Excess employment

1) (2 3 4 @@ B4

1989 1989 1998 1998 1989 1998

Agriculture 18.0 5.7 8.3 4.0 12.3 4.3

Mining 15 0.4 13 05 11 0.8

Manufacturing 25.7 19.9 21.9 18.3 5.7 35

Electricity 2.2 0.9 29 0.8 13 2.0

Construction 7.7 7.2 7.4 6.1 0.6 13

Trade 9.6 15.6 16.5 16.1 0.3

Transportation 7.8 7.3 9.1 7.1 0.5 20
Finance 45 8.6 7.4 115
Community services 19.9 34.2 24.6 35.5
Total 100 100 100 100

I ndex of restructuring 21.6 14.2

Source: |LO database and author’ s caculations

18 Northern group was Denmark, (West) Germany, Netherlands and UK) and Southern group consists of France,
Greece, Italy and Spain. It was done in order to allow considerable differences in employment in agriculture.



Estonia belongs geographicaly to the Bdtic Sea area and we found that it is more reasonable to
take Nordic countries as the comparison group (instead of large Nordic group that Jackmann and
Pauna used). Nordic countries are in this context Finland, Sweden, Norway and Denmark. Also
the longer time period was used.

1989 was considered to be a darting year and 1998 was the most recent year for which we had
the data In order to have comparable data we used the ILO database (See
http:/Mmww.ilo.org/public/englisysupport/lib/dblist.htm.) The problem is that the codification of
industries changed during this period, but we used broad categories of indudtries, so we believe
that this would not influence the results. From the other point of view by accident some Nordic
countries, like Sweden and Finland had economic recessors in the beginning of the 90s caused
by internal and external factors'®, as did Estonia.

Firg the index of redtructuring was calculated based on the above mentioned methods. The
results are presented in the table 2.8.

We can see from the table that index of restructuring was declined from 21.6% to 14.2%. These
percentages show actudly how much Estonias employment dructure differs from one of the
comparable group. It shows tha some pogtive shifts have taken place in employment
redlocation. But do these shifts move in a same direction as Nordic countries? In order to

andyse this we constructed some efficiency and speed measurements.

Table 2.9. Convergent and non-convergent changes of employment (%)

1989 1998|Comparator |Changein |Employment [Convergent |Non-convergent
country employment |[differential
2-(1) 3r(2)
(1) (2 (3 (4) (5 (6) ()
Total 837.9| 636.2 636.2
Agriculture 177.3| 578 255 -119.6 -151.9 -119.6
Mining 12.3 8.2 30 -4.1 -9.4 -4.1
Manufacturing 214.9( 139.1 116.6 -75.8 -98.3 -75.8
Electricity 186 181 54 -0.5 -13.3 -0.5
Construction 64.9 46.9 38.9 -18.0 -26.0 -18.0
Trade 80.4| 104.7 102.7 24.3 22.3 22.3 20
Transportation 65.6 57.9 45.1 -1.7 -20.4 -1.7
Finance 375 46.8 73.0 94 355 9.4
Community services 166.4| 156.7 225.6 -9.6 59.3 -9.6
[269.0| [436.2] |257.3]

Source: |LO database and author’ s caculations

The firg column (in table 29) shows the employment dSructure in Edtonia in 1989 (in
thousands) and the second column the employment sructure in 1998. The third column shows
the hypotheticd didribution of Estonids labour force in the case if we would have had smilar
job percentage didtribution as in comparable group (Nordic countries). This column is caculated
using the employment shares presented in the previous table and the number of employed people
in Estonia in 1998. This means that these changes should have been hgppen (idedly) if Estonia
could have followed exactly the same changes in the labour structure as Nordic countries. The
next two columns (4 and 5) contrast the changes in employment which have occurred with those

19 For more details see Hankapohja, K oskela (1999)
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which would have been required to replicae the employment sructure of the comparable
€conomy.

Two measures are congructed usng the Jackman and Pauna agpproach. These are measures,
which take account not only of the totdity of sectord employment changes, but adso the
direction of such changes. The “warranted” and “convergent” change in employment (column 5)
can then be compared with actuad change in employment between 1989 and 1998 (column 4).
Where the two figures have the same sign, ether podtive or negative, we can measure the
amount of restructuring achieved by the smdler of the two. Where the actud and convergent
changes have oppodte Sgns, no redructuring is deemed to have taken place (Jackmann and
Pauna, 1997). Hence we can cdculate the total extent of labour redlocation in the convergent
direction, that is restructuring achieved (column 6), as compared with labour redlocation going
in the “wrong” direction or overshooting the adjustment required (column 7).

Fird we ask how much redlocation “required” has taken place during these years. In order to
compute it we divide the absolute sum of the vaues in column 6 by the absolute sum of those in
column 5. This gives us measure of speed of restructuring. It is aso posshble to measure the
“efficiency” of the labour market redlocation, that is the proportion of the total employment
change that has been convergent towards the warranted structure. This is measured by absolute
sum of vaues in column 6 as a proportion of absolute sum of those in column 4. The speed of
restructuring was 59% and efficiency 96%. These are relatively good results, especidly as the
efficiency measurement shows that most of redllocation has shifted in the “right” direction.

In order to compare Estonian results with result of country insde of the group we took Denmark
as an example. The results show that the speed of restructuring was 81% and efficiency 84% in
Denmark for the same time period (cal culations are presented in the appendixes table A10).

Jackman and Pauna found that for period 1989-1994, the best results in speed of restructuring
were in Hungary (60%) next was Sovakia with 49% and for efficiency the highest rate was in
Slovakia (92%) (Jackman and Pauna, 1997).

We can conclude tha labour redlocation has been rddively fast in Estonia and the mgority of
changes have moved toward smilar direction as in Nordic countries. We can say tha this is a
“right” direction if we agree with the assumption that Estonian economy moves towards smilar
employment structure as our neighbours in the North and West.

2.4.2. Job destruction and job creation

An dternative index of restructuring was cdculated by Faggio and Konings usng job cregtion
and destruction data (Faggio and Konings, 1999). They used a wide data set of comparable firm
leve data for the five countries over the years, 1993-1997. Data covered five trangtion
countries. Poland, Edonia, Sovenia, Bulgaia and Romania. They cadculated gross job
redlocation rates and excess job reallocation rates. Gross job redlocation is the sum of gross job
creation and cross job destructior®. The difference of two measures leads to the net employment
growth rate.

20 First they computed gross job creation as the sum of all employment gainsin expanding firmsin agiven year
divided by the total employment at the beginning of the year. Likewise they computed gross job destruction as the
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An dternaive measure what Faggio and Konings use was cdled excess job reallocation rate
and is defined as the gross job redlocation rate minus the absolute vaue of the net employment
growth rate. This term was firg introduced by Davis and Hatiwanger (Davis and Hatiwanger,
1992). This measure indicates the amount of job redlocation that results after taking into account
the gross job redlocation needed to accommodate a given net employment growth. As the gross
job credtion rate and the gross job destruction rate measures the flexibility of the market, gross
job redlocation and in particular, excess job redlocation can be interpreted as an index of
restructuring. We can see from the figures that Estonia stands out as being characterised by a lot
of turbulence in a labour market. As it is reported by other researchers as wdl, flows in Estonia
are dmilar to those reported in the most dynamic Western economies (see dso Hatiwanger and
Vodopivec, 1999).

Figure 2.6. Excess job reallocation ratesin
selected countries
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Source: Faggio, G., Konings, J. Gross Job Hows and Firm Growth in Trangtion Countries.
Evidence Usng Firm Levd Data on Five Countries, CEPR Discussion Paper No. 2261, Oct.
1999, p. 14

2.5. Employment in the private sector

Employment in the private sector grew consderably during the trangtion period. Privatisation of
the economy in trangition countries was carried out in two ways. on the one hand, the ownership
of public sector entities was changed into private ownership (privatisstion emanating from
Government). On the other hand new private firms were being established or individuds left
their jobs in the private sector and darted own-account activity. The mgor pat of the firs
privatisation was caried out in three ways reditution (return of nationaised property), smdl
scde privaisaion and lage-scde privatisation.  Privatisation in generd  resulted in the
emergence of the “redly” private sector. Activity of private companies — whether privatised or
edablished as private firms — is not much different. Companies of the firg type ill have burdens
resulting from privatisation contracts in many countries. Such burdens concern investments and
sometimes employment protection. However, a comparison with the private sector in different

sum of all employment lossesin contracting firmsin agiven year divided by total employment at the beginning of
theyear.
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countries is difficult because of different definitions of public sector across the countries. In
1997-1998, in most countries the share of private sector employment reached 60-70% of tota
employment. In most countries private employment is concentrated on smdl and medium size
firms. Also we see, that agriculture accounts for the highest share of private employment in most
countries. Exceptions are Edonia, Lithuania and the Czech Republic (CEC employment and
labour market review 1999).

Figure 2.7. Private sector employment (% of total
employment)
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From the point of view the private employment by economic sectors we found data only on 4
countries (Bulgaria, Egtonia, Lithuania and Romania). Polish data is from the OECD database
(OECD, 1996). Results are presented in table 2.10.

Table 2.10. Private employment by sectors, selected countries (%)

Agriculture [Industry |Service
Bulgaria 1998 41.2 28.2 30.6
Estonia 1998 12.9 42.6 445
Lithuania 1997 30.9 321 37
Romania199811 q 68.5 14.0 175
Poland 1996 36.6 30.4 33

Source: Eamets and Arro, 2000

Now, if we turn to the Edtonian data, we can see that employment in the public sector has
decreased dradticdly during the trangtion. The fastest decreases came from manufacturing, but
dso from the service sector. From the point of view of genera economic compstitiveness, the
rdaively large share of the private sector in the economy is podtive. As a result of quick
privetisation, most profit-oriented enterprises are in private ownership. As in the case of generd
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employment, we can date that the largest share of persons employed in the private sector is
involved in the service sector.

The share of the private sector in Estonid's total employment will probably increase in the near
future due to the decison to privatise severd mgor infrastructure firms, such as power gations
and therailways.

If we take a closer look at indudtries, in 1998 the share of the private sector in employment in
Estonlawaslargesi in the following fidds:

- fishing 99.5%;
- trade 99.2%;
- manufacturing 97.8%.
- hotds, restaurants 97.2%;
- agricuture 93.7%;
- condruction 93.6%;
- financid sector 92.8%.

The share of the public sector was largest in:
- public adminigtration 100%;
- education 94.0%;
- hedlth care 84.8%;
- mining and quarrying 78.7%;
- dectricity production 77.4%.

Private firms increase jobs in smal enterprises. According to the EStonian Enterprises Register
data, employment in smal firms (less than 5 people) increased dmost 40% during 1994-1998.
The generd increase of employment in the private sector was 25.3% (Table A.11 in gppendix).

Figure 2.8. presented above alows us to analyse to what extend private sector was able to absorb
those workers who were laid off from public sector. These changes reflect dso smple changes
of firm gatus, when it was privatised. In order to see in what extent absorbation took place, we
use annua changes in employment in two sectors and dso we caculate net changes® based on
these rates and actua employment changes, based on total employment changes.

If these two rates are identical we can say that al workers who were laid off from public sector
found work in the private sector and dternatively it could mean that inflow and outflow from
employment were equd.

%1 Net change is difference of two growth ratesDL= [DLy| - |DLpu| where DLy, denotes private sector employment

changes and DL, denotes public sector employment changes
58



02.08.2001

Figure 2.8. Employment changesin private
sector and public sector, in Estonia (annual
change, %)
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We can see an interesting fact that before 1993, the net change was postive. This means we
would expect public sector workers to be absorbed into the private sector. But at the same time
tota employment changes show a declining tendency. That means outflow from employment
was higher than inflow. After 1994, the tendency changed and we see that actud declinein
employment was smdler than expected (net changes). We can conclude that inflow rates were
higher than outflow rates after 1994.

2.6. Self-employment and entr epreneur ship

Sdf-employment and the level of entrepreneurship are important factors of genera economic
development and labour demand. In many cases, while the labour demand declines and the
economy is in recesson, sdf-employment could help to keep the activity rates and reduce the
unemployment. Some countries experienced a relatively high share of entrepreneurship dso
during pre-trangtion countries. These are former Yugodavia republics and Poland. In most
countries (and especidly in the former Soviet Union republics) free entrepreneurship is a very
new and afast developing feature of market economy.

In the following datidtics the ILO data was used. We used the definitions of the United Nationa
Statisticad Commission approved in 1958. According to these definitions:

(& An employer is a person who operates his’her own economic enterprise, or engages
independently in a profession or trade, and hires one or more employees.

(b) An own-account worker is a person who operates his or her own economic enterprise, or
engages independently in a profession or trade, and hires no employees.
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According to the labour market status there are 6 groups defined by the ICSE-93:

1. Employees, anong whom countries may need and be able to distinguish "employees with
gtable contracts’ (including "regular employees’);

2. Employers,

3. Own-account workers,

4. Members of producers cooperétives,

5. Contributing family workers,

6. Workers not classfiable by status.

We did not observe, under sdf-employment category, co-operative members and family
members. Only categories 2 and 3 were consdered. At the same time it is important to notice
that these numbers consst of agriculturd employment as well. This lagt fact has a great influence
on the results. The main problem is that in countries with a rdatively high share of agriculture
farmers make up the mgority of own-account workers. Unfortunately, data presented by the ILO
do not dlow us to andyse own-account workers without farmers. This is a serious shortcoming
of the database and we should keep in mind a generd employment structure of the countries
under observation if we want to get atrue picture about entrepreneurship.

As we can see from table 2.11. and figure 2.9., countries could be divided into two groups. In
one group where sdf-employment is rdaively high (because of a high number of individud
farmers), more that 20 % are from tota employment, as like in Romania and Poland. Lithuania is
moving away from this group, which is interesing, because in generd, agriculturd employment
has increased in Lithuania

Table 2.11. Share of self-employment in total employment, 1998 (%)

Employers Own-account wor ker

1994 1998 1994 1998
Estonia 27 2.7 27 5.3
Hungary 18 2.7 7.0 7.3
Latvia - 3.3|- 8.4
Lithuania |- 3.6|- 12.6
Poland 3.6 4.1 21.3 18.3
Romania* 13 13 18.6 20.1
Slovakia 19 25 4.3 4.2
Czech* 27 4.0 5.8 7.8
Slovenia 34 35 8.8 8.9
Note* 1997

Source: Eamets, Arro, 2000

The second group has sdf-employment rates around 10% from total employment. Obvioudy,
because of the decline in agricultura employment in the first group, we can observe the decline
of the shares, while in the second group sdlf-employment isincreasing.

In order to judge, whether entrepreneurship in a particular country is low or high, we must
compare these trends with some other indudtridlised countries. The following table 2.12. presents
some data about 7 European countries and the US. We are using the same ILO databases. We
can see that there are Nordic countries with rddivey high levd of employers and a rdatively
low levd of own-account workers. Germany is in the middle of the two groups, and then we
have less developed or South European countries where the share of own-account workers is
much higher than the share of employers. In future we will probably be able to observe smilar
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tendencies in the CEE countries. Countries like Romania, Bulgaria, Hungary will have a smilar
dructure of entrepreneurs like Greece and Spain. Mogt likely Poland and Lithuania will follow
the German pattern and Latvia and Estonia more the Nordic dructure of entrepreneurship. The
last statement is author's subjective opinion based on the fact that these two Badtic countries are
culturally and economically closdy related to the Nordic countries.

Figure 2.9. Self-employed asthe sharein total employment
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Table 2.12. Self-employment in selected industrialised countries, 1998 (%)

Employers |Own-account wor ker

Denmark 8.2 1.0
Sweden 10.2 -
Finland 13.4 0.7
Germany 5.0 5.0
us 7.8 -
Ireland 3.8 15.1
Spain 5.2 14.2
Gr eece* 7.1 26.1
Note: *1997

Source: 1LO database

2.7. Gender changesin employment in the Estonian labour mar ket

In 1997, 9.1% of people were employed in agriculture, 33.3% in industry and 57.7% in the
sarvice sector in Estonia, while the corresponding figures for the EU were 5%, 29.5% and 65.6%
respectively. Future increases in the overal employment rate will depend on an expanson of the
service sector.

From the point of view of gender, femdes are employed more in the sarvice sector and maes in

the primary sector. At the same time the employment of maes in sarvices has increased faster
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during the observed period (table A.6 in appendix).

If we take a look a the employment dructure, there are some changes in the structure of the
generd employment of men as far as mgor industries are concerned. In 1989, the economic
activity with the highes employment was menufacturing. This was followed by agriculture,
condruction, trangport and communications, and, with a rdaively high share dso, fishing. In
1998, the two largest industries were similar, but their share of tota employment had dropped;
the third podtion was occupied by trade and the fourth by agriculture. In comparison, the
industries with the largest shares in the total employment of women in 1989 were hedth care,
finance, education, trade and hotels. We can even say tha these are “femaé€’ indudries. In most
industries we can observe a decline in the femde share during trangtion. The only exceptions are
hotels and restaurants, education and other persond services. The decline in employment was
more dgnificant, more profound and more rapid among women. The mae population has been
more successful in maintaining its former leve of employment, while femades have become
more inactive during the trangtion period.

Employment rates for young people (15-24 years old) declined from 49.6 % to 37.4%. Thisis a
natural development, because young people stay longer in initid education and training. In the
EU, the average employment rate for young people was 36% in 1997.

The employment of males declined over the observed period from 83.4% to 69.2% (see table A.7
in gppendix). In the EU the corresponding employment rate for males was very close to that in
Egtonia (70.5%) in 1997. At the same time the femde employment rate was consderably higher
in Estonia than the EU average: 60.4% for Estonia and 50.5% for the EU.

If we andyse totd employment changes in smdler age groups (5-years interval) (see table A.8 in
gppendix), we can observe some interesting patterns. We observe changes in employment over
seven years. We can see that for many age groups 1993 was the year when the genera trend
changed (eg. for people aged 45-49 and 55-59). Employment declines congtantly for persons
between 50-54; while in 1989, 90 000 people in this age group were employed. In 1996, the
corresponding number was 61 600. The same tendency occurs surprisngly in age groups
between 25 and 39. The lagt fact is a little surprising, since the impresson given by the mass
media suggests that it should be the 25-35 age group who have the best chances of a decent job
and career.

2.8. Sour ces of declining employment rates

Reduction in employment rates can be accommodated either by pushing people into non
participation or by increesng the sze of the unemployment pool. Demographic developments,
e.g inflow of large cohorts of jobless youngders into the working age population, may aso
contribute to the decline in employment population ratios. We use here the approach worked out
by Boeri, et d, (1998), where they used following equation:

o2 E 6, DU DOLF DWAPOP,
EWAPOP 5 WAPOP = WAPOP  WAPOP

» Du + Dolf + Dwapop(1- €)
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where E denotes employment, WAPOP the working age population (15-69), U the stock of
unemployment, and the OLF the stock of people of working age out of the labour force. Smdl
letters denote fractions of the tota working age population. In other words, the decomposition
iolates the amount of nonemployment, which has resulted in unemployment as opposed to
changes in paticipation (second term), as well as the role played by demographic developments
(third term). Demographic factors here smply show the increase/decline in population.

Table 2.13 displays the results We used some date computed and published by Boeri et d
(1998) and we added calculations for Estonia. For other CEE countries the working age was 15
54 for women and 15-60 to men. In most cases the dramatic declines in employment were
achieved via a rise of inactive population rather than unemployment. The incresse in the inactive
population in working age are accounted in Bulgaria, Czech Republic, Estonia and Hungary for
more then 50% of the decline in employment population ratios. We can say tha demographic
factors played a margind role in employment decline. The only exception in our example was
Poland where the increase in unemployment played an important role in employment decline.

Table 2.13. Decomposition of the decline in employment rates (1989-1996)

Country ?(elwap) ?2u/wap ?0lf/wap Demogr aphic

Bulgaria -22.2 9.9 10.5 1.8

Czech Republic | -9.6 2.6 8.0 -1.0

Hungary -22.9 6.9 16.7 -0.7

Poland -13.1 94 4.6 -1.0

Estonia -15.2 6.2 7.8 12

Source: Boeri, T. , Burda, M., Kdll6 J. Mediating the Trangition: Labour Market in Central and Eastern

Europe. Forum Report of the Economic Policy Initiative no. 4, CEPR, 1998, p.15, for Estonia author’s
estimations

2.9. Wagesin Estonia

Wages greetly influence the mobility and location of labour, its efficdency and human capitd
expenditure. Indirectly wages tell us about demand for one or another product (service), and
about the level of compstition in different indudries. The potentia of trangtion economies & the
beginning of the reforms was in the low cods of labour that attracts foreign capitd. Since the
currency reform in 1992, wages in Estonia have undergone big changes. The trangtion modified
the hierarchy of wages by indudtries and wage differentids have increased rapidly during the
years of reforms, etc. The rapid changes took place in 1993-1994, afterwards the speed of
changes has dowed down (Philips, 1999)

Comparison of wages and income during the trandtion period with the pre-trangtion leve in a
quantitative sense is very hard to make for severa reasons (Eamets, et d., 1999):

the currency reform in 1992

hyperinflation in 1991, and

the Statistica Office publishes adjusted data since 1993 and does not publish earlier data as it
is very much unrdiable and not comparable with previous data.

Intable 2.14 and in figure 2.10 we present data since 1993.



The computation of the aggregate average wage in Estonia is complicated since the increese is
mainly due to high and fast risng wages in a few indudtries of the economy or for a few persons
hired in high-wage posgtions. For a mgority of the population wage increases have not been as
large. If we look a variation coefficients of nomind wages by indudtries then we can see that
this coefficient has been fairly stable. The increase in 1999 means that these wages are not fully
comparable with previous ones, because they indicate only wages in the last quarter, while others
are yearly averages.

Table 2.14. Average wages in 1993-1998, EEK and %

1993 | 1994 | 1995 | 1996 1997 1998 | 19991V

quarter

Aver age gr oss nominal wages per month, 1066 | 1734 | 2375 | 2985 3573 4125 4799
EEK

I ndices of average gr oss nominal wages* 194.1 | 3158 | 4326 | 543.7 | 650.8 751.4 874.1

Standard deviation of wages by industry 4494 | 620.3 | 822.6 | 979.6 | 1249.4 | 1443.3 1914.7

Variation coefficient of wages by industries 0.39 0.34 0.33 0.31 0.33 0.33 0.39

Average grossreal wages per month, EEK 561.3 | 618.2 | 656.4 | 670.2 | 721.4 769.7 n.a.

Minimum wage 300 300 450 680 845 1100 1250

Note: 1 EUR = 15.6 EEK. *Indices: 1992=100.
Sources: Statistical Office of Estonia, EMOR

The wage growth has been faster modlly in the tertiary sector when, a the same time, the low
wages in the primay sector compared with the country’s average gross wages have been
continudly diminishing. Throughout the observed period the average gross wages were the
highet compared with the nationd average in financid intermediation (2.0-2.3 times). At the
same time, wages were exceptiondly low compared with the nationd average in agriculture (0.6-
0.7 times), but dso in the hotd and restaurants sector and fishing (Table A.12. in appendixes).
These differences are explained by a reatively high share of low quaified jobs in these sectors,
but aso by rdatively high share of tax evason in these sectors. Some surveys have found that on
average dmogt 20% of firms paid “envelope wages’ in 1998, in Estonia. We assume that most of
these firms are involved in the supply of different sarvices in smdl and medium sze firms or
working in agriculture or in fishing.
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Figure 2. 10. Average montly wage indexes by industries
(national average wage=100)
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A recent study launched by the Bank of Estonia anaysed the productivity, employment and red
wage changes in Egtonia, in 1996-1999 (Veslind and Rell, 2000). This is an interesting period
because it covers the two macroeconomic shocks in Estonia In 1997, Estonia had a stock
exchange crigs and in 1998, the Russan financid collgpse influenced Estonian export sectors.
The authors used quaterly data of employment and added vaue of GDP by industries.
Productivity was calculated as added vaue per employed person. Ther purpose was to find out
how rea wages react to externa and internal shocks and changes in productivity. They found
that wages were very flexible in sectors of tradable goods and not so flexible in non-tradable
sectors. Hexibility means that rea wages declined when productivity declined. Dividing the
sectors by ownership form, the authors found that private sector wages are more rigid and that
employment was affected by shocks with time lag (one quarter).

We bdieve that these were very interesting results and are probably a firsd attempt to anadyse
such kind of changes in the labour market. However we think that some findings are mideading
because the authors did not included in their caculations inditutional changes (like changes in
minimum wages). There are data problems, which were not recognised. Wages in some sector
ae 0 much influenced by “envelope wages’ that red wage edimations, without taking into
account changes in minimum wages will lead to biased resuts. For ingtance, in the hotd and
restaurant sector the average wage is only 50% of the nationd average wage. This shows directly
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that very many people in this sector earn the officid minimum wage.

2.10. Summary

Estonia has had two recessons, one caused by generd trandgtion shock and economy
restructuring after currency reform (1991-1994) and the other by the locd financid market criss
followed by an externa shock caused by the Russan financid crigs (1998-1999). As the result
of the firg shock, unemployment reached amost 8% and as a result of the second shock,
unemployment rose to 15% in the beginning of 2000.

Economic decline in the early period of recesson in Etonia was degper than in mogt of other
CEE countries, but lower than in the other two Bdtic Sates.

From the labour market point of view the trangtion process meant for post-sociaist countries
three mgjor changes:

reallocation of |abour between economic sectors;
private sector employment incresse;
increase of entrepreneurship.

Mogt drastic changes in employment were as follows:

Totd decline of employment was highest in Latvia and Estonia, in 1993-1998. As we see
from our decomposition analys's of employment decline, in most cases the drametic declines
in employment were achieved through arise of inactive population rather than through
unemployment.

Employment decline in agriculture was highest in Estonia, compared with other trangtion
economies. The deepest decline of the employment share in manufacturing was observed in
Lithuania and Romania

The share of salf-employed people from total employment isrelative low in Estonia,
athough the share of self employment has increased most, compared with other CEE
countries.

Rdaive employment in agriculture is dedlining in Edonia Egonia has shifted from the group
with a relative high agricultura employment (20%) to low employment group (less than 10%
from totd employment). The service sector was the only sector where Estonia maintained the
same levd of employment in 1998 as in 1990, dso in absolute terms. Femde employment has
declined in agriculture and manufacturing and is increesing in the sarvice sector, in EStonia,
while made employment has increesed in the service sector, in manufacturing it has remained
congtant and declined in agriculture.

Poland is the only country in the observation group whose economy reached its pre-reform
period GDP leve. This is due to reatively fast increese of employment in service sector and
somewhat more moderate increase in indudrid employment. Poland is only country where tota
employment in 1997 was higher than it wasin 1993.

66



02.08.2001

If we andyse structurd adjustments of labour between different sectors, then we can see, usng
Jackman and Pauna's methods, that the speed of restructuring has leen rdatively high in Edonia
and that the efficiency of labour redllocation has been very high.

Alternative index of restructuring was caculated by Faggio and Konings usng job cregtion and
destruction data. They found that job destruction and creation flows in Edonia are much higher
that in other CEECs, which means they are more smilar to those reported by the most dynamic
Wegtern economies. These findings strongly support our generd hypothesis about high mobility
of labour in Estonia

The public sector has decreased dradticaly during the trangtion period. The fastest decreases
came from manufacturing and from the service sector. If we look a employment changes in the
private sector versus the public sector, then we can see that before 1993, the net change was
positive. We would expect that the public sector workers would be absorbed to the private sector.
But a the same time totd employment changes show a declining tendency. That means that the
outflow from employment was higher than the inflow. After 1994, the tendency changed and we
see that actua employment decline rates were smadler than expected (net changes). We can
conclude thet inflow rates were higher than outflow rates after 1994.

We can see from our entrepreneurship data that EU countries could be divided into two broad
groups. There are Nordic countries with a rdatively high level of employers and a redively low
levd of own-account workers, Germany is in the middle of the two groups, and then we have
South European countries where the share of own-account workers is much higher than the share
of employers. In the future we can probably observe smilar tendencies in CEE countries.
Countries like Romania, Bulgaria, Hungary will have a smilar dructure of entrepreneurs like
Greece and Spain. Mog likdy Poland and Lithuania will follow the German pattern and Latvia
and Estoniawill follow more a Nordic structure of entrepreneurship.

Wages have undergone very big changes during trangtion. The wage growth has been fagter in
the tertiary sector. At the same time, low wages in the primary sector compared to the country’s
average gross wages have been continudly diminishing. During the observed period the average
gross wages were the highest compared with the nationd average in the financia sector. At the
same time, wages were exceptionaly low in agriculture, but dso in the hotd and restaurants
sector and fishing. These differences are explaned from one dde by a rdatively high share of
low qudified jobs in these sectors, but dso by a rdatively high share of tax evason in these
sectors,

As regards the downward flexibility of wages, some researches have found that wages were very
flexible in sectors of tradable goods and not so flexible in non-tradable sectors.

All these findings basically support our contention that the initial conditions for Estonian

economy were different compared with other CEE countries and that, as a result the Estonian

labour market development is remarkable. Estonia represents in many cases most extreme

changes, whether it isin the decline in agriculture or the increase in the service sector. It is

important to keep in mind if we continue our comparative studies and try to find reasons and
explanations for different aspectsin labour market developmentsin Estonia
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Figure A 1 Employment according to three main economic
sectors, 1998
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Figure A2 Employment changesin CEE countries (1993=100)
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Table A.1. Employment by sectorsin 1989-1996 (in the age of 16-69 yr., %)

Industry year

1989 |1990 |1991 (1992 (1993 |1994 |1995 (1996 (1997 |1998
Agriculture 18.0 18.0| 17.4| 16.3| 14.3| 126/ 96/ 92 83 83
Fishing 32| 31| 30f 28 23] 20/ (09 (0.8 11 08
Mining 15 15[ 15/ 16 16| 16/ 14 (1.4 12 13
Manufacturing 25.7] 25.1| 24.6| 23.6| 21.4| 20.7| 24.8| 23.9| 22.3] 21.9
Electricity production 22| 22| 23| 23 26| 28| 24 25 27 29
Construction 77| 80| 81 79 74| 72| 54| 57 74 74
Trade 74| 76| 81| 94 11.4| 127| 12.6| 13.3| 14.0 14.2
Hotels, restaurants 22 21 23| 23 24 27 27 27 23 23
Transport, communication 78] 81 83| 80 83 84 100 100; 92 91
Finances (0.5)] (0.5) (0.6)f 08 09 11| (1.1 (1.0 120 14
Real estate, business activities 40| 40| 38| 37 39 43 49| 504 54 6.0
Public administration 39| 38/ 39 42 49 53] 54/ 54| 53 58
Education 6.1 6.0/ 60f 64 70 70 85 87 90 87
Health care 60 6.0 62 63 67 68 56| 56| 56 54
Other personal services 38| 40| 41| 43 48| 48| 46| 47| 52 47
Total 100.0{ 100.0( 100.0| 100.0| 100.0{ 100.0( 100.0| 100.0| 100.0| 100.0
Notes: ... datais based on less than 20 persons of the sample
( ) datais based on 20-39 persons of the sample
Sources. Estonian labour force surveys
Table A.2. Changesin employment by industries (thousands)
Industry year

1989 1990, 1991| 1992( 1993| 1994| 1995 1996| 1997| 1998
Agriculture 150.8| 148.5| 140.5| 124.7) 101.5| 87.5| 63.0 59.7| 53.3| 52.6
Fishing 26.5| 253 24.1| 211 16.1| 135| (6.0) (5.0) 72| 52
Mining 12.3| 12.0f 11.8| 122 112 11.2| 91 (89| 7.6/ 82
Manufacturing 214.9| 207.8| 198.4| 180.9| 151.5| 143.2| 162.9| 154.4| 143.6| 139.1
Electricity production 18.6| 18.6| 183 179 183| 19.5| 158 164 176 18.1
Construction 64.9| 66.0] 65.5| 60.7| 52.4| 49.9| 356 36.8/ 47.4| 46.9
Trade 61.6| 63.1 655 721 810/ 881 827 858 904| 90.3
Hotels. Restaurants 18.8| 175 18.6/ 17.6 17.0( 18.7| 18.0 17.8| 14.6/ 14.4
Transport. communication 65.6| 67.0] 66.9| 61.4) 58.9| 58.2| 658 64.7| 59.1| 57.9
Finances (39) (42) (48) 59 66| 79 (7.1) (6.6) 75 86
Real estate. business activities 33.6| 32.7| 305 280 27.7| 299 322 323| 346 383
Public administration 32.8| 315 312 324| 349| 36.4| 357 350 340 36.6
Education 51.0| 49.6] 485| 49.2] 49.7| 482 55.8 56.3| 57.9| 555
Health care 50.5| 49.5| 50.2| 48.3] 47.3| 47.0f 36.5 359| 36.2| 34.6
Other personal services 32.0| 33.0 329 332 34.0| 334 299 30.2| 332 300
Total 837.9| 826.4] 807.8| 765.7| 708.1| 692.6| 656.1| 645.6 644.1| 636.2

Notes: ... datais based on |ess than 20 persons of the sample
() datais based on 20-39 persons of the sample

Sources. Estonian labour force surveys
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Table A.3. Changesin employment compared with 1989, by industries (%)

Industry Year
1990 |1991 (1992 [1993 |1994 (1995 |1996 (1997 |1998

Agriculture -15] -6.8| -17.3| -32.7| -42.0| -58.2| -60.4| -64.7| -65.1
Fishing -46| -9.0| -20.4| -395| -49.0| -77.4| -81.3| -72.8| -804
Mining -26| -41| -12[ -89 -95| -26.2| -281| -38.3| -33.3
Manufacturing -33| -7.7| -15.8| -29.5( -334| -24.2| -282| -33.2| -35.3
Electricity production -0.3] -18] -37| -21 46| -15.3| -12.2 57| -27
Construction 18 10| -65 -19.2| -23.1| -452| -43.2| -27.0| -27.7
Trade 23 6.3| 16.9| 315 429| 341 39.2| 46.7| 465
Hotels, restaurants -66| -11| -61 -97 -07| -41] -55[ -225| -234
Transport, communication 22 20| -63| -10.2| -111 04| -14| -99| -11.7
Finances 89| 245 512| 695 1028 825/ 693 91.3| 120.7
Real estate, business activities -27| -91| -16.6( -17.4| -109| -4.0| -37 31| 140
Public administration 41 -48] -11 6.3 11.0 8.7 6.6 36| 117
Education -28| -50/ -35 -25| -55 94| 104 135 8.7
Health care -20| -07| -45| -63| -70| -27.7| -289| -28.3| -316
Other personal services 31 27 3.6 6.1 44| -6.7| -56 38| -6.2
Total -1.4| -3.6| -86| -155| -17.3| -21.7| -229| -23.1| -241

Notes: ... datais based on less than 20 persons of the sample
() datais based on 20-39 persons of the sample
Sources. Estonian labour force surveys

Table A.4. Female population aged 15-64 by economic status in 1989-1998(annual average,
thousands and %).

1989 |1990 (1991 |1992 |1993 (1994 |1995 (1996 |1997 |1998
Total population (15-64)  [538.2 [537.9 [536.3 |533.0 |521.6 |515.4 |511.1 |507.0 (503.5 |501.8

Labour force 400.1 (389.7 |379.9 |363.3 [350.3 |347.3 (339 |336.8 |335.5 [333.2
Employed 397.9 (386.9 [373.9 [350.5 [326.7 [319.6 |309.2 |305.5 |304 |303.2
% of total employment 488 (481 |475 (469 (471 |471 (478 |48.1 |479 |(484
Yearly changein -28 |[-34 |63 |68 |22 |-33 [-12 |-05 |-03

employment, %

Unemployed (2.8) |6.0 128 |23.6 |(27.7 |29.8 |31.3 |315 |30.0
Inactive 138.1 |148.3 |156.4 |169.7 |171.3 [168.1 |172.1 (170.2 |168.0 |168.6
Labour force 743 |724 |70.8 (682 |67.2 |67.4 |66.3 |66.4 [66.6 |66.4
participation rate%

Employment rate, % 739 |719 |69.7 (658 |62.6 |62.0 |60.5 |60.2 (60.4 |60.4
Unemployment rate, % (0.7) |16 35 6.7 8.0 8.8 9.3 94 9.0

Notes: ... datais based on less than 20 persons of the sample
() datais based on 20-39 persons of the sample
Sources: Estonian Labour Force Surveys
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Table A.5. Sectoral employment of total population (15-69) by gender (%)

1989 | 1990 | 1991 | 1992 | 1993 | 1994 | 1995 | 1996 | 1997 | 1998
Total
Primary 21.2 211 204 19.1 16.6 14.6 10.5 95 9.3 9.1
Secondary 371 369 364| 356/ 331 324 343 342 335 333
Tertiary 4171 421 431 453 50.3| 52.9 55.2 56.3] 57.2 57.7
Males
Primary 27.3 26.5 255 238 20.8 18.2 13.0 11.5 12.0 11.4
Secondary 42.2| 420 416 410 386 383 414| 426| 419 419
Tertiary 305 315 329| 352| 406 434 456 459 46.1| 46.8
Females
Primary 149 153 14.9| 139| 120/ 106 7.8 74 6.3 6.6
Secondary 318 314 308 295 269 25.8| 26.6 253 241 24.1
Tertiary 53.3| 533 543| 56.7] 611 635 657 67.3] 69.6/] 69.3
Sources:. Estonian Labour Force Surveys
Table A.6. The share of female and male labour force by industries

Males Females
1989 1998 1989 1998

Sector of economy thousands| % | thousands % | thousands| % | thousands %
Total 426.7| 48.7 330.7 51.7 411.3| 51.3 309.5 48.3
Agriculture 95.9| 63.8 33.1 62.6 549 36.2 198 374
Fishing 20.3| 74.6 45 86.5 6.3| 25.4
Mining 92| 728 7| 854 (3.1)] (27.2)
Manufacturing 104.9| 46.6 76.2 54.6 110.1| 53.4 63.3 454
Electricity production 12.7| 65.9 132 725 59| 34.1 5| 275
Construction 53.1] 805 42 894 11.8| 19.5 5 10.6
Trade 16.2( 24.4 40.1 44.3 455| 75.6 50.5 55.7
Hotels. Restaur ants 49| 245 (2.5) (17.4) 139 75.5 11.9] 826
Trangport. Communication 46.4] 69.0 41.8 71.7 19.1( 31.0 16.5 28.3
Financial intermediation (2.7 (31.9) (3.3) (87.4) 5.9 68.6
Real estate. Business activities 15.7| 44.3 21.6 55.5 17.9| 55.7 17.3 44.5
Public administration 15.6| 45.0 19| 51.9 17.2| 55.0 17.6 48.1
Education 13.2| 23.8 11.9 211 37.8| 76.2 44.6 78.9
Health care 6.0 11.0 48| 137 445 89.0 30.3] 86.3
Other personal services 12.1| 35.2 10.3| 341 199 64.8 199 659

Note: 1989 data about population at the age of 15-69 and 1998 data for populationin 15-74
... datais based on less than 20 persons of the sample
( ) dataisbased on 20-39 persons of the sample

Sources. Estonian Labour Force Surveys
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Table A.7. Employment rates by gender and age groups (%)

1989 (1990 |1991 |1992 (1993 (1994 |1995 |1996 (1997 (1998
Total
15-24 49.6 48| 479 46.7 444 46.1 41 38.6 38.9 374
25-49 935 921 90.8| 882 85 83.6| 812 804 804 793
50-69 65.9 64.8 61.3 55.1 495 478 447 45.2 45.7 -
16 until pension age 844 828 816 788 76 75 72| 711 70.8] 70.1
15-64 78.5 774 75.8 72.3 68.7] 68.1 65.5 64.9 65.4 64.7
Males
15-24 51.3 52.3 54.3 55.9 52.1] 53.2 484 449 43.8 41.6
25-49 975 96.8 956 925/ 89.00 880 836/ 832 845 826
50-69 775 76.1| 729 66.7f 609 59.1| 543 540 548 -
16 until pension age 87.0 86.5 86.0 83.2 80.1 79.2 75.0 74.1 73.8 72.7
15-64 834| 832 823 793 752 747 709 698 707 69.2
Females
15-24 47.8| 433| 411 36.8| 36.1 386 332 321 339 332
25-49 89.6 875 86.1 84.1 811 794 78.8 7.7 76.5 76.0
50-69 576 565 528 465 411 394 376 387 39.0 -
16 until pension age 816 789 769 741 716 70.6/ 688 6808 675 67.6
15-64 739| 719 69.7 658 626 620 605 602 604 604

Sources. Estonian Labour Force Surveys
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Table A.8. Employed persons by sex and age group, 1989-1996 (annual average, thousands)

Sex, age group 1989 | 1990 | 1991 | 1992 | 1993 | 1994 | 1995 | 1996
Malesand females

15-19 30.9 30.5 32.3 314 28.1 27.5 17.0 17.4
20-24 76.1 72.9 71.4 70.1 67.7 71.4 69.7 63.5
25-29 103.7 99.0 95.3 88.5 78.6 74.9 76.5 75.2
30-34 112.8 | 110.5 | 107.0 | 102.0 95.3 92.2 87.1 83.4
35-39 109.1 | 109.0 | 108.1 | 105.2 98.9 95.7 89.8 88.2
40-44 90.8 97,5 | 101.1 | 100.8 95.2 92.3 86.9 89.2
45-49 93.6 85.6 80.8 75.5 73.6 77.1 81.3 81.8
50-54 90.0 92.3 90.0 88.0 80.3 72.8 65.3 61.6
55-59 63.5 62.2 58.9 52.3 489 50.3 50.7 51.6
60-64 44.2 45.0 41.7 32.8 26.5 24.7 22.8 23.0
65-69 23.2 21.9 21.1 19.1 14.9 13.7 9.1 10.7
TOTAL 837.9 | 826.4 | 807.8 | 765.7 | 708.1 | 692.6 | 656.1 | 645.6
15-24 107.0 | 103.4 | 103.6 | 1015 95.8 98.9 86.6 80.9
25-49 510.0 | 501.6 | 492.4 | 472.0 | 441.7 | 432.2 | 421.5 | 417.9
50-69 2209 | 221.4 | 211.8 | 192.1 | 170.7 | 161.5 | 147.9 | 146.9
16 until pension age 740.2 | 728.8 | 716.5 | 689.6 | 646.1 | 632.4 | 611.4 | 599.1
Males

15-19 14.2 15.7 17.9 18.6 16.1 15.8 (8.4) 9.1
20-24 43.2 42.8 42.8 443 42.0 42.9 43.8 38.6
25-29 58.7 57.4 55.2 50.9 45.2 435 449 449
30-34 58.6 58.4 57.1 54.2 50.2 49.1 46.1 435
35-39 54.9 54.6 54.6 52.9 50.0 48.7 43.4 437
40-44 43.9 47.6 49.3 48.9 46.1 44.2 41.6 422
45-49 444 40.7 38.3 36.0 34.8 37.1 375 38.6
50-54 42.6 43.7 43.3 425 38.0 34.3 30.6 28.6
55-59 35.4 34.1 32.4 29.7 29.1 29.5 29.2 28.5
60-64 20.8 225 21.9 18.3 14.9 14.1 12.3 11.8
65-69 9.9 9.1 8.8 8.3 7.4 7.2 (4.6)] (5.9)
TOTAL 426.7 | 426.7 | 421.5 | 404.4 | 3739 | 366.6 | 342.3 | 335.4
15-24 57.4 58.5 60.8 62.8 58.2 58.7 52.2 47.8
25-49 260.5 | 258.8 | 254.4 | 242.8 | 226.4 | 222.7 | 213.4 | 212.8
50-69 108.7 | 109.5 | 106.3 98.7 89.4 85.2 76.7 74.8
16 until pension age 394.6 | 393.2 | 389.9 | 377.0 | 351.1 | 344.6 | 328.2 | 321.9
Females

15-19 16.6 14.9 14.3 12.9 12.0 11.7 (8.5)| (8.3)
20-24 32.9 30.1 28.5 25.8 25.6 28.5 25.9 24.8
25-29 45.1 41.6 40.2 37.6 33.4 31.4 31.6 30.4
30-34 54.2 52.2 499 479 45.1 43.1 41.0 40.0
35-39 54.2 54.3 535 52.3 489 47.0 46.4 44.5
40-44 46.9 49.9 51.9 51.9 49.0 48.1 45.3 47.0
45-49 49.1 449 425 39.5 38.8 39.9 43.8 43.2
50-54 474 48.6 46.7 45.4 42.3 38.6 347 33.0
55-59 28.1 28.1 26.5 22.7 19.9 20.8 21.5 23.1
60-64 23.4 225 19.8 145 11.6 10.6 10.5 11.2
65-69 134 12.8 12.4 10.8 75 6.4 (4.5 (4.8)
TOTAL 411.3 | 399.7 | 386.3 | 361.3 | 334.2 | 326.0 | 313.8 | 310.2
15-24 49.6 449 42.9 38.7 37.6 40.1 34.4 33.1
25-49 249.4 | 242.8 | 238.0 | 229.2 | 215.2 | 209.5 | 208.1 | 205.1
50-69 112.3 | 1119 | 1054 93.4 81.3 76.4 71.3 72.1
16 until pension age 345.6 | 335.6 | 326.6 | 3125 | 295.0 | 287.8 | 283.1 | 277.3
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Sources. Estonian Labour Force Surveys

Table A.9. Index of restructuring based of Jackman and Pauna data

Employment structure Excessive employment
Estonia |EU South EUNorth |EU south  |EU North
(1)-(2) 13
(1) (2 3 (4) (5

Agriculture 18.0 10.7 4.1 7.3 13.9
Mining 15 0.4 1 11 05
Manufacturing 25.7 22 26.3 37
Electricity 22 0.9 11 13 11
Construction 7.7 8.1 6.4 13
Trade 9.6 19.3 174
Transportation 7.8 6 6 18 18
Finance 45 6.1 8.6
Community services 19.9 26.5 28.7
Total 100.0
Restructuring Index 15.2 18.7

Source: Jackmann, R., Pauna C. Labour Market Policy and the Realocation of Labour Across the
Sectors, CEPR Discussion Paper No. 338, March 1997 and own calculations

Table A.10. Restructuring speed and efficiency in Denmark

1989 1998(Comparator [Changein [Employment |Convergent |Non-convergent
country employment [differential
Total 2645.3| 2692.4 2692.4
Agriculture 148.4] 96.7 107.8 -51.7 -40.6 -40.6
Mining 2.4 32 12.6 0.8 10.2 0.8
Manufacturing 505.1f 516.0 493.6 10.9 -11.5 10.931
Electricity 19.7 20.5 22.8 0.8 31 0.8
Construction 186.8| 177.5 164.4 -9.3 -22.4 -9.3
Trade 369.7| 4389 434.5 69.2 64.8 64.8
Transportation 195.1| 1819 191.0 -13.2 4.1 4.1
Finance 255.4| 306.7 308.7 51.3 53.3 51.3
Community services 939.5| 950.7 954.8 11.2 15.3 11.2
2185 225.2 182.8

Speed 0.81
Efficiency 0.84
Table A.11. Estonia — private sector employment by size of firm, 1994-98

No. of employees as share of total (%) 1994 | 1995 | 1996 1997 1998 | Change94-98

(%)

TOTALS 100 100 100 100 100 +25.3
Lessthan 5 9.0 10.0 9.8 10.2 10.1 +39.8
6-10 9.2 9.8 9.3 9.6 9.4 +27.9
11-25 16.4 16.9 16.4 16.9 17.6 +34.0
26-100 29.3 28.3 274 28.7 29.2 +24.9
101+ 36.0 35.0 37.1 34.6 33.8 +17.4

Sources: Estonian Enterprises Register, Estonian Register of Social Security
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Table A.12. Average nominal gross monthly wages 1992 - 1998

Industry Grosswages (EEK) Wageindex, 1992 = 100

1992 11993 [1994 (1995 |1996 1997 [1998 (1993 |1994 |1995 [1996 (1997 |1998
Agricultureand hunting 388| 641| 1010| 1405| 1811 2131| 2535| 1.65| 2.60| 3.62| 4.67| 5.49| 6.53
Forestry 473[ 908| 1601 2419 2590| 3657| 4059| 1.92| 3.38| 5.11] 5.48| 7.73| 8.58
Fishing 540| 1229| 1705| 1987| 2708| 3640| 3674 2.28| 3.16| 3.68| 5.01| 6.74| 6.80
Mining and quarrying 737| 1487| 2362 2968| 3944| 4412| 4894 2.02| 3.20] 4.03| 5.35[ 5.99| 6.64
M anufacturing 536/ 1036| 1784| 2421| 2991| 3578| 4081| 1.93| 3.33] 4.52| 5.58| 6.68| 7.61
Electricity and water 835| 1467| 2432| 3262| 3872| 4835| 5561| 1.76| 2.91| 3.91| 4.64| 5.79| 6.66
supply
Construction 647| 1264 2047| 2568| 3195| 3709| 4196 1.95| 3.16| 3.97[ 4.94| 5.73] 6.49
Wholesale and retail trade 516/ 917| 1510 2051| 2720| 3112| 3627| 1.78| 2.93] 3.97| 5.27| 6.03[ 7.03
Hotelsand restaurants 403 786| 1196| 1570 2128| 2340| 2624| 1.95( 2.97] 3.90| 5.28| 5.81] 6.51
Transport and 867| 1741| 2421| 3101| 3748| 4425| 5122| 2.01f 2.79| 3.58| 4.32| 5.10[ 5.91
communication
Financial intermediation 1078| 2496| 3571| 4951| 6109| 7684| 8914| 2.32| 3.31) 4.59| 5.67| 7.13| 8.27
Real estate and business 488[ 1031| 1748| 2562 3213| 4078| 4566| 2.11| 3.58| 5.25| 6.58| 8.36| 9.36
Public administration 533| 1103| 2030| 2825| 3546| 4226| 4942| 2.07| 3.81) 5.30] 6.65| 7.93] 9.27
Education 459 850| 1259| 1900 2326| 2794| 3370| 1.85| 2.74| 4.14] 5.07| 6.09] 7.34
Health and social work 415 818| 1402| 1975 2689| 3089| 3690| 1.97| 3.38| 4.76| 6.48| 7.44| 8.89
Other serviceactivities 437| 825| 1300| 1894| 2453| 2913] 3390| 1.89| 2.97| 4.33] 5.61] 6.67| 7.76
AVERAGE 549| 1066| 1734| 2375| 2985| 3573| 4125| 1.94| 3.16| 4.33| 5.44| 6.51] 7.51

Source; Statistical Office of Estonia
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3. Estonian labour market and labour market changes in CEE countries:
L abour Supply approach

3.1. Data sources

3.1.1. Description of Estonian Labour Force Surveys

The man inputs for labour market andyds in Estonia are labour force surveys. Four annud
surveys have been conducted: in 1995, 1997, 1998 and 1999. Since 2000, the surveys have been
caried out quarterly. The first survey was organised in 1995. The data collection programme of
the Estonian Labour Force Survey (ELFS 95) was extended in two directions, compared to an
ordinary labour force survey. Firdly, a retrospective section was added in which information was
gathered concerning employment changes between 1989-1995. Secondly, it included sections
concerning studies, changes of residence, family background, and economic satus, which are not
trested extensively in an ordinary survey??.

The retrospective part of the ELFS 95 recorded first the respondent's sStuation (employed,
unemployed, or nonactive) a the beginning of 1989 and the subsequent changes of higher
Stuation between 1989-1995. The changes (job changes, loss of job, finding a new job, starting
and giving up job seeking, etc.) divided the given period into 3 types of sub-periods:

1) periods of employment;

2) periods of unemployment, during which the respondent did not have a job, but was trying to
find one and would have started ajob immediately if possible;

3) periods of non-activity, during which the respondent neither worked nor sought a job.

The minimum length of the periods fixed in the ELFS 95 was one month. If, for ingtance, there
was a period of less than a month between leaving one job and dtarting a new one, this period
was not reflected in the questionnaire as a separate period of unemployment. For each period, its
gart and end time (month) and the festures characterising the period were fixed.

For periods of employment, these festures were the name of the place of work (enterprise/
organisation), location, method used in finding the job, sSze of the enterprise/organisation, type
of owneship and profit-orientation, exisgence of foreign capitd, change of the type of
ownership, the respondent’'s socid datus, occupation, sdary, average length of the working
week, the existence of second jobs and interruptions of work, and the reason for leaving the job.

For periods of unemployment, the features were the steps taken to find a job, the duration of job
seeking, contacts with the State Labour Market Board, unemployment benefit, participation in
public works and traning courses, man sources of subsstence, second jobs, and the
respondent’ s evaluation of how he or she managed during the period of unemployment.

For periods of non-participation, the features were the reason for being inactive, the main
sources of subsistence, second jobs, and the respondent’s evauation of how he or she managed

22 For more details see Pettai U., EametsR., Piliste T., Servinski M. Estonian Labour Force Survey 1995.
Methodol ogical Report. Statistical Office of Estonia. Tallinn- Viljandi 1997.
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during the period of non-activity.

Thus, the whole period of 1989-1995, was covered with periods of employment, unemployment,
and non-participation (there were no moments about which we do not know the respondent’s
dtudtion), and there is no overlgpping between the periods of employment, unemployment, and
non-participation, since these periods are mutualy exclusve. Here we must note that since the
labour force survey was carried out in the spring of 1995, many people, who had returned to the
territory of the CIS and spoke Russan as ther first language, were left out of the sample. The
fact that in 1994, the employment of EStonianspesking people had incressed by only 1.5%
sarves as a proof to this. Thus, the comparison of 1989 and 1994 does not show the changes in
the ratio of Estonians and non-Estonians to the full extent.

The target population of the ELFS 95 were the resdents of Estonia aged between 16 and 75 in
1995, i.e. those born between 1920-1979. The sample basis of the ELFS 95 was the database of
the 1989 population census. Due to its use of the population census database, the survey did not
include people who came to live in Edtonia after the population census. Since the migration
balance (the difference between the number of those who come to Estonia and those who leave
Egtonia) has been negative during the recent years, this fact is condgdered to have a reatively
smdl influence on the reaults.

Together with the replacement sample, there werein total 10,955 people interviewed in 1995.

The second Estonian Labour Force Survey (ELFS 97) amed to continue to collect data on the
labour force, started by the ELFS 95. In order to ensure the continuity of time series d the data
on the labour force, the questionnaire for the ELFS 97 was, in comparison with the one for the
ELFS 95, supplemented with a retrospective section for the years 1995-1997.

The retrospective pat of the ELFS 97 recorded the respondent's stuation (employed,
unemployed or non-active) a& the beginning of 1995 and then the changes of the dtuation in
1995-1997.

Besides the retrospective part, as a classca part of a labour force survey the ELFS 97 included
questions concerning the respondents’ activities in the week preceding the interview.

In generd, the questions were smilar to those in ELFS 95. Findly, 2 882 households with 5 555
working-aged persons were chosen for interviews. The questions (more than 200) dlow us to
draw conclusions about changes in the economy in generd.

Similar surveys were conducted in 1998 (the retrospective part covered 1997, full year) and 1999
(the retrospective part covered 1998, full year). The sample size was 12 900 in 1998 and 12 700
in 1999.

The data for 1989-1994 are the data of the Estonian Labour Force Survey 1995 (ELFS 95), for
1995-1996 the data of the ELFS 97, for 1997 the data of the ELFS 98 and for 1998 the ELFS 99,
repectively. Therefore, analysing the time series presented, one should consider the fact that this
data originates from four sources and their comparability is reduced by some circumstances
which influenced the way the surveys were conducted. The circumstances to be consdered when
andysing the results of the surveys are asfollows:



1) Thesample Sze was different for different ELFS-s.

2) The sample frames for the surveys were different. For ELFS 95, the sample frame was the
database of the 1989 population census, which in the view of the populaion changes in the
meantime, was outdated and was thus one source of erors. Many persons had eg. left
Egtonia or died. As the sample frame for ELFS 97, ELFS 98 and ELFS 99, the Population
Regiger was used. Although it is more up-to-date than the database of the population census,
it dill contains some errors and lacks some of the necessary information (persons who have
left, incompl ete data about place of residence etc.).

3) The sample desgns of the two surveys are different. Stratified smple random sampling was
used in the ELFS 95, cluster sample in the ELFS 97-99. With reference to sample, the results
could be affected only by the erors of the sample frame described in previous paragraph
because, regardless of the difference in sampling procedures, the incluson probability for al
persons was eventudly the same.

Despite the fact that there are some comparability problems with the time series, these datasets
ae most useful because they reflet many different aspects of the labour market. A few
examples. more than 200 questions dlow us to andyse hidden unemployment (discouragement
and underemployment); we can observe flows between labour markets states during the year
(avoiding round-tripping); dso we have data for displacement and so on. These analyss are not
usually possible to obtain from an ordinary labour force survey.

For comparative studies of the trangtion countries, we used Country reports prepared for the EU.
Within the framework of the Phare Horizonta Specia Preparatory Programme to prepare for
ESF actions in candidate countries (“SPP-ESF’), the European Training Foundation had been
asked by the European Commisson to asss candidate countries in preparing the Background
Studies to Employment Policy Reviews. Background Studies are avalable from Bulgaria, the
Czech Republic, Estonia, Hungary, Latvia, Lithuania, Poland, Romania, the Sovak Republic and
Sovenia. All these studies are based on loca labour force surveys, which use comparable ILO
definitions. Although the Background Studies followed a smilar dructure, we often faced the
problem of data comparability. It was not dways clear whether the same methodology was
behind smilar data collection or not. Sometimes different countries use different sources of
information (survey or registration) and data were presented for dfferent periods. We tried to use
the LFS data as much as possble, because we know that a least definitions for different labour
market categories are Ssmilar.

3.1.2. Main terms and definitions used in ELFS?®

The ELFS 95 and ELFS 97-99 are based on the nain terms devised by the International Labour
Office, which enables us to compare the collected data with other countries.

The pat of the population which is used as the bass when examining the economic activity of
the population, or in other words, the population of the age that is the object of a labour force
survey, is cdled the working age/labour age population. The object of the ELFS is the population
aged between 16 and 75, i.e. the population at that age is considered the working age population.
The data from the survey week in the beginning of 1995 and second quarter of 1997 is based on
the population between the ages of 16 and 75. The retrospective data concerns the same persons

23 The author of the thesis participated in the work of the working group that devel oped the main definitions and the
methodology of all the labour force surveys.
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who, in the earlier years were at a different age (e.g. between the ages of 10 and 69 in 1989, for
example, in the case of ELFS 95).

Generdly, the working age population fdls into three groups. Firg, those who wish to work, or
the economicdly active population, and those who do not wish or are not able to work, or the
inactive population. The economicdly active populaion is caled the labour force, and it is
divided into the employed (those who wish to work and have found work) and the unemployed
(those who wish to work but have not found any). The economicaly inactive population includes
e.g. homemakers, students, disabled persons, mothers on maternity leave, etc.

According to hours of work, the employed can be divided into full- and part-time workers. In the
ELFS, part-time workers are employed persons whose overal working time per week was less
than 35 hours. An exception is made for occupaions where a shortened working time is
prescribed by the law. A sub-category for the employed is the underemployed. A person is
underemployed if he or she works less than full-time and less than required, seeks for additiona
work, and is currently available for it.

A person is congdered unemployed if he or she smultaneoudy fulfils the following conditions:

he or she is without work (does not work anywhere a the moment and is not temporarily
absent from work);

he or sheis currently (in the course of two weeks) available for work if there should be work;
he or sheis actively seeking work.

Seeking work includes dl steps actudly taken in order to find work or start entrepreneurship,
such as regidration a employment exchanges, placing or answering newspaper advertisements,
seeking assstance of friends and relatives, arranging for financia resources, etc.

Ancther term is the so-cdled hidden unemployment. Hidden unemployment comprises those
unemployed persons who seek work without using the labour services — ther quest to find work
is thus hidden from (state) inditutions.

In order to assess the economic activity of the population, labour force participation rate (activity
rate) is used which is the share of the labour force (total number of the employed and
unemployed) from the working age population.

Labour force participation rate = labour force / working age population
(activity rate)

The employment rate, which is the share of the employed in the working age population, is used
to describe and andyse changes in employment.

Employment rate = employed persons/ working age population

The unemployment rate, which is the share of the unemployed in the labour force (the tota
number of the employed and unemployed), is used for the assessment of the extent of
unemployment and for andysing its changes.
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Unemployment rate = the unemployed / |abour force

3.2. General changesin participation ratesin CEE countries

Two characterigtics of the centrd planing period insured full employment and high
participation rate: the wages st below the market clearing wage and the stigma associated with
those not working. The gigma effect associated with the not working datus raised the
opportunity cost of work and lead many to choose working even though they would rather not
work for the given wage. At a fixed wage, demand for labour exceeded supply and was
condrained by the actud supply. During the trandtion period, the gigma effect quickly
evaporated and the participation decison was left to the usua wage-opportunity cost trade-off.
Since the lower leve of the opportunity cost for not choosng work lowered, al ese being
constant, one would expect the labour participation to fdl (Kala, Traistaru, 1999).

How do the trends of labour supply in trandgtion economies fit in to the overdl labour force
participation trends, namely the tremendous increase in the proportion of women in employment
and the decrease in length of careers for maes? The most driking effect of trangtion one can
observeisthe overdl| decline in the labour supply for both men and women.

The highest participation rates were in 1998 in Estonia and Romania, the lowest in Hungary?.
Traditiondly, the participation rate was aso high in Latvia, but unfortunatdy we did not have
comparable data for Latvia In the observed periods, the participation rate increased only in
Romania, while in most of other countries it declined, except in Poland where it was stable. The
increasing participation rate in Romania could be the result of both income and added worker
effect; men losng jobs do not drop out of the labour force and the young, the ederly a
retirement age and women, who had previoudy been inactive due to income condraints, enter
the labour force (Kdla, Traistaru, 1999).

Table 3.1. Participation ratesin CEE countries (%)

1993 {1994 |1995 |1996 1997 |1998

Estonia 736 |73.8 [726 |72.1 72.5 71.9

Romania |- 69.7 |71.1 (70.6 70.5 711
Slovakia |- 70.8 |70.9 [70.7 67.6 66.8
Poland - 66.4 |67.7 |66.9 66.4 66.2
Bulgaria |66.4 |63.6 [62.4 (63 63.2 61.6

Czech* 614 |61.6 (615 |61.2 61.1 61

Lithuania |65.3 |61.1 |61.4 |62.3 61.7 60.9

Hungary* |56 [54 |52.4 [51.8 51.2 51.7

Note: * Registration data
Source: Eamets and Arro, 2000

3.3. Demographic trendsin Estonia

In order to have a closer look at the labour supply in Estonia, we should start from demographic
changes. In the period 1989-1998, the dynamics of vitd events have changed. The continuous
population growth of the previous years culminated by the beginning of the nineties. Starting

24 Despite the fact that there are no data for 15-64 age group in Hungary available before 1998, for 1998 LFS

preliminary results show that the participation rate of the age group 15-64 is still below 60 %.
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from 1990, the resdent population of Estonia decreased steadily and by 1998 reached the same
level as a the end of the seventies — beow one and a haf million. The reason was the negdtive
vaue of both components of population change net immigration has been negative since 1990
and birth rate has been decreasing since 1991.

The man resson for the population change has been the decreesng number of arivas
smultaneoudy with the large number of departures from EStonia The Immigration Act, which
came into force in 1990, and the Aliens Act (1993) played an important role in the decrease in
arivas. By these laws, immigration may not exceed 0.1% of the resdent population a the
beginning of the year.

Table 3.2. Estonia - population trends 1991-98 (thousands)

1989 1990 1991 1993 1995 1997 1998 Change 91-98
Thousands No. %
Male 7314 |7351 |7349 |713.3 6959 |680.7 |[676.6 |-54.8 -7.5%
Female 834.3 |836.6 8355 (8132 (7957 |7814 |777.2 |-57.1 -6.8%
TOTALS 1565.7 |1571.7 |1570.4 |(1526.5 (1491.6 |1462.8 |1453.8 [-111.9 |-7.1%
Per centage split
Male 46.7% |46.8% [46.8 46.7 46.7 46.6 46.5
Female 53.3% |53.2% |53.2 53.3 533 534 53.5

Source: Statistical Office of Estonia (in 1989 population census data)

The difference between the number of deaths and births has increased; since 1991, the number of
desths has exceeded the number of live births. From the end of the eighties onwards, when live
births numbered over 25 000 per year, the number of births has decreased very quickly, and in
1998 reached only 50% of the number in 1987, which was the year with the largest number of
births. To some extent the decrease in the number of births can be linked to the large emigration.

As the economic conditions have changed, many young families have postponed the birth of the
fird child. They prefer to edablish an adequate economic environment for family life fird.
Adjusment problems and economic ingability have dso resulted in ungdable family reations,
with an incressng number of divorces and a faling birth rate. Hedth care datistics reved that
the number of unnaturd deeths (acohol poisoning, suicides, homicides, traffic accidents)
increased nearly twofold in the 1990s as compared to the 1980s. This has primarily reduced the
number of people of working age, especidly the younger mae age groups.

According to the preliminary data of Census of population in 2000, the population has declined
even more than the Statistical Office expected. According to the census, there were about 1.35
million people in Egtonia in March 2000. We can see that the total number has declined more
than 200 000 compared with last censusin 1989.

3.4. Participation rates of the population by age groups

The market economy reforms of the 1990s in Estonia led nearly haf of those employed to have
to change thelr jobs.

This did not dways happen voluntarily, but was frequently a result of being made redundant or
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of the employing enterprise being reorganised or closed down. It was a tremendous shock for the
people of working age when the guaranteed employment of the Soviet era was suddenly replaced
by competition for the rgpidly dwindling number of jobs, for which the gpplicants were required
to have good skills and knowledge.

Participation rates dropped for al age groups during the trangtion. As we can see from Table A3
(in the Appendix), the lowest participation rate was for young femaes (only 38.7% in 1998) and
the highest for mdes in the age group 25-49 (92.3%). Old people left the labour market during
the trangtion in both gender groups. It was their participation rates that declined the most. The
biggest gender difference between age groups is among older people as well. While for males the
participation rate was 59.4% in the 50-69 age group, for females the corresponding rate was
42.4%. If we look at the dynamics of participation rates, we can observe that the incressed
difference between mde and femde participation rates is caused by the widening gap between
the participation rates of young femaes and maes. In 1989, the participation rate of young maes
was aound 52% and it remained dmogs the same after 8 years of trangtion. The femae
participation rate declined from 48% to 38%.

Figure 3.1. Participation Indexes of different age groups (1989=1)
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11
& Totd 1569
16 —=— Mdes 15-24
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Source: Labour Force. 1999. Satisticd Office of Estonia, Talinn 2000

If we andyse absolute changes of the labour force by age groups, we can see that the most
interesting are the two extreme cases, younger maes (15-24) and elder femaes (50-69).

Young maes (15-24) participation trend is very different from the average one. There could be
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a data comparability problem. After 1995, this sector in the labour force dtarted to decline as
well, but dill, it seems to be quite obvious that this age group did rdatively wdl in the first years
of trangtion, because they were more flexible in adapting themsdves to the changing labour
market conditions.

The group at the other extreme is women a the age of 50-69. As this age group conssts of
people of penson age® as well, it indicates that many pension-aged women quit in the first year
of trangtion. Also, there are some surveys conducted during the beginning of trangtion which
show thét firgt dismissals affected mostly women in pre-retirement age (Eamets, 1993).

3.5. Educational dimension of the Estonian labour mar ket

In Edtonia, the share of employed persons with higher education was rdatively high in 1995.
Between 1989 and 1995, the share increased from 15.7% to 18.0% (see Table 3.3). In the future,
the share of employed persons with higher education will continue to increese in Edtonia, manly
due to the increesng number of inditutions of higher education and to the various educationa
opportunities. The share of people with vocationd education is dso rdatively high. Regardless
of the very large share of employed persons with vocationd education, it must be conceded that
in a society where changes in the economy are swift, changes in the educationd system cannot
keep up with the needs of the economy. Structurd unemployment is characterised by the
mismatich of peoples skills and the actua needs of the economy. Since most of the
unemployment in Estonia is gructurd, the only possble concluson is that vocationd secondary
education and job traning have not been flexible enough to satisfy the needs of the labour
market.

Table 3.3. Estonian population aged 1569 by economic status and education (%0)

Education category Unemployed Employed Inactive

1989 (1995 1989 |1995 |1989 |1995
Total 100 100 100 100 100 100
Basic education 10.1 25.1 189 |13.2 44.6 39.3
Upper secondary general | SCED level cat.3 37.7 33.1 27.8 27.8 25.9 29.5
Upper vocational education | SCED level cat.3 29.0 16.0 13.2 154 10.6 10.8
Post secondary technical | SCED level cat.5 20.3 21.6 23.9 25.1 12.8 14.5
Higher education | SCED level cat.6 2.9 4.2 15.7 18.0 6.1 5.8

Note: 1976 | SCED classification is used
Sources: Estonian Labour Force Surveys

A reform is underway in Edtonia in the fidd of vocetiond training. The problems of over-
capacity and obsolete curricula are fdt drongly, especidly in the fidd of agriculturd schools.
Currently, the network of vocationa training schools is spread quite evenly over the country, but
it is unclear whether the closure of schools (most likely in rurd areas) can be prevented. The
grestest problem in vocaiond training is the generd attitude towards educationd issues in
Egtonia. Today it is common for young primary school leavers to choose secondary education
ingtead of vocational education. Most secondary school students hope to continue their education
a universties, but of course the number of places available a universitiesis limited.

25 For more information about pension age see chapter 6 appendixes.



Table 3.4. Estonian population aged 15-74 by economic status, sex and education, 2nd
guarter 1998 (%)

| SCED 97 educational Labour force Inactive Total Labour |Employ- [Unemploy-
per sons force ment ment rate
parti- rate %
cipation | %
rate, %
Leve (code)* Total Employed |Unem-
ployed
Malesand females
TOTAL 15-74 100.0 |100.0 100.0 |100.0 100.0 64.5 58.3 9.6
Below upper secondary|12.9 12.0 21.8 51.7 26.7 31.2 26.2 16.1
education
Upper secondary|57.1 56.5 62.6 36.3 49.7 74.1 66.3 10.5
education
Tertiary education 30.0 315 15.6 12.0 23.6 81.9 77.8 5.0
Males
TOTAL 15-74 100.0 |100.0 100.0 |100.0 100.0 69.6 64.6 10.4
Below upper secondary|15.5 14.3 25.3 57.2 27.1 411 34.1 17.0
education
Upper secondary|61.4 61.0 64.9 353 54.1 81.8 72.8 11.0
education
Tertiary education 23.2 24.7 (9.8) 7.5 18.8 88.9 84.9 (4.5)
Females
TOTAL 15-74 100.0 {100.0 100.0 |100.0 100.0 57.7 52.8 8.6
Below upper secondary|10.1 9.5 17.1 484 26.3 222 19.0 145
education
Upper secondary|52.4 51.7 59.6 36.9 459 66.0 59.5 9.8
education
Tertiary education 374 38.8 229 14.7 27.8 717 73.6 53

ISCED 97 Educational level: below upper secondary — primary and basic education; upper secondary — secondary
education, vocational education, post-secondary technical after basic education; tertiary — post-secondary technical
after secondary education, university-level education, master’s and doctor’ s degree.

Sources: Estonian Labour Force Surveys

Indudtria data shows that Egtonian firms acting as sub-contractors account for a relatively large
pat of employment in manufacturing, which is an indication of the rdaivey high qualifications
of the Edonian labour force, since the production is intended for the EU market. Another
important factor is the current low cost of labour compared with Scandinavian countries (Eamets
et al, 1999))

Unfortunately, data from 1998 represents a different classfication sysem (ISCED 97). These
two tables (Tables 3.3 and 3.4) are therefore not fully comparable; however, we can see that
educated people tend more to be in employment and uneducated people in nonparticipation.
Also the employment rates and unemployment rates depend on education level. Unemployment
rates are higher in lower education groups, both for males and femades. One interesting fact is
that for females with tertiary education, the unemployment rate is above average. This is a esult
of the rdaivey high unemployment rae (7.0%) of femdes with post-secondary technicd
education. Later in the flow chapter we show using econometric techniques that education levels
affect sgnificantly different labour market flows.
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3.6. Minoritiesin thetransition economies’ labour markets- stylised facts

When spesking of the dtuation in the labour market the ethnicd issues must not be disregarded.
The literature describing discrimination of minorities is huge®®. Mostly topics like wage discrimi-
nation of different ethnic groups discrimination by gender, discrimination and  unemployment
ae wel covered in this literature. Therefore it is important to look wha is the dtuation of
nationa minorities in trangtion economies, because soon or laer we are facing the same
problems widely covered in Western economic literature

Mogt CEE countries are ethnicaly reatively homogeneous. The exceptions are two of the Bdltic
dates, Estonia and Latvia, where the Russan minority condsts of 28% and 32% respectively.
The share of non-Latvians and non-Estonians is even higher (45% and 35% respectively). Most
of them are Rusdanspesking and in the case of EStonia, ther knowledge of the EStonian
language is poor. The result is that they have less opportunities in the labour market and their
unemployment rate is higher than average.

According to information of the Background gudies, Poland, Lithuania and Bulgaria had no
problemsinformation on the ethnic minorities in the labour market. The lack of sufficient
datistical information seems to be the magor problem in most countries (see Beleva et d, 1999;
Sztanderska and Piotrowski; 1999; Gruzevskis and Beleckiene, 1999).

We see that Hungarians are one of the biggest minorities in Sovakia and Romania. At the same
time thar peformance in the labour market is reativdly smilar to the behaviour of the maority.
In Romania their employment and participation rates are somewha lower than that of
Romanians, but unemployment rates are ignificaly lower aswell (Ciobanu and Parciog, 1999).

If we andyse the amilar Estonian data, we can see that while the participation rates are relatively
gamilar, there is a big difference in unemployment and employment rates between Estonians and
non-Estonians. We do not have smilar data about Latvia except the information on generd
unemployment. The unemployment rate of non-Lavians is 70% higher than the unemployment
rate of Latvians (Trapenciere, 1999).

Table 3.5. Ethnic composition of population in selected CEE countries (% from tota

popultion)

Country,year  [Nationality %

Slovakia 98 Slovak 85.6
Hungarian 10.6
Romany 17

Romania 97 Romanians 89.7
Hungarian 6.9
Romany 18

Estonia 98 Egtonians 65.1
Non-Estonianstotal 349
Russians 28.1

Latvia 98 Latvians 54.8
Non-L atvianstotal 45.2
Russians 32.4

%6 See Reimers, 1983; Gottfries and McCormick, 1995; Naylor, 1994; LeBlanc, 1995 among others.



Source: Eamets and Arro, 2000

In Edonia, the Russan gpesking population (mostly Rusdan, Ukrainian and Byedorussan
inhabitants), whose massive immigration took place during the Soviet period, live in towns
where in some cases they form an adosolute mgority. This is mainly the case in Tdlinn (capitd of
Egonia) and in the NorthEastern indudrid cities Narva, Kohtla-Jave and Sillamée. The
migration has resulted in a linguisic and culturd russfication of the higoricaly Estonian region
of Ida-Virumaa over the course of one or two generations.

The share of Egonians in Egtonias population decreased deadily from 1950 to 1989. The
regulation of immigraion after the goprovd of the Immigration Act in 1990 and several other
factors (primarily the restoration of Estonids independence in 1991 and the sharp decrease of
illegd immigraion to Edonia after the closure of the borders) have resulted in an gpproximately
three percent increase of the share of ethnic Estonians in the population from 1989 to 1994. Also,
approximately 80 500 persons have left Edtonia in these years, including approximately 5000
Jews, Germans, and Ingrian Finns emigrating to the West and a least 45500 persons to Russa
(indluding 40000 ethnic Russians).

3.7. Regional disparitiesin Estonia

In Egtonia we have 15 counties and 220 loca municipdities. The distances from the centre of
Egtonia to the borders are & most 200-250 km. Thus, the geographical distances are not long.
Two counties - Hiiu and Saare - ae located in the idands, witch results in some mobility
problems because of the deficiencies of travel reaed infragtructure. The main way to reach the
manlandisby sea

Despite the fact that distances in Estonia are reatively short, we can observe an increase in
regiond differences throughout the trangtion period. Due to this the potentid of the les
advantaged areas deteriorates further, mainly because of emigration, leading to the disgppearance
of independent development potentid in wide aress, socid degradation and an incresse in
welfare expenses. We can say that a remarkably better socio-economic Stuation obtains in the
cities, and tha the hinterlands of large cities are dso dearly doing very wel, while d the same
time, rurd areas are in a very bad shape. Regiond development in Edtonia is primarily taking
place in Tdlinn (Harju county), followed by the other cities. These are the centres that have the
citicdl mass of reddents, dggnificant service resources or  successfully  operating  export
enterprises. Strong centres dso have srong hinterlands. In the larger cities like Tdlinn, Tartu,
and Parnu the demographic, income and even labour Stuation of the hinterland municipdities is
better than the average. Thisis primarily due to the suburban family-home settlements.
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Figure 3.2. The map of Estonia by counties.

The population and entrepreneurship concentrated in South-Eastern (Valga, Voru and Pdlva
counties), central (Jarva, Jogeva, Rapla counties) and Western towns (L&éne, Saare counties) is
inaufficient to exert an integrated, podtive influence on the hinterlands. This is the result of the
falure to achieve a criticd mass of entrepreneurs and intellectuds, which in order is influenced
by the lack of high-qudity services (training, information, counsdling, etc.) to attract them. The
centres of these areas (primarily county or centra towns) need some inditutions that can take
advantage of the exiging locd intdlectud potentid and can dso meet the locd deficit of
Services.

The potentid of the population of North-eastern cities (in lda-Viru county) is large enough.
However, due to the restructuring difficulties and ethno-culturd problems, they are incapable of
exating a podtive influence on the hinterlands. Rather, a negative influence is exerted. Thus,
consderation should be given to usng a variety of development drategies for the North-eastern
agglomerations and the communities dongside Lake Peipd, amed a various market niches (eg.
industry and tourism).

In generd, regiond disparities in Estonia represent three different spatia and settlement levels

(Raagmaa, 1996).

- The centre-periphery differences have been amplified, snce the entrepreneurs of Talinn ad
adso many foreign companies (and to some extent of other mgor towns) have darted to
exploit Egtonids podtion between the East and the West. This has resulted in ggnificantly
larger flows of money and goods through Tdlinn than would be required to srvice only the
cty itsdf and its hinterland. Tdlinn has become the generator of development (and aso
inflation) in Edonia The city is draining tdented individuds and thus development potentia
from Estonias periphera regions, thanks to higher wages.

The change in Estonids geopoalitical Stuation has provided new opportunities for the western
coada regions, such as the exploitation of ports, tourism and vaious joint ventures. The
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esstern counties on the other hand, have had their existing ties to the St. Petersburg markets
severed, which has caused serious problems for their primarily agriculturd economy. The
transport expenses and the dependence on the ports and mediaing firms further compound
these difficulties,

As a reault of the agrarian reforms and due to the dowing of the land reforms, most of
Egonias large agriculturd enterprises have disintegrated and their property has been divided
between private farms or co-operatives. The employment crested in rura areas during the
1970's and 1980's has disgppeared. The registered unemployment exceeds 10 percent (in
some municipdities, haf of the working age population is actudly out of work) in aress far
from the large urban markets, which depend primarily on the sde of milk to dary plants. The
gtuation in these areas is further complicated by the inadequate educationa qudifications
among inhabitants in the over 40 year age-brackets and ther inability and unwillingness to
retran quickly. The incidence of dcoholisn has gone up. Consequently, it is often
impossible to use loca labour in newly crested enterprises.

3.7.1. Regional differences of participation and employment

The reforms of the 1990s have to some extent even aggraveted the regiond differences in the
population’s age sructure, since a large share of the new jobs are created in Talinn. The decline
of agriculturd ectivities — after the liquidation of the collective and date fams, the entry of
subsidised imported food into the Estonian market, and the customs bariers on the Russan
market — has dso had an impact. The hardest hit areas have been those where the mgority of the
population formerly earned their income from agriculture (Estonian Human Development Report
1997).

Table 3.6. Participation and employment rates by counties

Participationrate  |Employment rate

Region County 1989 1993 (1997 |1989 (1993 |1997
TOTAL 789 [73.6 |725 |76.4 |65.6 |61.5
Capital Tallinn 80.3 (76.1 |76.8 |78.3 |69.2 |66.4
Central Estonia |J0geva 78.7 |73.2 |68.1 |75.0 (613 (544
Jarva 78.6 |75.3 |724 |76.4 (66.2 [59.8
Rapla 79.5 |75.0 |715 |76.3 [69.4 (61.0
Viljandi 78.9 |74.3 |68.6 |75.2 |[65.7 |[58.3
Ida-Viru 809 (74.6 |73.7 |78.1 |64.0 |58.7
North-eastern [L&ane-Viru 786 (744 |70.3 |76.4 |67.6 |60.4
Estonia Hiiu 864 |774 |723 |84.8 (738 [66.3
Western Ladne 770 |743 |71.7 |73.2 (643 [61.7
Estonia Parnu 78.0 |71.0 |735 |75.0 (629 [65.6
Saare 782 |(71.3 |70.3 |76.6 |64.4 |57.7
Pdlva 752 |61.9 |65.0 |739 (528 ([53.3
Southern Tartu 73.6 |71.0 |67.6 |70.8 [63.2 [57.4
Estonia Valga 76.8 |66.2 |69.7 |714 |(56.8 |[58.7
Véru 770 |67.7 |64.8 |74.8 [54.7 [52.5

Sources: Estonian Labour Force Surveys

It is primarily the regions with an economy concentrated in a single sector that face the problems
with redructuring. For this reason, it is extremely important that the economy of a region
diversfies. If a criss should develop in one sector, the labour can obtain new skills and find
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employment in the other. Unfortunately, there are a number of towns with a dngle enterprise
(mono-functiona  towns) where the entire population is directly or indirectly dependent on the
same employer. The workforce in these towns is in the most criticd postion. The largest number
of mono-functiond towns is in the ldaViru county, where the decline of the secondary sector
(primarily manufecturing, mining, eectricity production) has left many people unemployed. At
the same time, job cregtion is very low in these regions. According to the enterprise survey data
launched by Faggio and Konings (1999), the excess job creation rate’’ was 2.5 times lower than
in the capital, Tdlinn (on average 1994-1997).

The paticipation rates have declined most in the agricultura aress, such as Polva, Jogeva,
Viljandi, Hiiu and Voru counties (table 3.6). The smdlest decrease is observed in the capitd and

in Parnu county.

Inequalities in regiond and sectord employment in terms of labour supply and demand have
proved a source of aggravation. We may observe that unemployment has shown deep regiond
differentiation due to the uneven location of new jobs (evidence of sructurd unemployment).
Unemployment is a serious problem in the mainly agriculturd counties in southern Estonia and
in north-eastern Egtonia, with its large concentration of heavy industry. Unemployment, there, is
mogtly linked to the recesson suffered by former al-Soviet enterprises in Narva, Sillamée and
Kohtla-Jarve. The bankruptcy of mgor employers in smal towns with only one or two sources
of jobs has caused job losses for some people. Moreover, unemployment continues to be a mgjor
problem in rurd aess. The poorly developed infrastructure there contributes to the lack of
further investment.

27 For definition see chapter 2.



Figure 3.3. Share of Estoniansin the population by countiesin
1998
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Regiond differences in the age structure of the Estonian population have manly been preserved.
In Harju county, for example, a the beginning of 1997, there were 68 non-working-age resdents
per 100 working-age resdents, and in Voru county 89. The employment burden on the resdents
in indugtrid North and North-eastern Estonia is lower than on the agriculturd periphery, which
has mainly retirement-age population.

From Figure 3.3, we can see that Russian minorities are unevenly distributed between counties.
lda-Viru and the capitd area (Harju) have the lowest share of Estonians (and highest share of
Russian speakers). In dl other counties the share of Estoniansis around 80% or more.

3.7.2 Regional wage differences

Wage changes have dso vaied by region. There were no dgnificant regiond differences in the
respondents wages in 1989. Wages increased in the period of trangtion, but the increase was by
no means even in dl regions. If we observe the period between 1993-1998, we can see that the
lowest rise of the nomind wage has been in the Vdga and Ida-Viru counties. The average wage
of Haju county (incdluding Talinn) is the only one that exceeded the Estonian average wage.
0
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Weges ae ds rdaivey high in Rapla, Lédne-Viru and Saare counties in 1998. But 4ill, in
1998, the average wage in Voru county makes up only 59.7% of the average wage in Tdlinn.
For the “second best” average wage, L&éne-Viru county, the according number was only 72.3%

Lower wages are generdly observed in the counties with a larger share of people occupied in
agriculture and counties where the unemployment level is rdaively high. The lower wages of
the workers in the peripherd regions (Vaga and P8lva counties) are dso evident. To escape this
dtuation, an increase in the number of educated, active people is needed. It can be predicted that
the high unemployment in southern Egtonia (primarily Voru, Vaga and Polva counties) will not
ggnificantly decrease if the number of entrepreneurs remains smdl and the low wage leves
remain unattractive for the people outsde. Low wages could attract investments from outsde the
county, but the labour force with a low educetion leve, the limited purchasng power of the
resdents and the remoteness from magor cities may have an oppodte effect (Eamets, Philips,
1998).

Figure 3.4. Aver age wage indexes by counties
(Tallinn=100; in 1993 and 1998)
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3.8. Summary

An important finding from this section is that the labour supply has dradtically declined during
the trangtion period. The main reason for the population decrease has been the declining number
of arrivas smultaneoudy with the large number of departures from Estonia
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Also the birth rate is declining. Since 1991, the number of desths has exceeded the number of
live births. From the late eighties when live births numbered over 25 000 per year, the number of
births has decreased very quickly. In 1998, the number of birth made only 50% of the same
figure in 1987, which was the year with the largest number of births To some extent the
decrease in the number of births can be linked to the large emigration.

According to the preiminary data of Census of population in 2000, the population numbers have
declined even more than the Statisticd Office expected. According to the census, there were
about 1.35 million people in Egtonia in March 2000. We can see that the totd number has
declined by more than 200 000 compared with the last census in 1989. These demographic
trends give us one possible explanation for the modest unemployment growth.

As we saw from previous chapters, the total |abour force declined during 1989-1998 by 160 000.
In this context, it is not so surprisng that labour force participation rates in Estonia are among
the highest in CEE countries. The decline has been reatively modest because of the totd
population decline.

If we look a the dynamics of participation rates by age groups, we can observe the increase in
difference between mae and femae participaion rates, which is caused by the widening gap
between the paticipation rates of young femdes and mdes. In absolute terms, young maes
(especidly in the firdt years of trandtion) a the age of 15-24 did reatively well. e assume that
the reeson behind this is ther flexibility to adopt themsdves to the changing labour market
conditions faster than other age groups.

Edonia is a smdl country by aea but we can 4ill obsarve big regiond differences in
participation rates, in employment rates and in wages. The most problematiic areas ae the
regions with the economy concentrated in a single sector that faces problems with restructuring.
Unfortunatdly, there are a number of towns with a single enterprise (mono-functiond towns)
where the entire population is directly or indirectly dependent on the same employer. The largest
number of mono-functiona towns are in lda-Viru county (IdaVirumaa), where the decline of
the secondary sector (primarily manufacturing, but dso energy production and mining) has left
many people unemployed. At the same time, the job credtion in these regions is the lowest in
Egtonia. Because the share of Russan population is more than 80% in this county, we are facing
other problems as wdl in aea high and long term unemployment of the Russan minority. All
this together with the wage differentids shows that the regiond mobility of Estonian labour is
low.

Regiond differences are closdy related to differences in average wage levels. This is modly the
problem of South Egtonia, because in Ida Virumaa, the average wage levd is reatively high (due
to mining and energy sectors). Lower wages are generdly observed in the counties with a larger
share of people occupied in agriculture and in the counties where unemployment levd is
reaively high. It can be predicted that high unemployment in southern Estonia will not decrease
ggnificantly if the share of entrepreneurs remains smdl and the low wage leves reman
unattractive for the people outside.
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APPENDIX
Table A.1. Estonia - male population by age groups in 1991-98 (thousands)

1991 1993 | 1995 1997 | 1998 Change 91-98

No %

TOTALS 7348 [7133 |[695.9 |[680.7 |6766 |-58.3 -7.9
15-19 years 55.5 54.1 53.6 53.2 53.2 -2.3 -4.2
20-25 years 56.2 57.4 54.3 52.4 52.2 -4.0 7.1
26-44 years 2256 [ 2152 |[211.2 |[2086 |[2081 |-17.6 -7.8
45-65 years 1644 | 1603 |1576 |1542 [1539 |-105 -6.4
65 + 55.3 58.7 61.6 64.9 66.6 11.3 20.5

Source: Statistical Office of Estonia

Table A.2. Estonia - female population by age groups 1991-98 (thousands)

1991 1993 1995 1997 1998 Change 91-98
No %
TOTALS 835.6 813.3 795.7 781.4 777.2 -58.3 -7.0
15-19years 53.2 52.2 51.6 51.4 51.7 -1.5 -2.8
20-25years 51.1 52.0 51.9 51.1 50.7 -0.3 -0.7
26-44 years 2315 221.4 214.2 210.2 209.2 -22.3 -9.6
45-65 years 200.8 196.0 193.4 190.8 190.2 -10.6 -20.2
65 + 128.1 130.6 133.2 136.5 138.8 10.7 8.3

Source: Statistical Office of Estonia

Table A.3. Estonian labour force participation rates (%)

|1989 |1990 |1991 |1992 |1993 |1994 |1995 |1996 |1997 |1998

Total

15-24 504 (488 [496 (504 |49.9 |522 |47.7 |459 (454 (444
25-49 939 (925 |919 |914 |90.8 |904 |90.0 (89.1 (894 (88.1
50-69 66.2 (651 |619 |56.3 |51.7 |[50.3 (480 (488 |48.7 |49.6
16 until pensionage |84.9 |834 |829 (820 (816 (815 (80.1 (794 (788 |782
15-64 789 |779 |769 |75.1 |73.6 |738 |726 [721 |725 (719
Males

15-24 523 |63.3 |56.1 |60.1 |57.7 |60.1 |55.6 |[53.1 [52.0 (50.0
25-49 978 (972 |96.8 |96.1 951 (946 (940 (929 |935 |92.3
50-69 778 |765 |736 |683 |639 |622 |588 (589 [59.4 ([59.4
16 until pensionage |87.4 |87.0 |87.3 [86.7 (859 [858 |84.0 |831 |824 (815
15-64 838 |837 |835 |85 |805 |80.7 |793 |783 788 (778
Females

15-24 483 |44.0 |42.7 |40.0 (415 (438 (395 (385 (386 |38.7
25-49 90.1 (880 |87.3 |869 |86.7 |864 |86.1 |(854 (854 (84.1
50-69 578 |56.8 [53.3 (475 |427 |415 |40.0 |41.2 (40.7 (424
16 until pensionage (821 |795 (782 |769 |77.1 |769 |759 |755 |75.0 |74.8
15-64 743 |[724 |708 |68.2 |672 |674 [66.3 (664 |66.6 |66.4

Sources. Estonian Labour Force Surveys




Table A.4. Average monthly nominal wages by counties as shares to the wage level in capital
and the wage growth indexes (1993=1).

County Wagegrowth index (1993=1) [Tallinn =100%

1994 (1995 {1996 (1997 |{1998 |1993 |1994 |1995 |1996 |1997 1998
Harju 1.58 [2.12 |2.61 |3.10 |3.59 |98.7 |99.0 |99.2 |99.0 |97.8 (98.4
Tallinn 1.57 |2.11 |2.61 |3.13 |3.61 |100.0|100.0{100.0|100.0{100.0{100.0
Hiiu 1.65 |2.44 |3.17 (3.46 |3.68 |64.4 |67.7 |74.4 |78.2 |71.1 (65.7
Ida-Viru 1.64 |2.21 |2.74 [3.09 |3.31 |72.5 |75.7 [75.9 |76.3 |71.6 [66.5
Jogeva 151 |2.24 |2.86 |3.37 |3.96 |57.7 |55.3 |61.2 |63.2 |62.0 |63.2
Jarva 1.48 |2.15 |2.69 |3.14 |3.68 |65.9 |62.1 |67.3 |68.1 |66.2 |67.3
L adne 158 [2.31 |2.96 |3.38 |3.83 |62.8 |63.0 |68.6 |71.3 |67.7 |66.6
Laane-Viru 159 [2.22 |2.68 |3.02 |3.68 |70.8 |71.5 |74.4 |72.8 |68.2 |72.3
Pdlva 1.60 [2.31 |2.88 |3.23 |3.88 |62.6 |63.7 |68.4 |69.3 |64.7 |67.3
Parnu 1.60 |2.32 |2.95 [3.25 |3.71 |64.3 |65.2 [70.7 |72.7 |66.7 [66.1
Rapla 1.64 |2.33 |2.87 [3.46 |3.85 |64.2 |67.1 [71.0 |70.6 |70.9 (68.5
Saare 157 |2.25 |2.79 |3.16 |3.81 |65.1 |64.8 |69.3 |69.7 |65.7 |68.7
Tartu 1.66 |2.32 |2.91 |3.37 |3.86 |65.4 |68.8 |72.0 |73.0 |70.3 |69.9
Valga 156 [2.19 |2.56 |2.81 |3.35 |66.3 |65.7 |68.8 |65.1 |59.5 |61.6
Viljandi 1.69 [2.40 |3.03 |3.46 |3.96 |58.0 |62.2 |65.9 |67.4 |64.1 |63.7
Véru 1.63 [2.31 |2.89 [3.29 |3.79 |56.9 |59.0 |62.4 |63.1 |59.8 |59.7
AVERAGE 1.63 |2.23 |2.80 [3.35 |3.87 |76.0 |78.6 [80.2 |81.6 |81.4 (81.5

Source: Author’s calculations based on the data of Statistical Office of Estonia
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Figure Al Participation ratesfor males
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4. Structural imbalancesin the labour market: Unemployment

4.1. Unemployment data

The labour market - and unemployment as a part of it - is under close attention in most countries
regardless of their stage of development, size, wedth, or locatiion All the more atention should
be pad to this problem in trandtion countries where, in the course of economic redtructuring, a
lot of people are often made redundant. In order to analyse the Stuation in the labour market and
to develop programmes that could influence the labour market, adequate information is needed
about the processes in the labour market.

With the support of international organisations, labour force surveys, using ILO standards have
now been implemented in dmogst adl CEE countries. Labour economists agree, that the labour
force survey (LFS) provides the best measurements of an effective labour supply, reflecting the
sdf-reported activity of employable individuds who are fit and avalable for work (Burda,
1998). Registry unemployment, in contrast, is based on actuad count data generated by loca
labour offices and is related to the advantages flowing from this dtatus, including access to job
information, counsdling and training programmes. Regidration is a necessary precondition for
unemployment benefit, hedth insurance and housing subsidies etc.

There are two man sources for unemployment datigics in Estonia Registered  unemployment
data provided by Estonian Labour Market Board, and unemployment data based on labour force
surveys, provided by Statistica Office of EStonia.

The Labour Force Survey endbles us to present an unemployment rate (the share of dl the
unemployed seeking work from the labour force) that is in accordance with internationd
standards”®. Data obtained by the Labour Force Surveys measures the sdf-reported activity of
employable individuas and is suitable for cross-country comparisons as the terms and methods
are the same. According to Boeri et al (1998) there is a generd agreement among labour
economigts that this data provides the closest approximation to what is generdly referred to as
effective labour supply (Boeri et al, pp. 75, 1998).

The most comprehensve overview of the present dtuation of unemployment comes from the
datistics of the nationd Labouwr Market Board, showing how many unemployed jobseekers have
been registered®® and how many people are sesking job through state employment offices. The
datigics of the Edonian Labour Maket Board ae vauadble manly because they ae
comprehensive. They enable us to andyse regiona aspects of unemployment as well*°.

The unemployment register is adminigtrated by the Estonian Labour Market Board, established
in April 1991. The Labour Market Board works under the adminigration of the Minisry of
Socid Affairs.

28 According to the standards of the ILO, aperson is unemployed if he or sheis not employed, but is capable of
work and wishesto find ajob. Ability to work implies that the person is mentally and physically capable of working.
Thewill to find ajob means that the person has been seeking ajob during the period under observation. (For amore
detailed description and definition, see Eamets, R. Piliste et al 1996.)

29 A registered unemployed jobseeker is a person with no income who registers his or her wish to find ajob at the
local employment office, visits the employment office at least once amonth and is ready to take up afull-time job as
soon asthereisasuitable one.

30 Regions (counties) areincluded in the L FSs but the sample size is not always representative
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In January 1995, some changes in the Unemployed Persons Sociad Protection Act took effect.
According to this Act, an unemployed jobseeker is a person who is seeking a job, whether he or
she receives unemployment benefit or not. A jobseeker starts receiving unemployment benefit 10
days after regidration at the employment office. But if the jobseeker left his or her previous job
by his or her own request or was dismissed because of his or her own actions, the unemployment
benefit is payable only 2 months after regigtration.

Since the regulaions of the regidration of jobseckers were changed, the officid unemployment
datistics changed too. The number of those recelving unemployment benefit (registered
unemployed) was between 13 000 and 18 000, while the number of registered unemployed
jobseekersis about twice aslarge. (See Table 4.1)

Table 4.1. Registered unemployed, registered unemployed job-seekers and unemployed
persons according to the LF S, (thousands, %)

Year Number of Number of Registered Unemployment  |Unemployment
ILO registered unemployed rate rate
unemployed  |unemployed whorecelving |(ILO) (%) (registered)
(thousands) |job seekers benefit (%)

(thousands) (thousands)

1993 49.6 334 18.8 6.5 4.5

1994 56.7 37.3 17.3 7.6 51

1995 70.9 34.9 13.9 9.8 51

1996 71.9 37.9 17.2 10 55

1997 74.1 34 18.3 105 51

1998 70.2 32 18.0 9.9 4.7

Sources: Statistical Office of Estonia, Estonian Labour Market Board

Unemployment rate in Estonia has been and is cdculated as the ratio between the number of
registered unemployed jobseekers and the working-age populaion. The reason is tha monthly
datigics for employment are not yet avalable. According to the Egtonian LFS, 32.3% of the
working-age population were inactive in 1998, and this is not reflected in the caculations of the
unemployment rate in internationd datigics Thus, a 5-55% unemployment rae is not
comparable with unemployment indicators for other countries in the internationa context.

A more detalled picture of the gdtuation in the labour market could be presented by the Satistics
of vacant jobs, but thisis not possible since enterprises do not report that kind of data.

The relationship between registered and survey unemployment can be viewed as an indicator of
the incentives offered by labour offices. In the three Bdtic countries - EStonia, Latvia and
Lithuenia- the survey unemployment is amogt twice as high as the regisry one In the Badltic
countries the big difference can be explaned by the tight digibility conditions, short duration
and low rate of unemployment benefits. In the Lithuanian case the unemployment benefit is
20.3% of the gross average wage but in Egtonia it is only 7%. The duration of unemployment
benefit is in both countries limited to 6 month. In the Edtonian case the low rate of registered
unemployment indicates dso the low credibility of the loca labour offices. This argument is dso
supported by the author's in earlier works (Eamets et al, 1999), where we pointed out that both
employers and people with high qualifications believe, that jobs offered via the labour services
ae modly blue-collar. As a result jobs requiring high qudifications are not on offer from the
labour services (Eamets et al, pp. 50, 1999).
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Another reason aso mentioned by Huitfeldt (1996) in the case of the Czech Republic was the
availability of a large number of short-term jobs. Thus, many workers do not report a the labour
offices, but they are indeed unemployed according to the survey statigtics.

In Poland, Hungary and the Czech Republic the regisry and survey unemployment rates were
amilar in 1998 and the difference between the two numbers has never been big. In Romania and
Sovenia the registry unemployment exceeds the survey one by 3.5 percentage points (1998) and
6.6 percentage points (1996) respectively (Eamets, Arro, 2000).

Figure 4.1. Registered unemployment asthe shareof ILO
unemployment, in 1998 (%)
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The differences between registered and survey unemployment are not accurate from a labour
policy viewpoint. For indance in the case of external shock the incresse of registered
unemployment can lead us to draw wrong conclusons. One can expect that the efficiency of
labour services to increase. Especidly if the unemployment growth gppears with time lag and the
economy is recovering. This example illudrates the Stuation in Egtonia, in the beginning of
1999. Labour force survey results showed us a year later that tota unemployment increased in
the beginning of 1999 and tha the regigered unemployment/survey unemployment ratio was
constant.

4.2. Unemployment dynamicsin CEE countries

While dl CEE countries have experienced the systematic changes of transformetion, there has
been a subgtantid role degree of heterogeneity in both the initid endowments and subsequent
policy choices of individua countries. One of observable ouicomes has been the consderable
vaiaton in both the speed with which unemployment appeared and the height which it has
reached.
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One can point out three factors influencing the dynamics and characteridtics of unemployment in
trangtion:

diminaing labour hoarding, i.e hidden unemployment beng trandformed into open
unemployment;

the aggregate macro shocks caused by stabilisation and CMEA breskdown;

the mediunvlong term  process of redlocation of labour from less productive to more
productive activities, resulting from liberalisation and privatisation.

Comparing the unemployment rates (ILO) of the trandtion countries, different patterns of
development can be seen (see figure 4.2). Unemployment has been risng continuoudy in the
Czech Republic and Estonia (except in 1998) and it reached the level of 6.8% (1998) and 11.7%

(1999) respectively.

Hungary, Sovenia, Romania and dso the Sovak Republic have experienced a decline in
unemployment rates. It can be argued that the stable downward trend in Hungary, Sovenia and
the Sovak Republic is a result of stable economic development as well as well-functioning
labour market policies. But Hill the average unemployment rate remans high as a consequence
of very low job creation (Lubyova, 1999). In Romania the rdaivey low levd of unemployment
can be explaned by the high employment leve in agriculturd sector. The employment in this
sector has been risng gradualy and reached the level of 36.6% of totd employment, which is
more than the employment in industry and services. At the same time the productivity and the
incomes of agriculturd workers are very low and many of them live in poverty (Ciobanu et al,
pp.63, 1999). Ancther reason for low unemployment in Romania could be the dow privatisation
process, which, according to Ciobanu et al (1999), “was far from being findized” in 1997. The
state continued to subsidise the loss-making units epecidly in the indudtrid sector.

What are the reasons of very low unemployment rate in the Czech Republic n early 90-s? Many
authors find the explanation in the exceptiond dynamics of Czech unemployment in the labour
market flow andyss. Inflow rates into unemployment have been perssently lower and outflow
rates from unemployment have been much higher than in other trangtionad countries (see for
example Boeri, 1994, Commander and Tolstopiatenko, 1997, Huitfeldt, 1996, Sorm and Terrdl,
1999 and Svgnar et d, 1995 among others).

Until 1998, the inflow rate into unemployment has been a levels beow one per cent in the
Czech Republic. The inflow rates in other neighbouring trangtiond countries have been
perssently higher, in the range of 1 - 1.8 per cent®' In explaning the low levd of
unemployment, we should, therefore, focus on what caused the unemployment outflows to be so
high. One possble explanation supported by some dudies, is tha the service sector was
rdaively under-gaffed in the Czech Republic during planned economy and was therefore able to
absorb alarger proportion of workers (Munich et a, 1999)

31 Thisindicates that the reallocation of labour through unemployment has been lower in the Czech lands. Labour
reallocation has been accomplished through job-to-job transitions. Some experts claim that low inflow rates support
the hypothesis of slow and delayed restructuring. This hypothesis, however, cannot be definitely confirmed since
there are no internationally comparable statistics in the job-to-job labour market dynamics of early transition.
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Figure42 1LO unemployment ratesin different CEE countries
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Table 4.2. Unemployment monthly inflont® and outflow rates® (Registered data)

Monthly inflow rates

1992 1993 1994 1995 1996 1997 1998
Czech Republic 0.9 0.7 0.6 0.6 0.6 0.8 1.1
Slovakia 15 18 13 14 15 - -
Poland 0.9 11 1.2 13 12 - -
Hungary - 13 11 1 12 - -
Estonia EU/E™ 0.68) 0.70

Monthly outflow rates

Czech Republic 248 201 19.7 19.7 18.8 15.7 139
Slovakid® 10.0 7.9 8.2 9.4 99| 94| 77-
Poland 43 4.8 6.1 8 164 - -
Hungary - 76 9.1 7.8 9 - -
Estonia (UE/U) @ 32 35 36 35 33 4.0

Note: (a)Average monthly flows as a percentage of source of population

Source: Munich et a, 1999, ® Estonian Labour Market Board, author’s caculations © Lubyova,

et al, 1999.

If we look a Esonian unemployment inflows and outflows, then fird, one can mention that the
Edonian datidtics in table 4.2. are not fully comparable with those from other CEE countries.
The reason is that registered unemployment represents only 50% of totd unemployment.
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Estonian monthly inflow rates were at the same level with those in Czech Republic.

An interesing phenomenon is the outflow rates. Edonian unemployment outflow rates are
among the lowest compared with the countries presented in table 4.2. Again, the reason could be
alow leve of registration and an incomplete registration of vacancies.

Table 4.3. provides a flow data and other sdected measures of EStonia’s labour market
performance based on survey data. For comparison purpose they have keen cdculated in exactly
same way as the ones initidly provided by Alogoskoufis et al. (1995) and later for Poland which
were cdculated by Gora (1997). The comparison of the Estonian results with the results for
Poland and the selected OECD countries emables us to conclude that the Estonian labour market
does not differ from the labour markets of developed western countries and Poland. In particular,
the opinion of low unemployment outflow rates presented in the previous table proves to be
incorrect. The share of long term unemployment is not particularly high, but a the same time the
average unemployment spel is rdatively high. Both pieces of information suggest that there are
two groups of workers among the unemployed, first, a group leaving unemployment redively
quickly and second, a group of people who are unemployed for very long time. This aso partly
explains why inflow rates, which are based on monthly deta, are very low in Estonia

Table 4.3. Annual grossworkers flowsin Estonia, Poland and the selected OECD countries

Estonia Poland France | Germany |Spain| UK

1994 1995 1996/ 1997| 1994| 1995 1987 1987| 1987| 1987
Unemployment inflow 5.09 381 496 438 74| 6.0 3.88 3.01f 161 78
(EU+NU)/(E+N)
Unemployment outflow 60.32| 40.38| 45.96| 43,57 51.7| 53.5 69.62 93.33|] 16.8(120.4
(UN+UE)YU
Employment inflows 27.56| 15.82| 20.78| 17.74| 17.9| 16.3 28.86 22.33] 19.8| 6.55
H=(NE+UE+EE)/E
Employment outflows 27.66| 16.20| 22.05| 18.49( 16.2| 14.6 30.69 21.47) 20.92| 6.61
S=(EU+EN+EE)/E
Grossworker turnover 55.21f 32.02| 42.83 36.23| 34.5| 30.9 59.55 43.80| 40.72| 13.16
(H+S)/E
Duration of Unemployment 13.00 128 17.4| 19.2 14 15 8.02 8.04| 6.12|10.67
(months)
Proportion of LTU 39.6| 318/ 553 458| 38.1| 40.4 39.52 36.98| 51.48| 42.16

Note. E employment, U-unemployment, N-Non-participation Sseparations, H-hiring. EE- job-to-job flow; EU flow
from employment to unemployment and so on, LTU - long-term unemployed

Sources. Stetistical Office of Estonia and author’s estimates, for Poland Gora, 1998 and for OECD
countries Alogoskoufis et a., 1995

We can conclude that having regard to LFS flows in annua bases we can find amilar inflow
outflow rates as in western countries.

4.3. Estonian unemployment dynamics

Unemployment in Estonia has increased gradudly. According to the data of the 2nd quarter
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1999, (ELFS 99), the unemployment rate was 11.7%. As a comparison, unemployment in
Finland in 1996, was 17%, the average for the European Union was about 10% (Centrd
European..., 1999). In 1998, the unemployment rate declined compared with 1997, but this was
caused by avery high GDP growth rate in 1997 (11.4%).

There has been a discussion in the literature concerning unemployment in Eastern Europe®. We
can examine three main areas where the depth and pace of reforms have caused differences in
the labour market:
1) demand management policies to produce the necessary macroeconomic environment for
the resumption of sustained economic growth;
2) the supply response to microeconomics reforms, notably price liberdisation, privatisation
and enterprise restructuring;
3) therole of labour market inditutions and wage reform.

In generd, these studies perceive unemployment as a gap between the speed a which the date
sector is shedding labour and the speed a which the private sector is absorbing it (Chadha, B.,
Coricdli, F. et d, 1993, Blanchard, 1997). According to this approach, low unemployment rates
may samply reflect continued labour hoarding in the date sector. Also, they may indicate a
successful transformation where workers, laid off by state enterprises, have found new jobs in
the private sector. Findly, they may mirror a dedine in paticipaion rates, resulting, for
example, in atightening of digibility rulesfor unemployment benefits (Corndius, 1995).

Figure 4.3. Unemployment dynamicsin Estonia (registered and LFS
unemployment)

=8==|_O unemployment
=== Job seekers

—e— Registered unemployed

Note: Registration data are monthly data and ILO unemployment data are quarterly data
Source: Data from Estonian Labour Market Board and Estonian Labour Force Surveys

In Estonia, unemployment grew in the period of trangtion from one economic system to ancther.
Most Eastern European countries experienced smilar phenomenon. The reasons for trangtion

32 See e.g. Burda, 1993; Barr, 1994; Boeri, 1994 ; Commander and Coricelly, 1994; Boeri, 1997.
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unemployment are economic, socid, and psychologica in their background. In addition to the
macroeconomic  shock®® we can produce other examples peoples passive attitude towards
retraining, low mobility of labour, and difficulties in psychologicdly adgpting to the conditions
of amarket economy.

From Table 4.1. it is gpparent that the labour force survey (ILO unemployment) figures for the
number of unemployed job-seekers are about twice as high as those indicated by registered
unemployment Satistics during the same period. This kind of difference is due to severd factors,
the mos influentid of which are the inadequacy of the legidation and socid guarantees for the
unemployed (a dtrict set of rules for the certification of job-seekers as unemployed and for the
payment of unemployment benefits), the poor reputation of State employment offices, the very
limited willingness on the pat of employers to co-operate with the state job-mediation system,
but dso different job-seeking scenarios.

Unemployment doubled in 1991 and 1992, a a time of very rapid economic reforms in Estonia
This fact sheds some light on the nature of Estonian unemployment. If we andyse registered
unemployment data (figure 4.3) we see that the trend is dightly increasing. Especidly sharp
increases began in September 1998 due to the Russan finance crigs. Unfortunately we can see
that cyclicd unemployment became partly sructurd, because the unemployment rate sabilised
a the new and higher level a the beginning of 2000. Also we can see from the figures that,
dating from 1998, the LFS unemployment (ILO unemployment) follows the same pattern of
fluctuations as registered unemployment. This probably tells us something about data qudity and
we may conclude that the 1998 and 1999 LFS, with a bigger sample more closdy reflect the
actua changesin the labour market.

The following factors have helped to prevent the exploson of unemployment in the early years

of trangtion in Estonia (Eamets et d., 1999).

- A decrease in the labour supply. According to the ELFS 95 and ELFS 97, the number of
employed persons decreased from 838 000 in 1989 to 636 000 in 1998. This means a
decrease of 200 000 people. Over 100 000 persons have left the labour market in recent
years. Of these, more than 75 000-80 000** have left Estonia, 40 000-45 000 have retired or
left the labour market for other reasons. The remaning 70 000-75 000 people are
unemployed.

The fast development of the hidden economy. A consderable amount of the labour force is
employed in the hidden labour market. A hidden labour force is used mainly in construction,
agriculture, trade, and service activities. According to a survey launched in 1996 by the
Egonian Ingitute of Socid Analyss the tax authorities reported 499 490 employed persons,

while according to the ELFS at the beginning of 1995, there were 617 764 employed persons
in the country. This is a dgnificant difference, more than 100 000 people. If we compare
wage datigics and labour survey data, the socid andyds survey found that in Ida-Virumaa
number of employees (according ELFS) exceeded the number of reported wage earners
(who paid socid taxes) by 45%. In Tartu county the same number was 49% and in Talinn

33 Here we mean the hyperinflation of 1991, reorientation of foreign trade from the eastern market to the western
one, monetary reform, and the banking crisis.
34 According to Estonian migration data, during the period 1990-1994 alone, 67 293 more people left Estonia than
cameinto Estonia.
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25%. These percentages are indirect evidence that, in aess with rdatively high
unemployment, the share of hidden employment and tax evasion isaso high.

One possble explanation for the reaively dow increese in unemployment in EStonia
compared to other Eastern European countries is the large share of the inactive population in
the total working-age population. According to the ELFS, 32.3% of respondents were outsde
the labour force in 1998, i.e. they were not employed and did not wish to work.

Despite the reasons given above, the ILO unemployment rate has increased from admost zero to
11% (1998).

Lage-scde dructurd changes in the Edtonian economy were accompanied by a dgnificant
redlocation of production factors between economic sectors and different geographical regions.
These changes can be viewed as a potentid source of a subtype of unemployment known as
dructurd unemployment. By dgructurd unemployment we mean regiond and skills mismatches
between the labour force and vacancies.

4.4. Long term unemployment

Long-term unemployment is an increasing problem in Estonia. In 1995 the share of those who had
been seeking work for more than 12 months was around 30 %, while in 1998, their share had
increased to 47%. This is a serious trend: dready now we can obsarve, in many smal communities
(modtly in rurd aress), that people who have been long-term unemployed have logt their human
capitd and ability to work. It is extremdy difficult and cogtly to bring these people back into the
labour market.

Table 4.4. Unemployed persons by duration of unemployment (%)

Duration 1992 1993 | 1994 | 1995 | 1996 | 1997 | 1998
Up to 6 months 58.1| 43.7| 388 | 40.2| 296| 329| 348
7-12 months 218| 283| 216| 281| 15.1| 21.3| 18.2
Morethan 12 201 28.1| 396| 31.8| 55.3| 458 47.0
months

Total 100 100 100 100 100 100 100

Sources: Estonian Labour Force Surveys

The growth of long-time unemployment will become a sious problem in regions where
unemployment has been persgently high in the last few years primaily in the north-east and
the south of the country and in other regions farther away from county centres.

In the context of CEE countries we can see (Figure 4.4.) that in most of the countries where the
unemployment rate has been stable or decreasing during the last years - Bulgaria, Hungary,
Latvia, Poland, Romania and Sovenia — the proportion of long-term unemployed has dightly
decreased during the past years, but remains high: 63% (1996) in Latvia, 55% in Sovenia, 54%
in Bulgaria, 52% in Romania, 45% in Hungary and 35% in Poland (See aso table in gppendix).
In the Czech Republic and Egonia where the overdl unemployment rate has been increasing
during the lagt years, the share of long term unemployment has been rigng as wel and has
reached 31.6% and 47% respectively.

104



02.08.2001

Figure 4.4. Long-term unemployment in selected CEE countries
(% from total)
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Source: Eamets, Arro, 2000

4.5.  Unemployment by age groups and gender

According to the Labour Force Survey data, there have been more unemployed men than women
in recent years in Edonia This is an interesting phenomenon, characteristic of Estonia, not
typica of other European countries. However, the data aso show that the number of women who
are inactive has increased during the period of observation. The main policy objective should be
to encourage women to enter the labour force, making them active in the labour market. A
further interesting fact about Edtonia is that the share of women is consgderably higher than the
shae of men in regigered unemployment. This difference is primaily due to Edonian
legidation: men lose the right to register as unemployed after a certain st period of time, but
women can regiser themselves as unemployed repeatedly under certain circumstances that do
not apply to men (e.g., those who have children under 7 years old etc.).

In 1992-1994, the femde unemployment rae was higher than the previous mae unemployment

rate. This is due to different sampling procedures in different labour force surveys but in
addition, the first waves of dismissds affected women more than men.

Table 4.5. Unemployment rate by age group and gender 1992-1998, selected years

Age 1992 1994 1996 1997 1998
T |[M JF [T [M JF [T [m [E [T M [F [T [M [F

1564 | 37 | 39| 35| 77 | 74| 80| 101 108 | 93| 98 | 103] 94| 97| 106] 87
1524 | 74 | (6.9)] (8.0 11.6 | 115| 11.8| 16.0] (155 (16.6] 14.4] 158| 124| 145| 166| 117
2549 | 34 | 37| 32/ 75| 70| 81| 97| 104 | 90| 100 96| 104] 100] 103] 97
50-69 | (2.2) ... .| 51 | 5.0] G| 72| 84| 60) 61 | 78| (4.2 57| (7.2 (4.7
16-pens | 38 | 40| 36| 79 | 76| 83| 104 109 | 99| 102 104] 100] 101] 108] 92
Notes

62.5

... dataisbased on less than 20 persons of the sample; ( ) datais based on 20-39 persons of the sample,
second quarter for 1998. Pension age was as follows: 1992 for females (F) 55 and for males (M) 60; in 1994 for F
55.5 and for M 60.5; in 1996 for F 56.5 and for M 61.5, in 1997 for F 57 and for M 62; 1998 for F 57.5 and for M

Sources: Estonian Labour Force Surveys
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If we look a unemployment according to duration and age group, we can draw conclusons only
about two general age groups (people aged from 15 to 24 and major age group persons from 25
to 49). The long-term unemployed consst of the largest group (45.6%) among maor age group.
Persons, unemployed in the short-term (up to 6 months) account for 33%. Among young people,
short-term unemployment flows prevail (see tablesin annexes).

Figure 4.5. Youth unemployment ratesin CEE countries (15-24)

35,9

1996
01997
1998

Bulgaria Latvia Sovakia Lithuania Poland Romania Estonia Czech Hungary
Republic

Source: Eamets, Arro, 2000

If we compare the Edonian youth unemployment Stuation with other CEE countries, then we
can see, that high unemployment among youth is a common problem for al countries Fgure
45. presents the unemployment rates among youth aged 15-24. It can be seen that youth
unemployment is an acute problem in Bulgaria Lavia, Sovakia and Lithuania, where the
respective rates in 1998 were 36%, 30%, 27% and 25%. In the EU, the rate of unemployment
among youth was 21.2 % in 1997. Youth unemployment was lowest in Hungary (13.3%), in the
Czech Republic and Poland (13.8% in both of them) and in Estonia (14.5%).

Although youth unemployment is a problem for developed western European countries, we
concluded that the gdtuation in the CEE countries is even worse. Youth programmes are most
difficult to creste and the prevention of unemployment should dready Start early a school. The
resson for high unemployment among youth lies dso in the shortcomings of the education
system, which has to be reformed according to the labour market needs. This process is very
time consuming and has not been completed in most of the CEE countries yet (Eamets and Arro,
2000).

4.6. Unemployment by educational attainment
In Table 4.6, the incidence of unemployment declines deeply with higher educationd
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atanments The unemployment raie is much higher among individuas with basc education.
This group represents about 13% of employment, but its unemployment rate was 16.1% in 1998.
The unemployment rate of workers with genera secondary educetion is higher than the
unemployment rate of workers with a technica education. The unemployment rate of maes with
vocational education after basic education is redively high.

The largest differences between mde and femde unemployment rates gppear in vocationd
education, whether after primary school or after secondary school. The vocationd education
system needs rapid reform in Edonia Studying in the vocationa education and training
inditutions is Hill the second-best choice for young people (70 % of the graduates from the basic
school continue their dudies in the gymnasum - to acquire upper secondary general education -
and only about 28 % in the vocationa education and training inditutions). After the gymnasum
the graduates wish to pursue an academic higher education. About 25 % of the graduates from
the gymnasums continue their dudies in vocationd education and training inditutions. The
decison to gpply for the vocationd educeation and training inditution does not arise, in many
cases, from a firm wish to sudy a certan specidity, but rather from a wish to smply continue
ther dudies. It might be one explanation for the reatively high rate of the drop-out from the
vocaiond education and training inditutions (in 1997 104 %), and for the poor job placement
rate of the graduates (an exact overview of the graduates career profiles is not available). There
is a generdly hdd opinion, that the skills and knowledge of today's vocational education and
training ingitutions graduates, does not meet the needs of the employers. (Eamets, et d, 1999)

Table 4.6. Unemployment rates by gender and education, 2" quarter of 1998 and 1999

Females Males Total
Education 1998 1999 1998 1999 1998 1999
Below upper secondary education 14.5 18.1 17.0 21.6 16.1 20.3
Upper secondary education 9.8 11.3 11.0 13.7 105 12.6
Vocational education after basic (10.7)| (16.9) 15.1 17.0 13.9 16.9
education (3C)
Secondary education (3A) 11.6 11.3 11.5 14.9 11.6 13.0
Vocational education with secondary (9.6) 19.6 8.7 15.6 9.0 16.7
education (3A)
Vocational education after secondary (8.0) (7.6)] (15.7) 11.3 81
education (4B)
Post-secondary technical after basic (6.7) (8.0) (7.1) 6.9 85
education (3A)
Tertiary education 5.3 6.4 (4.5) 5.2 5.0 6.0
TOTAL 15-74 8.6 10.2 104 13 9.6 11.7

Note: ISCED 97 Educationa level: below upper secondary — primary and basic education; upper secondary —
secondary education, vocational education, post-secondary technical after basic education; tertiary — post-
secondary technical after secondary education, university-level education, master’s and doctor’s degree.
... datais based on less than 20 persons of the sample.

( ) dataisbased on 20-39 persons of the sample.

Sources: Estonian Labour Force Surveys

Boeri (1999) has mentioned that the workforce was overly-specidised in the Soviet type
vocationad education sysem. According to him:” Needless to say, a highly specific human
capitd is not quite the most desirable feature to have in place when the task is to accommodate
dramatic changes in the dructure of an economy, involving dgnificant workers  redlocation.”
(Boeri, 1999, p.3).
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The low credibility of vocetiona education incresses gdtructurd unemployment in Estonia In
some cases we dready see that there is shortage of certain type of highly quaified labour, while
vocationa schools are producing low educated labour force whose chances in the labour market
are very low. According to author's opinion the main solution here is the training of teachers in
vocationd schools.

4.7. Regional differences of unemployment in CEE countries

In mogt trandtion countries, regiond disparities in unemployment are very high. The difference
between the highest and the lowest rates of regisered unemployment often exceeds 10
percentage points. In figure 4.6, the dynamics of regiond differences are presented. We
cdculated the variation coefficents of regiond unemployment rates. In most cases we used
registered data (except Czech and Bulgaria) because the LFS data is often not representative at
the regiond levd.

In two countries (the Czech Republic and Slovakia) the regiona disparities are increased if we
compare 1993 and 1998. In Lithuania, the differences fluctuate but findly reached the same leve
in 1998 as in 1993. In three countries (Estonia, Bulgaria and Romania) regiond differences of
unemployment have declined. (Eamets and Arro, 2000).

Figure 4.6. The dynamic of regional disparities of unemployment
(variation coefficients of regional unemployment rates)

50 —e— Bulgaria

40 KA\ P —#®— Czech Republic
&\t_____.{>————”"4}/////\\\Tr:::lxt:j —— Estonia

30 > | Lawvia

>

—— Lithuania

20 A -
\\‘/ — —+% | ~* Romania
0 T T T
1994 1995 1996 1997 1998

Source: Eamets and Arro, 2000

There are numerous communities in each country where unemployment is severd times higher
than the national average. Unemployment tends to be lowest in the big cities, the regions with a
diverdfied industriad economy, regions offering good opportunities for tourism and leisure, and
areas bordering on more developed countries, where people can commute to work or live by
smuggling goods or providing chegper services. In contradt, those hardest hit by unemployment
tend to be in the rurd or mono-sructurd regions where the main indudry is suffering from
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economic recesson, and regions with little potentid for economic development because of a
poor infrastructure, low educationd level of human resources, and a negdive dtitude to private
enterprise. The problem of regiond disparities in unemployment is aggravated by a very low
territoridl  mobility due to lack of reasonably priced housng, shrinking public trangport
connections and increasing fares as many people cannot afford to use their car.

Edimations about Sovakia show that 44% of those who changed ther living place, did it indde
the locd municipdity, 33.8% within the region and only 23% moved between regions (Lubyova,
1999) In Egtonia the change of jobs was andysed and results were smilar. In 1995, 52% of those
who changed their job did it ingde their home county, 26% moved to a neighbouring county and
22% to non-neighbouring counties (mostly to the capita) (Eamets and Toomet, 1999)

4.8. Unemployment by regionsin Estonia

One reason for the reatively large geographicd differences is the low geographicd mobility of the
populatior™. According to the longitudind study “The life paths of a generation”, 43% of the
respondents in Harjumaa were ready to move if they were unemployed. On the other hand, in
regions with high unemployment levds (Vorumaa, Plvamaa, Vdgamaa), only 10% of the
respondents felt the same way. In generd, people with higher levels of education indicated a greater
willingness to migrate. About 17% of the respondents with ahigh school education were ready to
move if unemployed and about 33% of those with a university degree were prepared to do the same.
(Estonian Human Development Report, 1996).

Present migration patterns improve the chances of finding work mostly for people living in regions
that dready offer a reatively better chance of finding employment, due to the regions lower
unemployment rates as well as the proximity of larger towns. At the same time, people living in the
borderlands with high unemployment rates find themselves trapped: the chances of finding a job
locdly are much dimmer than in other regions, and the long distances from the mgor centres make
it difficult to migrate, when it is highly unlikdy that employment can be found. The man obstacle
to working force mohility is undoubtedly the problem of finding a new place to live. People living
in the borderlands find themsdves dependent on ther present homes as practicdly no housing
market exists in these regions. Also, the prices of housng differ widdly by region, being up to ten
times higher in big towns and their neighbouring regions — precisaly those places where the chances
of finding ajob are better.

For vaious reasons, the labour force is not sufficiently mobile to move to vacant jobs in other
regions. Labour force mobility is hindered by purdy economic factors (the insufficient
development of the red estate market at the periphery, the great costs of moving), but aso by
socid-psychologicad factors (family and rdationship ties, the effect of a new environment, etc.).
We can assart that low mobility is an inhibiting factor for economic development.

In order to obtain a picture of the regiond differentids of unemployment, we mugt andyse the
Estonian Labour Market Board data on registered unemployed job-seekers. The regiond

35 |n Estoniawe have 15 counties and 220 local municipalities. The distances from the centre of Estoniato all
borders are a maximum 200-250 km. So geographical distances are not long. Two counties Hiiu and Saare are
located on two islands. This could result in some mobility problems because of the shortages of atravel related
infrastructure. The main means of travel is by sea.
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digribution of unemployment is quite vaied. The following regions have rddivey high
registered unemployment:

Southern Estonia (Vaga, Voru, Pdlva county),

Ida-Viru county,

Western Estonia (Saare county).

The geographical differentiation of unemployment has declined. In addition to the criss regions
of southern and North eastern Estonia, unemployment has increased rapidly in western Estonia,
especidly on the largest idand, Searemaa (Saare county). Unemployment remains high in the
northreast. In Voru county, 6.4% of the working age population were unemployed and looking
for work in 1998. A postive sgn is that there was a sharp decline of registered unemployment in
Voru county in 1997. But the red reason for this dedine lies in locd sdf-government
regulations. In Voru county, socia protection (subsidies for housing, child alowances, eic.) was
connected with the requirement that people must be registered as unemployed. People who were
categorised as inactive had no right to socid protection administered by the loca government.
These regulations were changed in 1997. Vdga county is a region where unemployment is
increesng and this applies dso to the capitd of Edonia Talinn, and Haju county.
Unemployment levels are traditiondly high in IdaViru (north-eastern Estonia), with a 7.9%
unemployment rate.

Figure 4.7. Job seekersby sdlected counties (registration data)
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Source: Estonian Labour Market Board
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It is characteridic of Egtonia that in many counties there is a very subgtantid difference between
registered unemployment and 1ILO unemployment (see table A.1). We can see this, for example,
in Jogeva, L&ne-Viru, Tatu and Harju counties This reflects the different labour market
dgtuations in different regions. Fird, in Tatu and Haju (which dso includes Tdlinn), there is a
good chance of finding a job without registering. At the same time, in smdl counties like Jogeva,
but dso in Repla and PAlva counties, the chances of finding work through the labour services are
very limited and people therefore seek jobs by means of newspaper advertisements, the
assigtance of family members and relatives, etc.

Unemployment in larger urban areas (eg. Tdlinn and Tartu) is not such a mgor socid problem.
On the contrary, it can be sad that the smal sze of the Estonian labour force and the
concentration of investment near the capitdl may result in problems in finding highly qudified
pecididsin thisarea

A rdatively complete picture of the Stuation in the labour market could be presented by the
datigics on vacancies. Unfortunately, this particular fidd of information has its shortcomings,
mainly because enterprises do not report this type of data. This is evident from Table A.1, which
shows more that 53451 unemployed and 14553 vacancies reported to the labour services
during1998. What is the main reason for firms not reporting vacancies?

The man reason is that firms assume tha persons with high qudifications do not use labour
force sarvices in order to find jobs. This is true; most such workers seek jobs through newspaper
advertisements, relatives and friends. According to the labour force survey data, around 50% of
unemployed é)eople seek jobs through labour services. At the same time, people with high
qudifications®® know that jobs offered to labour services mostly demand low qudifications,
because they are usudly poorly pad. The result is that jobs requiring high qudifications are not
mediated by labour services. From the Estonian Market Board data we observe that, in January
1999, less than 20% of al reported vacancies are for white-collar workers.

Structurd  unemployment is a greet problem in Northreastern Estonia (in connection with the
economic problems of the former centraly controlled Soviet enterprises) and in  the
predominantly agricultura counties of southern Estonia. The ratio of employment seekers to new
vacancies in lda-Virumaa county was 25 times higher than the EStonian average. The
unemployment to vacancies ratio in the southern Edonian counties is relativdly smilar to the
Edonian average. This means that new vacancies are created, but they cannot adways be filled
due to the absence of labour with adequate qudifications. This is proven by the reatively high
unemployment rate in these counties. In come counties, where the unemployment rate is not that
high (for example, in Lénemaa), very few new jobs are crested, resulting in a rddively high
ratio of job seekers and vacancies.

Due to the Russan crises, many counties suffered a high increase in unemployment a the
beginning of 1999. In Saare county, ILO unemployment incressed from 9.5 to 16.2 and in lda
Virumaa from 14.7 to 198 (See table A.5. in the gppendix). In some counties where
unemployment has been traditionaly high we can see that unemployment has dabilised or even
declined (Voru, Vdga and Viljandi). One possble explanation is presented in table 4.7. We
cdculated here the indexes which show how big was the share of non-participation change to

38 |n this context high qualification in most cases also means white-collar workers.
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absolute change of al non-employment (sum of absolute vaues of unemployment and nor:
participation changes).

If in 1998 the non-participation dso declined in five counties compared with 1997, then in 1999
it incressed in dl cases. So we can see that in some counties (L&é&ne- Viru, Jogeva) the change in
nor-employment meant an amost 100% increase in non-participation. Almost in dl cases we
can see that changes of non-participation as the share of tota change at least doubled in 1999,
compared with changes 1997/1998.

Table 4.7. Changesin regional unemployment and non-participation before and after Russian
crisis

1998/1997 1999/1998 1998/1997 1999/1998

2U 2N 2U 2N 2NI(PN[H?U) | 2NI(?N[+[?U])
Harju 1056 -0554] 2343 6.108 0.34 0.72
Tallinn 1211 -1.031] 1129 5298 0.46 0.82
Hiiu 0.089] -0.311] 0105 0.255 0.78 0.71
lda-Viru 0.872] 1.073] 4.001 3.915 0.55 0.49
Jogeva 0471 0.080] 0056 00933 0.15 0.94
Jarva -0.044] 0058 0368 0.712 0.57 0.66
Laane -0.113] 0.006] 0483  0.291 0.05 0.38
Laane-Viru 0593 0.314] -0.070] 2577 0.35 0.97
Polva -0.082] -0.002] 0672 0658 0.02 0.49
Parnu 0961 o0618] 1157 2.263 0.39 0.66
Rapla 0323 0.784] 0340 1.278 0.71 0.79
Saare -0.252] 0536] 1.061] 1.351 0.68 0.56
Tartu 0749 1251] 0613 3124 0.63 0.84
Valga -0.182] -0.170] -0.080]  0.619 0.48 0.89
Viljandi -0.107|  0.137| -0.447] 1.982 0.56 0.82
Voru -0.267] 0.411] -0.110] 0.998 0.61 0.90
Total 0.700] 4.200] 10.564] 27.093 0.86 0.72

Source: Satisticd Office of Estonia, author’ s caculations.

So we can conclude that in some counties the relatively stable unemployment was achieved by
increesng number of inactive people. This is not very podgtive from the labour market
perspectives, because of the increesng number of people in out of labour force will mean higher
expenditures in the state budget, because of increasing number of transfer payments.

4.9. Unemployment of ethnic minorities

According to the Estonian Labour Force Survey data, the total unemployment @ccording to ILO
definitions) of non Estonians was 14.4% in 1998 (see Table 4.6.). Thisfigureisamost twice as
high as the unemployment rate of Estonians. What might be the concelvable explanations of this
fact?

1) Language &bilities. The language lawv of 1989 made Edtonian the sole officd language in
Estonia®’. According to this legidation, most officids working in the public sector are required

37 During Soviet times, both Estonian and Russian were official languages.
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to spesk Estonian. That meant that most people aready working for the state were required to
pass tests showing specified levels of proficiency within sipulated deadlines in order to keep
their jobs. Also, in the service sector, most employers demand knowledge of written and ord
Egtonian from employees. In many cases, knowledge of the English, Russan or even Finnish
languages (especidly in Tdlinn where the number of Finnish tourigs is large) is dedrable in the
service sector.

2) Russan speskers ae employed more in such indudries as mining, energy production,
manufacturing of chemicas, machinery and metd production, water and rallway trangport, the
manufacturing of condruction materids, efc. These are so-cdled old industries, where most
technology was old and the industries were oriented towards the former Soviet market. During
economic restructuring, the Estonian economy was reoriented from eastern to western markets.
These industries have therefore suffered from a lack of resources and declining former markets
and are now declining indudries, as a rule, both output and employment has declined. Many
employees have become unemployed. Because these industries were more or less concentrated in
north-eestern Edonia, where the largest Russan spesking minority in Estonia is located,
unemployment in thisregion is obvioudy higher than average.

3) Russans are more mobile in the labour market. Some andyses have shown tha movement
between different labour market states is much higher among Russan speskers than among
Estonians (Eamets 1998)%,

Table 4.8. Unemployment rate by language criteria, selected years (age 15-69; %)

1991 1992 1996 1997 1998
Group T M F T M F T M F| T M F T | M F
Estonians 13 -11f -16 3| 34 25 78| 85 7.1 79| 86 7| 7.8 83| 7.2
Non-Estonians | -1.7 -2|. 5( 49 51| 14| 14.9| 13.1f 13.3| 13.2| 13.4( 14.4| 15.8| 12.9

Notes ... datais based on less than 20 persons of the sample; ( ) datais based on 20-39 persons of the sample, for
1998 second quarter data only, T-total, M -males, F-females.
Sources. Estonian Labour Force Surveys

Table 4.9. Unemployment by duration for different language groupsin 1995 and 1998

Duration Estonians Non-Estonians

1995 1998 1995 1998
Up to 6 months 38.4 44.6 421 36.9
7-12 months 25.3 16.8 31.0 11.4
Morethan 12 months 36.3 45.0 26.9 51.8

Sources: Estonian Labour Force Surveys

If we look at the data presented in Table 4.9, we can see that among non-Estonians (mosly
Russan speskers) the share of long-term unemployment was dmost 10% less than among
Egtonians in 1995. This is indirect evidence that non-Estonians were more active in the labour
market and that ther average unemployment duration is shorter than that of Egtonians. The
gtuation has changed in 1998, when long-term unemployment has increased dradtically among
both language groups. We can see that the share of short-term unemployment spels has
increased among EStonian speskers and  declined among Russan speskers. The ethnic
differences concerning labour market trangtions are presented in the chapter 5.

38 See al'so the flow chapter.
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4.10. Structural unemployment in Estonia and other CEE countries

In caculaing the U/V rdion regisered unemployment rate is used. In some countries eg.
Edonia, Lavia Lithuania the number of regigered unemployed is dgnificantly lower than the
respective number caculated according to ILO methods (see aso subsection.4.1.) This indicates
that the number of unemployed can be underestimated for these countries and the U/V ratio can
therefore be lower.

Another shortcoming of that sort of analyss is that due to the lack of data it is not possble to
andyse dl dimensons of dructurd unemployment. Therefore we dat with andysng the
mismatch usng the generd U/V rdios. Next we turn to examine the geographical mismaich
comparing both the variation of regiond unemployment rates and regiond U/V ratios in
countries where the data is presented. Due to the lack of data only brief comments are given on
occupationad and industrid mismatch.

From the following table we can see that U/V ratios®® are indeed very high in most countries
under observation.

Table 4.10. Structural imbalance of the labour market, U/V ratios

1991| 1992 1993| 1994( 1995 1996| 1997| 1998

Romania 128| 204| 146 286| 87| 41 49| 73

Bulgaria 42 80| 84| 44| 300 46| 51| 49

Slovakia 37 16| 48] 28| 22 23] 18 39
Czech 46| 1,7 34| 22| 17 22| 43| 103
Estonia - - 235| 34,8 47,3 43,7 32,1 53,3

Source; Eamets and Arro, 2000

According to the data provided by the Ministry of Labour and Socia Protection of Romania,
only around 3/4 of vacancies were filled in Romania Even more surprisng was that less than
hdf of the people filling the jobs were unemployed, despite the fact that the
unemployment/vacancy raio was conagently very high in the country (Ciobanu and Parciog,
1999).

The gdtuation might be consdered paradoxicd a firg sght, but is explainable (at least in part) on
the one hand by the exiding gap between the type and qudity of professond background
required by employers and that offered by the applicant. Some studies show a very high number
of jobs that seem to stand no chance of being filled ether a present or in the immediate future.
On the other hand, it could be explaned by the conditions imposed by employers, when some
people in search of a new job ether cannot meet requirements (age, experience, qudification) or
do not accept employers conditions (wage, work conditions, working time etc).

The Sovak Research Inditute of Labour Market, Socid Affars and Family organised a survey
of the date of vacancy reporting and co-operation between employers and labour offices in
severd Sovek digtricts. The results show that co-operation depends on the size of enterprise. For
example, in samdl firms employing up to 24 employees, the ratio of reported vacancies to the

39 There are problems of data comparability in such analysis. It is not always clear from Background studies whether

we are dealing with stock or flows of vacancies and unemployed.
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total number of created jobs was between 50 and 75 per cent. The most effective reporting was
achieved by large firms with more than 500 employees, where the ratio of reported to totd
created jobs was as high as 90 to 95 per cent. On average, firms, via channds other than labour
offices (mediating agencies, advertisements, efc.) recruited 45 to 55 per cent of workers.
(Lubyova, 1999) We bdlieve that Smilar tendencies are evident in other CEE countries as well.

Structurd imbaances between the labour demand and supply from the country point of view can
be illusrated by a smple indicator of the mismaich between the totd numbers of vacancies (V)
and unemployed (U). The raio (U - V) / U can be interpreted as the share of unemployed that
cannot be placed in regular jobs by the labour offices. VdAues close to 1 indicate that whatever
the absolute number of vacancies, it is negligible compared to the number of unemployed in the
given group.

As we can see from data presented in table 4.11 in most countries the vaue of the index was
higher than 0.9, which proves the shortages of the existing system of vacancies reporting.

Table4.11. Mismatch index (registration data from December 1998)

\% U (UV)H/u
Slovakia 11106 428200 0.974
Romania 13998 1025056 0.986)
Czech 37641 386900 0.903,
Poland 7300 1831000 0.996)
Estonia 965 45010 0.979
Hungary* 54774 392400 0.860|
Bulgaria 9555 465202 0.979

Note* November 1998
Source: Eamets, Arro; 2000

The cregtion of regisered vacancies in Edonia declined deadily in 1996-1999. The
unemployment-vacancies ratio, which reflects sructurd unemployment, increased from 19.9 to
30.3 in that period. The greatest increase in that ratio was obsarved among the agriculturd and
fishery specidists, where it increased from 42.4 to 91.0. In other words, there were 91 registered
work seekers per every vacancy a the beginning of 1999. The actud ratio must certainly be even
higher, because by no means al work seekers are registered at |abour offices.

Table 4.12 Structural unemployment in Estonia, U/V ratio by occupation.

01.01.96|01.01.98/01.01.99
Legidlators, senior officials and managers 44.6| 122.7 53.6
Professionals 6.1 11.1 10.8
Techniclans and associate professionals 7.5 10.3 17.8
Clerks 22.8 24.9 28.0
Service workers and shop and market sales 10.1 12.2 13.8
workers
Skilled agricultural and fisnery workers 42.4 50.8 91.0
Craft and related trade workers 11.2 6.1 10.1
Plant and machine operators and assemblers 19.0 15.6 23.4
Elementary occupations 40.8 43.7 44.8
TOTAL 19.8 21.0 30.3

Source: Estonian Labour Market Board database
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There are not mary papers deding with sructurd unemployment in Estonia Kulikov (1999)
found in his empiricd paper tha drongest evidence of dructurd discrepancies for both
unemployment duration and incidence was found for Egtonians and non-Estonians. Gender was
found not to affect either duration and incidence, while age was found to exert upward pressure
on unemployment duration during early years of trangtion (1989-1994).

4.11. Hidden unemployment

Next we anayse the share of hidden unemployment in EStonia. We start from definitions.

In defining hidden unemployment different authors stress various aspects of  unemployment.
Some authors argue about the moment when individuds, who wish to work, give up searching
for jobs. One ingtance is discouraged people. Clack and Summers dress in the definitions the
aspects of behaviour. According them the term hidden unemployment covers those people who
are out of the labour force but whose behaviour is smilar to unemployed people (Clark and
Summers, 1990). Mogt important is that a person without work is consdered to be as a member
of the hidden unemployment category if he or sheis able and wishes to work.

Reallting from this vey gened notion the following caegories ae termed hidden

unemployment:

- Persons, who are able and currently avalable for work and aso seeking work but not using
governmenta labour services for this purpose. Those persons may be classfied as hidden
unemployed if there is no labour force survey data available (Eamets and Piliste; 1996). We
can cdl this category as a active reserve of the labour force. In Egtonia, the labour force
aurvey (LFS) esimates the number of such persons and therefore this category is included in
the open unemployment category.

Persons who are able and currently available for work but not seeking work because of certain
reasons. they do not believe that they could find work because of their age or other reasons or
they have given up searching (discour aged workers).
Persons are considered under employed if:
= They are working on a part time bass but are willing and available to work more
hours (Norwood; 1994) ,
=  Personswho are underqudified or overqualified for certain job.

Underemployment is divided into visble and invisble™ parts - the first above-given category is

conddered as vigble underemployment and second as invishle Because of the difficulty in

edimating the second, it is not generdly statistically measured.

Labour hoarding. There are labour resources which are not fully utilised in a company and
therefore the phenomenon is counted as hidden unemployment.**

These different components belong to the different statistical categories of a labour market (see
Figure 4.8). Underemployed persons and labour hoarding datisticaly belong to the category of

40 visible underemployment is primarily a statistical concept directly measurable by labour force and other surveys.
Invisible underemployment is primarily a analytical concept reflecting a misallocation of labour resources or a
fundamental imbalance as between labour and other factors of production. Characteristic symptoms might be low
income, under-utilisation of skills or low productivity. Analytical studies of invisible underemployment should be
directed to the examination and analysis of a wide variety of data, including income and skill levels (disguised
underemployment) and productivity measures (potential underemployment) (1LO, 1982).

“1 For more details see for example Gora (1996), Brada (1989).
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employed persons. Discouraged workers are classfied as economicdly inactive. As it is
mentioned before an active reserve of unemployed people is included aready according to ILO
definitions used in LFS in the category of unemployed in Egtonia. In the following section two
the categories of hidden unemployment are observed: underemployed and discouraged persons.

Figure 4.8 Different types of hidden unemployment in the framework of labour market
categories

Working age population

Economically active population Economically inactive population
(Labour force) (Out of labour force)
Employed | Unemployed
Labour Activereserve of Discour agec

| Underemployed| labour force

persons

In the previous chapter we aready andysed genera tendencies in the Estonian labour market.
One important feature was definitdy the decline of participaion and increese of nont

participation.

Table 4.13. Different components of hidden unemployment (annud average, thousands)

1989| 1990] 1991 1992| 1993 1994 1995 1996 1997| 1998

Discouraged . (42 73] 107 13.0 14.7| 18.0f 16.1| 189
Non-participation 253.8| 270.5| 284.2| 306.4| 322.1| 320.1| 334.6| 336.5| 333.6| 337.8
Part-timeworkers 25.3| 284 29.0| 315/ 357 406 51.0 59.8| 45.9| 52.2
Underemployed 11.6| 132 145 16.8| 188 20.7( 30.8| 345| 30.1| 283

Shar e of underemployment from total 458 46.6| 49.9| 53.1| 52.6| 51.0( 60.4| 57.6] 655 542
part-time (%)
Source: Statistical Office of Estonia

In the increase of non-participation, the increase of discouragement has played an important role
(see Figure 4.9). The absolute number of discouraged workers and their share in the inactive
population has increased as well. In 1998, discouragement has been edtimated a 5% of the totd
non-participation. Discouragement was larget among men and middle-aged people. This is
contradictory to the conclusons derived from empiricd modds widdy discussed in the
economic literature®®. This contradiction can be explained by shortages of empiricd modds
presented and by the particular Stuation of EStonia in trangtion. Despite the rdativey smdl
number of discouraged workers (18 000) this category has influenced the growth of economic
inactivity. The number of discouraged workers makes up one fifth of the unemployed, so the
phenomenon is Sgnificant in the labour market.

42 See for instance Dernburg, Strand 1966; Joll, Mckennaet al, 1983.
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Figure 4.9 Open unemployment, under employment and discour aged peoplein Estonia
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Source: Estonian Labour Force Survey

Underemployment was, at the beginning of the trangtion period, relatively low (see Figure 4.9).
With the growth of the part-time work it tripled from its initid amount and the proportion from
part-time employment has increased too. In Estonia there are more underemployed persorns
among the part-time workers compared with western countries (OECD, 1994). One reason for
growing underemployment could be the decrease in labour hoarding.

The problem of hidden unemployment is quite important in developed countries The generd
tendency shows that there are more underemployed than discouraged persons. There seems to be
no relations between proportions of open and hidden unemployment (see Figure 4.10). Hidden
unemployment seems to be higher in countries with a very high and a vey low open
unemployment. For example, together with underemployment, tota unemployment in Denmark,
Canada and Audrdia is dmogt a the same levd (aound 15 %) as countries with high
unemployment like Spain and Irdand. If both open and hidden unemployment are considered,
unemployment in different developed countries rises from 2-16% to 5-18% of the labour force
(Eamets and Ukrainski; 1999).

Figure 4.10 Open and hidden unemployment in different OECD countries in 1991 (% from
labour force)
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*data about discouraged is missing.
** data about underemployment is missing.
Notes: Estonian data from 1996.

In the countries in trandtion there are great disparities between open and hidden unemployment
as wdl. Open unemployment varies from 3.5-18%, and with hidden unemployment from 525%,
of the labour force (OECD, 1997). These disparities are, in some cases, caused by different
criteriaused in estimations.

Hidden unemployment in Estonia has been andysed in empiricd work based on ELFS data
Three logit models were created (for unemployed, underemployed and discouraged). The
dependent variables of these models obtained values 1 or 0 with regard to the person’s belonging
to the category or not. In these models the factors that influence the probabilities of belonging D
agiven category were analysed (Eamets and Ukrainski, 1998).

From the empirica analyses we can draw two mgor conclusons

- There are no generd factors found which could influence open and hidden unemployment at
the sametime.
The factors influencing the components of hidden unemployment ae not gSmilar.
Underemployment is influenced by more economic factors and discouragement is influenced
more by psychologica factors (These were not covered by LFS questions).

4.12. Macr oeconomic shocks and unemployment: empirical evidence from the
Russian financial criseson Estonian unemployment

As was dready mentioned in the previous sections, the Russian crises had a big influence on the
Egtonian labour market, affecting mostly those sectors which were more dependent on trade with
Russa The sharp decline of GDP was caused by weak externd demand due to the Asan and
Russan crises. This was reinforced by the decderation of growth in Western Europe, which
hindered the restoration of quick general export growth to compensate for the gap resulting from
the loss of the Russan export market for food products. These crises had a severe impact on
generd economic conditions in Estonia. Because of the automatic adjustment mechanism that is
a feature of the currency board system, the externd shocks were rapidly transmitted to the
economy, severely testing the adjustment ability of the private sector. (Government...., 2000)

According to one of Government reports average nomind wages fel in a number of sectors in
the fourth quarter of 1998, both on a quarterly and yearly basis, and unemployment increased.
These developments were the reflection of liberd labour market policies with few redrictions
and regulations, which, in turn, have enabled the emergence of a rather competitive and flexible
wage and employment systems (Government. ..2000).

In the beginning of 1999, Egtonia suffered from rapid increase in the unemployment rate. This was
evident in increese of dructurd unemployment. By dructurd unemployment we mean regiond
and skills mismatches between the labour force and vacancies. We can assume those who were in
cyclica unemployment, caused by extend shocks (Russan crises), become dructurdly
unemployed.
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The firgt results of the analysis of 1998, 1999 and 2000 labour force survey data showed us that
rapidly increasing unemployment affected more people with low educatiorf. We caculated odd
ratios usng logit modd and the results are presented in the table 4.14. Dependent variable was
the number of unemployed people and we tried to measure how different persond characteristics
influence therisk to bein that group.

We assume, in our econometric andyss, that capital and unskilled [abour are more likdy to be
subgtitutes in production than are skilled labour and capita, which some studies have identified as
complements in production. Because factors of productions that are complementary must be gross
complements, technologicd change is more likey to increase the demand for skilled than for
unskilled labour (Krueger, A, 1993)

Data

Databases of three Estonian Labour Force Surveys 1998-2000, were used. ELFS 98, ELFS 99
were carried out in the 2" quarter of survey year, the sample size was 13090 and 12703 working
age persons respectively. Starting from January of 2000, the Estonian Labour Force Survey was
caried out continuoudy. The data of the 1% and 2" quarters with a totd sample size 7505
working age persons were available for current work.

Only data of employed and unemployed persons were used. Data of persons employed or

previoudy employed in the Armed Forces and persons who were seeking their first job were not
included due to practica reasons.

The sample design of ELFS is complicated with dratification and clustering. All computation is

made with the help of specid datistical package SUDAAN that takes account of variation

between and inside the clugters.

Model

The am of the modd wasfirg to anayse how unemployment depends on the severd
explanatory variables that describe the respondent. Second the changes of the unemployment
structure during the three successive years were under scrutiny. As the sudy variable was binary
(1 — unemployed, 0 — otherwise) the logit link function was applied.

The modd takes the form:

& 0
Ing B £=by +byX;; +byXi, +... +byXig, Where
1-pg

SIS

pi — proportion of response variable,
bx— modd coefficients,
Xik — indicator variables for the classes of predictors or continues variable of the respondent i.

In the process of model-fitting the following explanatory variables were tested: sex, age

(continues), 5- and 10-years age groups, maritd status, nationdity, Soeaking Estonian, place of
residence, level of education, occupation and main activity of current or last job. An appropriate

model was arrived at by consecutively entering atigicaly sgnificant terms beginning from

null-modd. The resulting mode includes the seven gatidticdly sgnificant varigbles of which a

detailed description is given below.

The vector b was then edtimated for al three survey years. Procedure LOGISTIC in the package
SUDAAN finds the vector b that maximises the weighted likelihood function:

3 Thisisfrom thejoint paper written by K aja Sostra from Statistical Office of Estonia and the author.
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~ ~ o
(k)=Inlib)=q w [y xb- In(1- p)], where
ils
w; — sampling weight of respondent i,
yi — response variable.

For interpreting the model the oddsratio p; /(1- p;) iSappropriate.

The estimated odds ratio for a coefficient is computed as
Estimated Odds Ratio = exp(b, )
The lower and upper limits of a 95% confidence interva for the odds ratio for by are computed as
Lower limit = exp|by, - toozsse(bi) |

Upper limit = exp[Bk + t0’025se(6k )]
Where se(b,) isthe estimated standard error of b, and to 025 isthe tabled value of the Student’ st

digribution. The estimated odds ratio is datisticaly sgnificant if aconfidence interva does not
include vaue 1.

Vaidbles
Dependent variable:

UNEMPLOYED

1 - respondent was unemployed in the survey week (was without work, currently available for
work and actively seeking work),

0 - otherwise.

Independent variables:
OCCUPATION - occupation groups (occupation of last job for unemployed persons).

1 - “blue-collar” workers (service workers and shop and market sales workers; skilled
agricultura and fishery workers, craft and related trade workers; plant and machine operators
and assemblers, elementary occupations);

2 - “white-collar” workers (legidators, senior officids and managers, professonds, technicians
and associate professionals; clerks).

LANGUAGE — spesking Egtonian: 1 - speaks or understands Estonian,
2 - does not speak Estonian.
EDUCATIONAL LEVEL: 1 - below upper secondary education,
2 - upper secondary education,
3 - nonruniversity tertiary educetion,
4 - univergity degree.
MARITAL STATUS: 1-dngle,
2 - married or cohabiting,
3 - widowed, divorced, separated.
SECTORS OF ECONOMY (main activity of the enterprise)
1 - primary sector (agriculture, hunting, forestry, fishing),
2 - secondary sector (mining, manufacturing, eectricity, gas and water
supply, congtruction),
3 - tertiary sector (trade, services etc.).
AGE — age of respondentsin January, 1 of the survey year.
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SEX: 1-mde
2 —famde.

Resaults

From the table 1.14. we can see that blue collar workers are under increasing pressure in he
labour market and the risk of being unemployed is increasing for them if we compare the years
1998-2000. The same is true if we look education levels. Despite the fact that non-universty
tertiary education group is datidicdly not dgnificant we can see that lower education groups
have an increasng risk of being unemployed compared with people with universty education.
An intereging fact is tha sngle and married persons have relatively smilar odd ratios, because
one can expect that when there is a of high level of unemployment sngle persons could have
better chancesto find jobs than married.

If we look a sectord digtribution of the unemployed then we can say tha there is an increasing
risk for those who are in the primary sector for the years 1998 and 1999. This fact fits with the
generd macroeconomic conclusons that agriculture and fishing sectors suffered most from
Russan crises.

It is interesting that language discrimingtion is dedining. The knowledge of the EStonian
language is less important if we look a odd ratios in 2000 than in 1998. In the environment of
high unemployment both language groups are under pressure and language does not matter in the
labour market so much asin the early years of trangtion.

Changes in risk odd ratios of education groups and blue-collar workers explicitly shows that
external shock has caused technology changes and firms continue production with less but with a
better qudified labour force. Unemployment data for Il quarter of 2000 dso show tha high
unemployment has became perdgtent in Estonia The unemployment rate was 14.5% a the
second quarter of 2000, while the general economic production is increasing in 2000. Behind the
increesng number of sdes are better technology, better labour and aso a wesk euro, which
helped Estonian firms to increase their export incomes.

Table 4.14 Estimation results

ETU9 ETUYY ETUOQ

Occupation

1 bluecoallar 1.5678*| 1.8905*| 2.1313*
2 whitecollar 1 1 1
L anguage

1 Estonian speaking 0.4894*| 0.5214*| 0.6292*
2 Non-Estonian speaking 1 1 1
Education

1 Below upper secondary education (Basic) 2.3143*| 2.3554*| 2.5412*
2 Upper secondary education (Secondary, vocational) 1.5897*|1.6164*| 1.6318*
3 Non-university tertiary education 1.099 1.1809 1.4747
4 University education 1 1 1
Marital status

1 Single 0.6426%|0.5779*(0.5184*
2 Married 0.5899*| 0.4826*%| 0.4315*
3 Divorced, widowed 1 1 1
Economic Sector
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1 Primary 1.3597%(1.6477*| 1.3141

2 Secondary 1.199 1.5327* 1.1065
3 Tertiary 1 1 1
Age 0.985%(0.9836*| 0.9839*
Sex

1 male 1.0146[1.2153*| 1.1677

2 female 1] 1] 1]

Notes: * - 5% level of significance
Source: Eamets, SGstra, 2000

4.13. Summary

There are two man sources for unemployment in Edsonia Regisered unemployment data
provided by the Estonian Labour Market Board, and unemployment data based on labour force
surveys, provided by Statigtical Office of EStonia.

The relationship between regisered and survey unemployment can be viewed as an indicator of
the incentives offered by labour offices. In the three Bdtic countries - EStonia, Latvia and
Lithuenia- the survey unemployment is amogt twice as high as the regisry one In the Badltic
countries the big difference can be explaned by the tight digibility conditions, short duration
and low rate of unemployment benefits. In the Lithuanian case the unemployment benefit is
20.3% of the gross average wage and in Estonia the respective number is only 7%. The duration
of unemployment benefit is in both countries limited to 6 months. In the Estonian case the low
rae of regigered unemployment indicates dso the low credibility of the locd labour offices.
Both employers and people with high qudifications believe that jobs offered, via the labour
sarvices, ae modly for blue-collar workers. As a result jobs requiring high qudifications are not
matched by labour services.

Andysng labour market flows and comparing Estonian results with the results for Poland and
selected OECD countries enables us to conclude that Estonian labour market does not differ very
grongly from the labour markets of developed western countries and Poland. In particular the
opinion of low unemployment outflow rates proves to be incorrect. The share of long term
unemployment is not paticularly high, but & the same time the average unemployment spdl is
relatively high. This suggeds that there are two groups of workers among the unemployed,
namdy a group flowing out from unemployment rdatively quickly and another group of people
who are unemployed for avery long time.

In order to summarise the man findings concerning unemployment dynamics we present results
in a stylised way in the following table 4.15. We observe again that Etonia has three extreme
cases out of dx. Firg in Egtonia the difference between registered and ILO unemployment is the
highet, long-term unemployment is incressng mos rapidy and the decline in regiond
disparities has been the quickest. The last fact is explaned by standardisation in the work of
local labour services.
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Table 4.15. Unemployment dynamicsin CEE countries.

EE LI LA PO HU cz SK RO BU

ILO unemployment (last four years) A 4 Y 4 7 A % 0 A
Registered unemployment/ 47.9 49.7 | 64.8 100.8 | 125.4 | 1153 | 144.2 | 140.0 | 83.7
IL O unemployment (%)

Long-term unemployment (1994-1998) i) n.a. n.a Y A 1) A n.a ¢

Y outh unemployment (1996-1998) 2 74 A 74 4 i i I A
Regional disparities of unemployment Y & Y n.a n.a. 1) 1) Y ¢
U/V ratio 1) n.a. n.a. n.a. n.a @ % [ I

Notes: 1t increase, ¢ modest increase (less than 3% points), < stable, wmodest decline, 4 decline; EE(Estonia),
CZ(Czech republic), RO(Romania), HU(Hungary), SK(Slovakia), PO(Poland), LA (Latvia), LI(Lithuania), Shadow
areaindicates biggest change (increase or decline)

Long-term unemployment is an increesng problem in Estonia In 1995, the share of those who
had been seeking work for more than 12 months was around 30 %, while in 1998, their share had
increased to 47%. This is a serious tendency: dready now we can observe in many amdl
communities (mogly in rurd aress) that people who have been long-term unemployed have lost
their human capitd and ability to work.

According to LFS data the mde unemployment rate is higher than the femde unemployment
rae. This indicates that, in the case of layoff, femdes often leave the labour force, and do not
look for anew job.

The largest differences between mde and femde unemployment rates gppear in vocationd
education, whether after primary school or secondary school. The vocationd education system
needs rgpid reform in Edonia Studying in the vocational education and training inditutions is
dill the second-best choice for young people After gymnasium, the graduates favour academic
higher education. Only 25 % of the graduates from the gymnasums continue their dudies in
vocationa education and training inditutions.

In 1999, the unemployment started to incresse rapidly, mainly because of the Russan criss in
August and its consequences to the Edtonian agriculture and fishing sectors (industries which
exported their production to the Russan market). However, some agriculturd counties where
unemployment has been traditiondly high, kept ther unemployment rate redively dable
(JBgeva) or even declined (Voru, Vdga and Viljandi). Usng some index caculations we found
that, in these counties reatively dgable unemployment was achieved by incressing nont
participation.

According to the Estonian Labour Force Survey data, the ILO unemployment of non-Estonians
was 14.4% in 1998. This figure is dmog twice as high as the unemployment rate of Estonians.
We found that these differences are explained by three factors Firdt, language abilities.
According to the legidation, mogt officids working in the public sector are required to speak
Egonian. Also, a@ least in the service sector most employers demand the knowledge of written
and orad Esgonian from employees. Secondly, Russan speskers are employed more in such
indudtries as mining, energy production and the manufacture of chemicas These indudries have
auffered from a lack of resources and declining former markets and are now declining indudtries;
as a rule, both output and employment has declined. Because these industries were more or less
concentrated in north-eastern Estonia, where the largest Russan spesking minority in EStonia is
located, unemployment in this region is obvioudy higher than average. Thirdly, some andyses
have shown tha movement between different labour maket staes is much higher among
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Russian speakers than anong Estonians.

Despite the rapid redtructuring of employment, structura imbaances are dill increesing. There is
a subgtantid regional and occupationd mismatch of vacancies and unemployed people. Regiond
digoarities are growing in Esonia Unemployment is a serious problem, for example, in the
mainly agricultura counties of southern Edtonia and in Northreastern EStonia, with its large
concentration of heavy indudry; unemployment here is mostly connected with the recession of
the former dl-Soviet enterprises in Narva, Sllande and Kohtla-Jarve. The bankruptcy of maor
employers in smdl towns with only one or two sources of jobs has caused job losses for some
people. Moreover, unemployment continues to be a mgor problem in rurd areas. The poorly
developed infragtructure there contributes to the lack of further economic investment.

The cregtion of regisered vacancies in Edonia declined deadily in 1996-1999. The
unemployment-vacancies ratio, which reflects dructura unemployment, increased from 19.9 to
30.3 inthat period.

In the increase of non-participation, the increase of discouragement has played an important role.
In 1998, the discouragement has been estimated 5% of the tota non-participation. The number of
discouraged workers rose to one fifth of unemployed, so the phenomenon is quite important in
the labour market.

Underemployment was, in the beginning of trandtion period, rdatively low. With the growth of
the part-time work it has tripled from its initid amount and the proportion from part-time
employment has increased too. In Egtonia there are more underemployed persons among the
part-time workers compared with western countries. One reason for growing underemployment
could be the decrease of labour hoarding.

Our econometric analyss showed that there are no generd factors found which could influence
open and hidden unemployment a the sametime.

The factors influencing the components of hidden unemployment ae not sSmilar -
underemployment is influenced more by economic factors and discouragement is influenced
more by psychologicd factors.

The Russan financid criss in 1998 has had a great influence on the Egtonian labour market. In
our econometric andyss years we found that mostly blue-collar workers are under increasing
pressure in the labour market and the risk of unemployment is increasing for them if we compare
the years 1998-2000. Also we found that lower educetion groups are a incressing risk of
becoming unemployed compared with people who have universty education. If we look at
sectora digtribution of the unemployed, we can say that there is an increasing risk for those who
are in primary sector for the years 1998 and 1999. This fact fits with general macroeconomic
conclusions that the agriculture and fishing sectors suffered most from the Russan criss.

These findings indirectly support our assumption about technological changes. Less qudified
people logt their jobs more than skilled labour. Unemployment increased a the beginning of
2000, while the economy dready was increedng. Pat of that unemployment  (cyclicd
unemployment) caused by externd shock, become structurd. People with less education could
not find a job and unemployment is increesing. These conclusons should be tested by using firm
level data There ae probably other explanations in the declining unemployment rate and
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growing GDP as well. One posshility is of course the time lag approach and according to tht,
the labour market will adjust to the changing market Stuation with certain time lag. The problem
isthat we can test it only retrospectively.

It is interesting to note the fact that language discrimingtion is declining. The knowledge of the
Egtonian language is less important if we look odd ratios in 2000 compared with 1998. In the
environment of high unemployment both language groups are under pressure and language does
not matter in the labour market so much asin the early years of trangtion.
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APPENDIX

Table A.1. Registered first time as job seekers and new vacancies registered during the year by

countiesin 1998

County Registered first New vacancies Shareof theno. of job Registered
timeasjob seekers | registered during | seekersto vacancies unemployment % of
theyear (U/V ratio) LFS

Total 53451 14553 3.7 47.0
Harju 17560 7314 2.4 36.3
Hiiu 524 71 7.4 ..
Ida-Viru 18633 1931 9.6 54.5
Jogeva 1508 231 6.5 41.1
Jérva 1110 486 2.3 45.0
L 88ne 1529 220 7.0 (100)
L d8ne-Viru 1641 319 5.1 39.8
Pdlva 2158 345 6.3 53.4
Parnu 2395 558 4.3 (41.0)
Rapla 1306 237 5.5 59.3
Saare 2123 473 45 (76.9)
Tartu 4905 1122 4.4 34.5
Valga 1341 366 3.7 81.3
Viljandi 2213 495 45 62.4
Voru 1583 385 4.1 74.0

*Note: |l quarter. ... LFS data is based on less than 20 persons of the sample. ( ) LFS data is based on 20-39

persons of the sample.
Source: Estonian Labour Market Board and Labour Force Surveys

Table A.2. Unemployed persons by duration of unemployment, 1994-1998

(%, annual average)

|  1993] 1994] 1995 1996] 1997 1998
15-24 yearsold
Up to 6 months 44.1 53.6 (46.1) (42.4) 45,9 43.3
7-12 months (28.0) (19.4) . (26.8) (22.4)
Morethan 12 (27.8) (27.0) (41.6) (27.3) 34.2
months
Total 100 100 100 100 100 100
25-49 yearsold
Up to 6 months 44.3 35.7 40.7 25.9 29.8 32.4
7-12 months 27.8 221 29.2 (15.4) 20.7 17.8
Morethan 12 28.0 42.3 30.1 58.7 49.5 49.8
months
Total 100 100 100 100 100 100
Note:

sample.

Source: Labour Force Surveys

... LFS data is based on less than 20 persons of the sample. ( ) LFS data is based on 20-39 persons of the
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Table A.3.. Long-term unemployment in CEE countries (% from total unemployment)

1994 1995 1996 1997 1998
Bulgaria 60.1 65.6 59.9 57.7 54.3
Czech Republic 26.9 na 30.3 na 31.6
Estonia 39.6 31.8 55.3 45.8 47.0
Hungary 41.2 457 49.8 46.5 4.7
Latvia na 62.1 62.9 60 nal
Lithuania nal nal 11 13 12
Poland 41.6 39.9 40.8 34.3 35.3
Romania 49.1 51 55.7 51.8 na
Slovakia 48 53 53.1 52.6 49.7
Slovenia 59 58.3 53.8 549 na|

Source: Eamets, Arro, 2000

Table A.4. Population aged 15-74 by economic status, sex and education, 2nd quarter 1998

(%0)
| SCED 97 educational Labour force Inactive | Total Labour |Employ- [Unemploy-
persons force ment ment rate
parti- rate %
cipation | %
rate, %
Level (code)* Total |Employed |Unem-
ployed
Malesand females
TOTAL 15-74 100.0 100.0 100.0 100.0 100.0] 645 58.3 9.6
Below upper secondary 129 12.0 21.8 51.7 26.7 31.2 26.2 16.1
education
Upper secondary 57.1 56.5 62.6 36.3 497 74.1 66.3 10.5
education
Tertiary education 30.0 315 15.6 12.0 23.6| 819 77.8 5.0
Males
TOTAL 15-74 100.0 100.0 100.0 100.0 100.0] 69.6 64.6 10.4
Below upper secondary 155 14.3 25.3 57.2 271 411 34.1 17.0
education
Upper secondary 61.4 61.0 64.9 35.3 541 81.8 72.8 11.0
education
Tertiary education 23.2 24.7 (9.8) 75 18.8] 889 84.9 (4.5)
Females
TOTAL 15-74 100.0 100.0 100.0 100.0 100.0{ 57.7 52.8 8.6
Below upper secondary 10.1 9.5 171 48.4 26.3| 222 19.0 145
education
Upper secondary 52.4 51.7 59.6 36.9 45,9/ 66.0 59.5 9.8
education
Tertiary education 37.4 38.8 22.9 14.7 27.8| 71.7 73.6 53

Note: ( ) LFSdataisbased on 20-39 persons of the sample.

ISCED 97 educationa level: below upper secondary — primary and basic education; upper secondary —
secondary education, vocational education, post-secondary technical after basic education; tertiary — post-

secondary technical after secondary education, university-level education, master’s and doctor’ s degree.

Sources: Estonian Labour Force Surveys
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Table A.5. Registered unemployed job-seekers in counties of Estonia in 1994-1998 (% of
population between 16 and retirement age, annual average) compared with [LO

unemployment data

Region County Register ed unemployment IL O unemployment
1994 | 1995 | 1996 | 1997 | 1998 | 1999 | 1998 1999*
Average 4.1 4.1 4.4 4.0 45 9.9 11.7
Capital Harju 1.9 2.4 2.9 3.0 3.6 9.2 10.2
JBgeva 4.0 4.3 4.2 4.4 4.8 (12.6) 13.4
Central Jarva 36 5.0 4.7 45 4.4 10 11.3
Egtonia Rapla 4.0 4.9 5.4 4.9 5.3 (10.8) 12.8
Viljandi 6.1 6.1 6.9 5.0 49 (9.5 (8.1
North-eastern | Ida-Viru 8.7 8.2 7.9 6.7 7.9 14.7 19.8
Estonia L &ane-Viru 2.3 2.4 2.6 2.2 2.6 (6.2) (6.2)
Hiiu 5.2 5.2 55 5.0 5.0
Western L adne 8.6 7.7 7.0 5.8 59 (8.2 (11.2)
Estonia Parnu 18 17 2.1 2.2 2.4 (7.5) 10.2
Saare 4.4 3.8 5.1 4.7 6.8 (9.5) 16.2
Pdlva 7.2 5.6 57 55 6.3 (12.3) 16.8
Southern Tartu 2.8 25 2.7 25 2.7 9.2 10.1
Estonia Valga 5.5 6.2 6.6 7.9 6.9 (9.9) (9.6)
Voru 126 | 115 12.4 6.9 6.4 (10.7) (10.6)
Note: ... LFSdataisbased on lessthan 20 persons of the sample. ( ) LFS datais based on 20-39 persons of the
sample.

* 1999 |1 quarter.
Sources: Estonian Labour Market Board, Statistical Office of Estonia




5. Gross flows in the Estonian labour market and transition probabilities
across labour market statesin the early years of transition

5.1. Introduction

Unemployment issues are under scrutiny in most countries regardiess of their wedth, indudrid
development, population, or location. All the more atention should be pad to employment in
trangtion countries where, in the course of economic restructuring, a lot of people ae
inevitably** made redundant. While in most reform orientated economies unemployment has
markedly risen and become a low turnover pool with large regiona differences, some countries
have been able to control the rise in unemployment a relatively moderate levels™. There is a
growing body of literaiure amed & examining why the experience in Centrd and Eagtern
Europe has been quite heterogeneous®. These studies have focused in paticular on 1) demand
management policies to produce the necessary macroeconomic environment for the resumption
of sustained economic growth; 2) the supply response to microeconomic reforms, notably price
liberalisation, privatisation and enterprise redructuring; and 3) the role of labour market
indtitutions and wage reform.

In generd, these studies conceive of unemployment as the gap between the speed a which the
date sector is shedding labour and the speed a which the private sector is absorbing the labour
(Chadha, Coricdli et al, 1993). Following this gpproach, low unemployment rates may smply
reflect continued labour hoarding in the date sector, or they may indicate successful
transformation where workers laid off by the state sector find new jobs in the private sector. It
may aso reflect adecline in participation rates (Cornelius, 1995).

Clearly, the absolute number of unemployed persons or the unemployment rate is only indicators
of the sock of unemployment. The dynamics of unemployment are captured by inflows and
outflows to and from the various labour market states. In order to darify the importance of the
duration of unemployment, the stock of unemployment can be expressed as the difference
between inflows into unemployment and outflows from it. Thus the same unemployment rae in
one country could mean that there are high inflow and outflow rates indicating the high turnover
of the unemployment pool. In another country, the inflow and outflow rates could be low,
indicating that the probability of becoming unemployed is low, but once it hgppens, it is very
dfficut to find a job. Low outflow raes from unemployment and the consequentid high
duration of unemployment are seen by many authors as the man explandion for the high
unemployment rate in Europe (see, for instance Adnett (1997), Smith (1994), Boeri et al (1995)).
However, the recent rise of unemployment in the European Union is dso explained by rise of
flows from employment to unemployment (EU) and fdl of flows from unemployment to
employment (UE) (Schmidt, 1999)

44 The decline of employment was aresult of the economic recession caused by structural changesin the economy, a
drop in the total output and a decline in the aggregate demand and supply, but also as aresult of psychological and
ideological reasons (e.g. 50 years of ideological pressure which destroyed peoples initiative and entrepreneurial
spirit). Inthe early stage of transition it was difficult for them to adjust to the changing economic environment (see
for instance Eamets, 1994).

S Thereis a possibility that the low unemployment rate s caused by low open unemployment rate while the rate of
hidden unemployment is much higher. See, for example, Standing, 1996.

46 See, for example Burda, 1993; Barr, 1994; Boeri, 1994; Commander and Coricelly, 1994; Boeri, 1997.
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It is often argued by experts that trandtiona unemployment has dl the characteridics of a
stagnant pool (Boeri, 1994; Blanchard et al, 1997). Boeri (1994) argues that “labour market
adiugment in trandtion countries is hgppening without necessarily involving trangtion from
employment to unemployment and vice versa. Mog fdls in employment in the date sector is
accompanied by pushing workers out of the labour force rather than into unemployment.
Moreover, the rapid expanson of the private sector employment does not necessarily involve
large outflows from unemployment, but direct job-to-job shifts and hiring of new entrants into
the labour force” (Boeri, 1994, pp. 1). From this it can be concluded that the rise in
unemployment is rather a result of the low turnover of the unemployment pool then that of large
flows from employment to unemployment.

The purpose of this chapter is to andyse the influence of different individuad and company
specific characteriics on the labour market trangtion probabilities. Some of our findings will
also be compared with the results from other trangition countries.

According to the Estonian Labour Force Survey data, ILO unemployment was 7.6 % in 1994
(See table Al). Compared with other Eastern European countries this figure is fairly low. Why
has Edonian unemployment growth been rdativey consgent in the early years of trangtion?
One possible explanation supported in this paper is that flows between labour market states have
been rdaively high. Workers flows in Estonia were relatively high aso compared with other
CEE countries (except the Czech Republic) in the beginning of trangtion and this has minimised
the incidence of long term unemployment and kept the genera unemployment rate growth
moderate. Later, during the trangtion period, with labour market inditutiond developments and
declining flexihility, the labour mobility between labour Sates dowed down.

An additiona hypothess tested in this paper is the fact that in the case of job losses femdes
mostly move to nonparticipation and maes to unemployment.

Also we assume that in the early years of trangtion, work experience (measured by age) has less
influence on labour market mobility than on human capitd.

These hypotheses should be tested using different dtatisticd methods. In order to andyse the
flow probabilities, we caculated the individua probabilities of trangtion between different
labour market dates as a function of persond characteristics and firm-specific characterigtics
usng multinomid logit regresson. We chose three points in time: 1989, prior to reform, 1994, as
example of early period of trangtion and 1998, as the most recent year where we possess data.
Initidly, we cdculated regressons for dl three years, but regresson results for 1989 were in
most cases datidicadly indgnificant, so these were eiminated. We compare the results of 1994
and 1998.

This andyss is structured as follows: Section 5.2 describes the methods used in our caculations
and Section 5.3 describes the data used. The empirica results are presented in Section 5.4.

5.2. Method

Labour market flow andyss in the literature normaly concentraies on sx flows flows between
the three labour market states of employment, unemployment and non-participation. In addition,
flows within employment can dso be didinguished. This means that seven flows ae of
relevance in the Western economies (see for example Wan Ours, 1990). As shown in the figure
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below, these flows are (1) flows from job to job, (2) flows from unemployment to employment
and vice versa (4), flows from non-participation to unemployment (6) and vice versa (7) and
from employment to non-participation (5) and vice versa (3). We place the greatest emphasis on

flows (2) and (4).
SN
4

Figure5.1. Flows between different labour market states

Unemployment is generally consdered to be one of the most intractable problems in every
economy. Labour flow andyss in trangtion economies has dso concentrated on the flows into
and out of unemployment, even though knowledge about the other flows helps to understand the
dynamics of unemployment. However there was no data avalable about flows within
employment and about flows from employment to outside the labour force and vice versa in the
initid phase of transformation (see dso Gora and Lehmann, 1992).

The following andyticd approach follows Marson (1976), Clark and Summers (1982),
Bdlmann, Edrin, Lehmann and Wadsworth (1995) among others, in assuming that movements
between dates are governed by a Markov process. The main assumption underlying a Markov
process is that the next dtate of the stochastic system depends only on the previous state. The
gpplication of the Markov process in labour market theory leads to the propostion tha the
probability of trandtion to ancother labour market state depends only on the dSate currently
occupied. The labour market is divided into three dates employment (E), unemployment (U)
and out of the labour force (O). We can congruct the following trangition matrix:

L abour force status L abour force statusin
intimet-1 timet

E: U o}

Ei1 EE EU EO

U1 UE uu uo

Ot1 OE ou 0/0)

The symbals in the cdls sand for the number of individuds who are in one labour market Sate
in time t-1 and move to another date in time t or stay in the same date. The number of the
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individuals changing date, divided by the number of persons in the origin dae, can be
interpreted as an estimate of transition probability between different Sates.

Moddlling the labour market by a Markov process seems appropriate especidly for an economy
in trangtion and in a date of dructurd shock. This can be explaned by the fact that deep
gructurd changes during the trangtion process depreciate previous working skills of the largest
portion of the population. This leads to a Stuation where once unemployed, the probability of
being employed again does not depend on the previous workplace. So, individud work histories
are of lessimportance during transition*” than in a stable career based market economy.

In the firgt part of this study we concentrate on the caculation of the trandtion matrices for the
Estonian economy during 1989 and 1994. The probability of trangtion from date x to state y is
given by
FXY

Py :g x,y=EU,O , Q)
where Fyy is the number of flows in state x a time t which moved to State y a time t+1 and S; is
the total number of people at Sate x at timet (in the beginning of the sdlected year in our case).
The darting time (t-1) January 1989 was in the fird case and the ending time (t) was January
1990. In this way, we cdculated flow probabilities for 1989. The same method was used for
caculation of probabilitiesfor 1994 (t-1 being January 1994 and t January 1995).

In order to identify the factors that underlie the trangtion of the labour market participants
between different labour market states, multinomia logit regressons are edimated. There are
many factors tha influence these trangtions, but the present discusson is limited to only
individua specific characterigtics and some firm specific characteridics. 1t should be kept in
mind that for an economy in trandtion such as Edonia in the observed period, the overdl
economic and inditutional environment could have a great impact on labour market behaviour as
well.

The probability of an individud moving from an initid date to another destination dtate during
the period selected is given in the following equation (Greene, 1997):

_ EXP(B X;)
A EXP(B' X,)
k

Pl = ] jk=1..m )
where X; is the vector of persond characteristics, and m choices, representing possible trangitions
between labour market dates. As was dressed earlier, dtuations where the individud date is

dsable are ignored, except when the person is moving from one job to another without changing
datus in labour market.

Thelog likdihood function for the above equetion is the following:

LnL=4 & D,LnAY, = j] ®

i=1 j=1

7 The same assumption was initially supported by Bellmann et al (1995), and also substantiated by our empirical
findings which show that tenure (measured by age) is lessimportant than human capital (education level).
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where only one Dj; for every observation i equas one representing one of m*® possible transitions
in the labour market. The interpretation of the regresson coefficients is rather complicated in this
type of modd. It is tempting to associate b; with jth outcome, but this would be mideading
(Greene, 1997). By differentiating (2), we find that the margind effects of the atributes on the
probabilities are:

Qo

TP, é
d = J = P, gb; -
e

U_ _
N Pkka— Pj[bj ; b] (4)

=

=0

Therefore , every subvector of b enters every margind effect, both through the probabilities and
through the weighted average that gppears in dj . These can be computed from the parameter
edimates. (Greene, 1997). For interpretation we present in our tables only margind effect
estimates, so we can observe the direction of influence of certain variables.

Sx multinomia logit regressons were caculated for flows from each labour market Stage
(employment, unemployment and non- participation). The results are presented in table A7-A12.

5.3. Data

The data is based on two surveys. Estonian Labour Force Survey (ELFS) 1995 and ELFS 1999.
The 1995 survey was a retrospective survey*® of the Estonian labour force covering the period
from 1989 (before trangtion) to the beginning of 1995. The sample basis of the ELFS 95 was the
database of the 1989 population census. Altogether 10,000 people were interviewed.

The retrospective section aimed at recongtructing the mgor labour market flows over the years
1989-1995. Paticularly, the retrospective section gathered information on three basic labour
market flows employment, unemployment, and out of the labour force. For each flow, the data
include the gtarting and ending dates, modes of entry and exit, and third, the basc characteristics
of the individuas who moved, taking into account age, education, sex, language etc.

The ELFS 1999 was organised usng the same ILO definitions as the 1995 survey. The sample
size was 13000 and the retrospective part of questionnaire covered the period from January 1998
to March 1999.

The minimum observed time period in ELFS was one month (since changes within the sate have
been fixed by months, not by days). That means that flows, where the duration was shorter than
one month were not registered.

We should note that data of the two different surveys was not fully comparable, therefore it was
not possible to caculate iderticd dummies and regressons. The biggest difference was in
education categories, because two different education classfications were used. Also there were
minor differences, such as sze of firm (ingead of group 1-10 (1998) we have 1-9 (1994) and
indead of 10-49 in 1994, we had 11-49 in 1998) and in 1994, we had no dummy for white-collar
workers.

“8 the value of misin our case 2 or 3.
49 More detail information is availablein Survey description in chapter 2.
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Table5.1. Definitions of variables

Dummy Explanation

Age Years

Agesq Agesquareyears

Education ~ dummies

for 1994

Educl 2 Basic education (8 years),

Educ3 Secondary education (11 years)

Educ4 Specialised secondary education (basic education 8 years) plus
vocational education (4 years)

Educ5 7 Higher education (three subgroups. secondary education (11

years) plus vocational education (4 years), university education (11
years plus 5 years bachelor studies in university) and people with
academic degree (Masters or PhD)

Education dummies

for 1998

Educl 2 Below upper secondary education (no primary education, primary
education and basic education)

Educ3 4 Upper secondary education (vocational education after basic
education, secondary education, vocational education with
secondary  education, vocational education after  secondary
education , postsecondary technical after basic education)

Educ5 6 Tertiary education (postsecondary technical after secondary
education, higher education , master’sand doctor’s degree)

Ethnicity Estonian =1, Non-Estonians=0

Sex Males=1, Females=0

Married Married=1 Single=0

Children If person has children then children=1, otherwise 0

Dummies for | 7industry dummies

industries

Firm size 5 types of firms by employment size (less than 10, 10-40, 50-199,
200-499, mor e than 500)

White collar According I1SCO 88 four first categories: legislators, senior
officials, managers, technicians and clerks. White collar=1,
otherwise 0

Note: Dummies for education were different in 1994 and 1998. Education was divided into four groups according by
ISCED 1978 in 1994 and three groups according other classification ISCED 97 in 1998. Therefore these two
sets of education dummies are no exactly comparable.
Also we used combined dummies for children and gender, so we obtained mal es+children (in 1994) and
females+children (1998).

5.4. Results
5.4.1. Trangtion probabilities

Table 5.2 summarises the probabilities of trangtions between labour market states in 1989, 1994
and 1998. This gives an overview of the state trangtion matrices during the years of trandtion of
the Egtonian economy. Socid and inditutiond changes during this period affected the labour
market performance and thisis reflected in the changes of the matrix.

As with other countries in trangtion, the pools of employed (E) or out of labour force (O) were
farly stagnant because of the rdatively high probability of staying in them. At the same time,
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there are Sgns that the movements between labour market States were increasing in the early
years of trangtion. This follows from the fact that the probability of daying in ether of these
dates was declining. The probability of staying employed from the beginning to the end of the
year was very high during the years covered in the survey. In 1989, it was 0.95 and dropped to
0.89 in 1994 and then increased to 0.91 again in 1998. The same is true about staying out of te
labour force. OO probability dropped from 0.92 to 0.85 and increased again to 0.91 in 1998.

Outflow rates from unemployment, which were rdatively high in 1994 (0.41), dropped dso to
0.31 in 1998. This supports the idea that at the beginning of the trangtion, the labour market was
rlativdy flexible with high flow raes while laer labour mobility between labour dHates
decelerated.

Table 5.2. Gross flow probabilities (Pxy) in 1989, 1994 and 1998

Status 1989 1994 1998
EE 0.95 0.89 0.91
inc. ee (job-to-job) 0.06 0.15 0.09
EU 0.00 0.05 0.05
EO 0.05 0.06 0.05
UE 0.44 0.41 0.31
uu 0.47 0.47 0.60
uo 0.09 0.12 0.09
OE 0.08 0.12 0.06
ou 0.02 0.03 0.03
00 0.92 0.85 0.91

Source: Estonian Labour Force Surveys 1995 and 1998, author’ s calculations

5.4.2. Flow probabilities by individual characteristicsin 1994

Next we andyse the flow probabilities of different population categories. Firsg we use
probabilities of different education, ethnicity, age and gender groups. These probabilities were
cdculaed dividing the number of individuds in date i a time t which moved to date | a time
t+1 by dock of origin (equation (1)). Later we cdculae margind effects of the multinomia
regresson in order to find how dggnificant these findings were if we use more advanced
econometrics and compare our findings with the results from 1998.

We grouped people according to age, gender, ethnicity and education level. By ethnicity, the
population is divided into two groups. Estonians and non-Estonians. As we can see from table
A2 in the Appendix, EStonians congtitute about 67 per cent of the total sample and Russans
around 26 per cent. Other nationdities have margind shares (Ukrainians 2.7% others even less).
Therefore only two ethnic groups are defined.

Based on the ISCED 78 categories four educationad groups are formed: basic, secondary,
specidised secondary and higher education. We must note that in some cases the sample sze is
very small and therefore we should be careful when we interpret the results.

Starting from education, we see that non-Estonian mdes have the greatest likeihood of featuring
in the employment to unemployment flow (EU) (see table A5). This is true in dl education
levels. In our earlier sudies we have found that Russans are more mobile in the labour market
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than Estonians (Eamets, 1998).

Secondly, we see that Estonian maes dso have a very high EU flow probability in al education
levels. Women have higher inflow rates to nonparticipation compared with males a adl
education levels. This proves our hypothess that if men lose their jobs they become in most
caes unemployed, but femades tend more to become inactive. This explans why mde
unemployment rates are higher compared with the femae unemployment rate.

According to our estimates, non-Estonian femaes with the lowest education seem to have the
biggest problems in the labour market, because their flow probabilities are the least favourable.
Hence, their probability of staying in the nonparticipation group is the highest, job-to-job flow
probability is the lowest and the probability of getting a job if they are in the unemployment or in
the non-participation group is the lowest eic. However, we indicate that ther sample sze is
relatively smdl in some groups.

The other extreme from the point of view of success are Estonian maes with higher education
who seem to be the mogt successful in the labour market. They have the lowest outflow rates
from employment, the highest inflow rates from unemployment to employment and the lowest
probability of remaning unemployed. Surprisngly worse off ae nonEdtonian mdes with
oecidised education, who have a higher probability of staying in unemployment and dso the
highest probability of losng their jobs.

Next we examine different age groups from the point of view of gender and ethnicity. Here, it is
not so clear which of the age and ethnic groups is the most successful. Russian femdes from the
oldest age group seem to have the lowest chances in the [abour market.

The highest inflow to unemployment is among young Estonian femdes but a the same time,
they have the lowest probability of saying unemployed (see Table A6). Perhgps surprisingly,
young nortEstonian maes have the highest probability of moving from employment to non
participation and young nontEstonian femdes have the highest probability of changing ther
jobs. This last fact supports the idea that non-Estonians are more active in the labour market and
they change jobs more often compared with Estonians (the probability of keeping the job (EE) is
the lowest among young non-Estonians).

When examining the probabilities of moving from unemployment to nonparticipation, we can
see that in the age group 15-24, it is twice as high among femaes compared with mdes. This
agan supports the idea that females leave the labour force rather than continue to search for
another job. In this age group maternity leave is a very relevant factor.

5.4.3. Flowsin 1994 and 1998: firms specific characteristics and individual char acteristics

Next we andyse the results from multinomid regressons. Our interpretations are based on
margind effects datigtics presented in TablesA7-A12.

Probably because of the higher aggregation of education variables, the biggest difference
between the estimates of the two years concerned the influence of education. In 1994, we found
that education has a condgderable effect on mogst of the flow probahilities. In 1998, the influence
was in most cases datidicdly inggnificant (except ee flows). One reason for such results was
the fact that in 1998, education categories were more aggregated and there were only three
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education levels. Therefore we cannot differentiate between vocational education and secondary
education in 1998. It was interesting that firm specific characterigtics were not sgnificant in
1994 while they were important in 1998. Maybe this is caused by data problems but one
explanation is the fact that, in the early stage of trandtion, the outflow from employment did rot
depend on industry or firm sze so much. Trangtiond macroeconomic shocks affected most
indugtries more evenly.

If we take a close look at job-to-job flows, we can observe better chances for Estonians, maes
and for people with higher education levd in 1994. Probability was higher for employers in
andl firms and in most industries (except energy production and transportation) compared with
agriculture, which was the reference industry. In 1998, firm dze matered much more than in
1994. We can see that the job-to-job flow probability dedlines if employment is increesing. This
probably means tha the business environment has stabilised and people fed more safe if they
work in large companies. It is dso true that blue-collar workers have a higher probability of
changing jobs than white-collar workers. This shows that ther mobility in the labour market is
higher.

If we examine EU flows, we can see tha in 1994, only the persond characteridics are
daidicdly dgnificat, the firm specfic variadles are not. Age increases the probability of losng
the job and males and non-Estonians had a grester probability of becoming unemployed. Married
persons had less risk of becoming unemployed. Sdf evident is the education effect: persons with
lower education have a higher probability of losng ther jobs It is interesting that experience
(messured by age) has a negdtive influence, because the margind effect of age has a postive
sgn. So we can conclude that tenure has less influence in the labour market than education in the
ealy years of trangtion. Also, we know from our earlier studies that EU flow probabilities are
higher at dl education levels (except highest education group) for non-Estonians (Eamets, 1999).

In 1998, we can see that age has the same effect. The negative margind effect was sgnificant
only for the highest education group. Estonians had less probability to loose the job compared
with the results in 1994 and the dze of the margind effect has dightly declined. We can see that
most of indusry dummies are now dgnificant. All indudries have a podtive margind  effect
except public services (agriculture is comparison group). This could mean that employment in
agriculture has dready diminished to such a levd tha it is hard to find anybody to fire. The Sze
of enterprises does not matter because in al cases the results were not significant.

If we study EO flows, we note that in both years femdes tend to leave employment more often,
for family reasons. Femdes with children have a drong postive marginad effect to leave the
labour force. In 1994, education had a relatively strong effect while in 1998, education was not
ggnificant. Two indudtries were important in 1998 manufacturing and condruction, both had
postive margind effects, so the probability of becoming inactive was higher in these sectors
compared with agriculture. Firms with the number of employees between 50-199 and 200-499
have negative margind effects.

Next we examine flows from unemployment. We can see that the education effect was very
important in 1994. Being in the highest education group increases the probability of moving
from unemployment to employment by 36%. Higher education has adso a drong pogtive effect
in 1998. Edtonians had in 1994, a podtive margind effect. In 1998, most results are,
unfortunately, datidicdly indgnificant. The margind effects for EU ae gandler than the
margind effects for UE from the ethnic point of view. If we look a the data presented in the
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previous sections, we can see that among non-Estonians (mostly Russian speskers), the share of
unemployment is dmog twice as high than for Edonians. Therefore it is mogt likdy that ther
exit rates should be higher than outflow probabilities for Estonians.

These findings provide evidence that there are strong language, education and some age profile
effectsin the determination of trangtion from employment to unemployment and vice versa.

To conclude with UO flows, we can say that people with lower education move more often to
non+participation and this is aso true of non-Estonians and femaes. It is interesting that age has
a negaive margind effect in 1998. Also, our edimaes show that in 1994 ethnicity had a
negative margind effect and in 1998 a podtive margind effect, which means that Etonians had,
in 1998, a higher possbility of moving to non-participation than Non-Estonians.

The opposite flow, from non-participation to unemployment increases with age and maes have a
podstive margind effect, but for Estonians it has a negative margina effect in 1994. In 1998,
only marital status was negativdy sgnificant for this flow.

5.4.4. Flowsin Estonia ver sus other CEE countries

Next, we compare Estonian results with those of other CEE countries. In order to have a
comparable results, we used the 1994 data. First EE and OO flows are observed (See Figures A.1
and A.3) A compaison of these flow probabilities with the gross probabilities in the literature
for Eas Gemany (Bdmann, et al) 1995, the Czech Republic (Sorm et al, 1999), Bulgaria
(Boeri, 1998), Poland (Gora et al, 1995), Russa (Foley, 1997) and Slovakia (Boeri, 1998),
indicates that the probability of staying employed is dmogt a the same level (from 0.84 in East
Germany to 0.95 in the Czech Republic in 1994-1995) and lower in case of staying out of the
labour force. This last fact indicates that people who are out of the labour force pool in Estonia
are more active in trying to move out of this pool compared with other CEE countries.

Additiondly, the probability of changing jobs without passng through unemployment (U) or
out of the labour force (O), increased sgnificantly in 1994 (0.15) compared to 1989 (0.06) in
Egtonia. This is dso a rdaively high probability, because as Sorm and Terdl reported in relaion
to the Czech Republic it was 0.025 for 1994 (Sorm et al , 1999). A paper of Lehmann and
Wadsworth (1999) indicated that in 1996 job-to-job flows were rdatively high in Russa (0.112)
and Britain (0,099) and low in Poland (0.054).

Obvioudly, it follows that the exit probabilities from employment and from the labour force were
gmal. Low probabilities indicate that there is not much mohility out of these groups. Boeri and
Scarpetta pointed out three possble explanations for a low frequency from employment to
unemployment: (i) Fird, in the early stage of trandtion a subgtantid number of pensioners were
pushed out of the labour market, usng 'soft’ disemployment measures (early retirement); (ii)
secondly, direct job-to-job movement played an important role in the process of ownership
change. In addition to the employees of privatised firms, many workers coming from date
enterprises gppear to have moved directly to a job in the private sector without any intervening
unemployment spdl.; (iii) the third factor reducing flows from employment to unemployment is
the soread of informd activities that offer some sort of subsstence income for those losing ther
job in the restructuring process (Boeri et al, 1995). Mogt of these arguments aso apply to
Egtonia. From our earlier anadysis we know that job-to-job movements congtitute more than 30%
of dl flows (Eametset al, 1997).
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There was a high turnover in the pool of unemployed people during the observed six years. The
probability of movement from unemployment to employment was relativey high in 1989 - 0.44,
then it declined until 1992 and from 1993 it darted to rise again, amounting to 0.41 in 1994.
These numbers are high in the light of results found in other trandtion economies The same
probability for East Germany was 0.32 in 1991 (Bdlmann, et al 1995), for Poland 0.35 (Gora et
al, 1995), for Sovakia 0.23 (Boeri, 1998). Estonian results are comparable with Czech data: 0.49
in 1994 (Sorm et al, 1999).

5. 5. Conclusions and discussion

Redllocation of resources, job cregtion and losses, as well as flows between |labour market states
are very important issues for trangtion economies, because it shows the flexibility of a labour
market in trandtion from a planned economy to a market economy. We can aso assume that as
high labour market flexibility leads to higher economic growth, it will dso lead to a more rgpid
trangtion.

There has not been an explosve growth in unemployment in Etonia during the first years of
trangtion. In comparison with other Eastern Europe countries, unemployment growth in Estonia
has been rather moderate. One possible explanation is that flows between labour market States
have been rdativdy high compared with other CEE countries. This leads us to the following
tentative concluson: massve unemployment has been avoided by a relatively rgpid redlocation
of labour.

The andyss of flow probabilities provides evidence that there are srong language, education
and some age profile effects in the determination of trandtion from employment to
unemployment and vice versa. It is especidly true for the year 1994.

Our andyss shows that people with higher education generdly have higher probabilities of
moving from job to job. People with basc education have the lowest probabilities to do that.
This provides strong evidence that education level does affect moving from one labour market
dage to another. If we look at ethnic differences then we can see that Estonians have higher flow
probabilities at every educationa level compared with asimilar gender group of nor+ Etonians.

We found that women have higher inflow rates to non-participation compared with maes a dl
education levels. This proves our hypothess that if men lose their jobs they become in most
cases unemployed, but femaes tend more to become inactive. This explans why mae
unemployment rates are higher compared with the femae unemployment rate.

According to our estimates, nor-Estonian femaes with the lowest education seem to have the
biggest problems in the labour market, because their flow probabilities are the least favourable.
Hence, their probability of daying in the non-participation group is the highest, job-to-job flow
probability is the lowest and the probability of getting a job if they are n the unemployment or in
the non-participation group is the lowest etc. However, we indicate that their sample sze is
relativey small in some groups.

The main concluson is that non-Estonians seem to have more problems in the labour market
than Estonians. They more often lose their jobs, stay for longer periods in unemployment and the
UE flow probability for them is low if we look at education groups. Therefore, they must be
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more active in seeking new jobs The dStuation would be improved by differentiating labour
market policies by regions, with different sets of regulations for unemployment benefits, active
labour market policies and severa messures to develop the system of adult training and
refraining programmes for people who may face layoff due to enterprise reorganisation. The
man am mus be to reduce the mismaich of skills and youth unemployment, improve territorid
mobility of labour resources, reduce the duration of unemployment and stop the incresse of
poverty among the unemployed.

The trangtion probabilities from unemployment to employment were very high compared with
other CEE countries. Estonia followed the same pattern as the Czech Republic whose trangtion
probabilities were dso exceptiondly high, as was mentioned by many authors (see Sorm and
Terrdl, 1995, Boeri, 1994 among others). Czech unemployment was dso relatively low in the
middle of the 90s. So this supports our idea that unemployment increase was reatively low due
to the high outflow rate from unemployment. One reason for the high outflow rates was of
course the limited labour policy which forced people to move out of unemployment. This aso
explans why ESonia is dmilar to the Czech Republic where labour market policy was flexible
as well. Both in Estonia and the Czech Republic the share of labour policy measures in GDP was
very low. Thisissue is discussed more in our labour policy chapter.
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APPENDI X
Table A.1. Aggregatefiguresfor Estonian labour market 1989-1994 (age group 16-69).

| males | females | total
Participation rate (%)
1989 834 72.2 775
1990, 823 70.4 75.8
1991 815 68.5 74.5
1992 80.6 65.5 72.4
1993 78.1 64.0 70.5
1994 777 64.0 70.4
Unemployment (%)
1989 0.6 0.6 0.6
1990 0.6 0.7 0.6
1991 14 15 15
1992 39 35 3.7
1993 6.6 6.7 6.6
1994 7.3 7.9 7.6
Non-participation (%)
1989 16.6 27.3 225
1990 17.7 29.6 24.2
1991 185 315 255
1992 194 345 27.6
1993 219 36.0 29.5
1994, 223 36.0 29.6

Source: Statistical Office of Estonia

Table A.2. Descriptive statistic of education groups and ethnicity, 1994

Ethnicity Total |M ales |Femal&s
Egtonians 66.61 67.65 65.73
Russians 26.2 24,73 27.45
Ukrainians 2.66 3.12 2.27|
Belorussians 1.71 1.72 1.7
Finish 0.9 0.63 1.12
Polish 0.23 0.29 0.17
L atvians 0.18 0.18 0.17
Others 1.51 1.68 1.39
Total 100 100 100
Education

12 28.67 29.73 27.77
3 37.3 40.07 34.95
4 20.52 17.44 23.15
5 7 135 12.76 14.13
Age

15-24 19.3 21.61 17.33
25-49 45.72 47.15 44.5]]
50- 34.98 31.24 38.16)

Source: Statistical Office of Estonia
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Table A.3. Descriptive statistic of education groups and ethnicity, 1994

Ethnicity Total Males Females
Estonians 74.94 75.78 73.91]
Non-Estonians 25.06 24.22 26.09
Education

12 30.23 30.88 29.67
3 4 50.04 54.00 46.63
5 6 19.23 15.12 23.70
Age

15-24 19.10 21.05 17.41]
25-49 44,50 499 42.44
50- 35.37 31.37 38.82

Note: in 1999 questionnaire only two status were offered for ethnicity, Estonians and non-Estonians

Table A.4. Distribution of people at the age 50 and more by gender, education and nationality

(%), 1994
Nationality+gender Education levels Total
1-2 3 4 5
Estonian Males 44.78 24.45 15.07 15.70 100
Non-Estonian Males 40.28 27.08 18.98 13.66 100
Estonian Females 44.53 22.88 20.03 12.56 100
Non-Estonian Females 48.24 24.34 16.86 10.56 100
Source: ESLF 95
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Table A.5. Flow probabilities by gender, ethnicity and education levels, 1994

Educationl 2
Standard  |E<. Standard  |[Non-Est. Standard  [Non-Est. Standard
Es. Males |[Deviation |Females Deviation [Males Deviation |Females Deviation

EE 0.713 0.4529 0.716 0.4524 0.795 0.4044 0.748 0.4364
ee 0.129 0.3353 0.115 0.3199 0.056| 0.2301 0.047* 0.2121
EU 0.070 0.2550 0.074 0.2632 0.051] 0.2208 0.019* 0.1361
EO 0.089 0.2844 0.095] 0.2936 0.098; 0.2976 0.187 0.3917
UE 0.346 0.4804 0.233* 0.4302 0.303] 0.4667 0.143* 0.3631
uJ 0.481] 0.5045 0.567 0.5040 0.515 0.5075 0.643* 0.4972
Uo 0.173* 0.3820 0.200* 0.4068 0.182* 0.3917 0.214* 0.4258
OE 0.052, 0.2227 0.036* 0.1870 0.031] 0.1723 0.014* 0.1183
ouU 0.039 0.1930 0.041* 0.1994 0.017] 0.1282 0.011* 0.1060
00 0.909 0.2878 0.923 0.2678 0.953; 0.2124 0.975 0.1578
Education 3

EE 0.704 0.4567 0.716 0.4516 0.730 0.4445 0.748 0.4348
ee 0.188 0.3909 0.176 0.3813 0.162 0.3689 0.115 0.3198
EU 0.057 0.2319 0.079 0.2701 0.037| 0.1878 0.070 0.2550
EO 0.05]] 0.2199 0.029 0.1690 0.072 0.2579 0.067 0.2504
UE 0.39¢ 0.4909 0.443 0.5008 0.441] 0.5007 0.422 0.4978
uJ 0.546 0.5012 0.492 0.5041 0.458] 0.5025 0.375 0.4880
Uo 0.065* 0.2480 0.066* 0.2496 0.102* 0.3048 0.203 0.4055
OE 0.247 0.4322 0.245 0.4323 0.173 0.3789 0.149 0.3563
ouU 0.058 0.2340 0.094] 0.2937 0.031] 0.1744 0.053 0.2238
00 0.695 0.4613 0.660| 0.4758 0.795 0.4038 0.799 0.4017
Education 4

EE 0.691 0.4626 0.730) 0.4449 0.766 0.4237 0.807 0.3952
ee 0.224 0.4177 0.163 0.3700 0.142 0.3497 0.073 0.2602
EU 0.048 0.2130 0.079 0.2705 0.027 0.1631 0.044 0.2047
EO 0.037 0.1889 0.028* 0.1651 0.064 0.2456 0.076 0.2661
UE 0.536 0.5079 0.200* 0.4140 0.556 0.5064 0.396 0.4942
UU 0.429 0.5040 0.733] 0.4577 0.296* 0.4653 0.521 0.5049
UO 0.036* 0.1890 0.067* 0.2582 0.148* 0.3620 0.083* 0.2793
OE 0.360 0.4826 0.178* 0.3866 0.185 0.3892 0.117 0.3230
ou 0.045* 0.2084 0.000| 0.0000 0.031* 0.1733 0.036* 0.1872
00 0.596 0.4936 0.822 0.3866 0.784 0.4123 0.847 0.3618
Education 5 7

EE 0.797 0.4028 0.793] 0.4063 0.787 0.4100 0.803 0.3993
ee 0.168 0.3741 0.140 0.3481 0.145 0.3529 0.125 0.3318
EU 0.009* 0.0937 0.033* 0.1801 0.005* 0.0707 0.040* 0.1954
EO 0.027* 0.1608 0.033* 0.1801 0.063 0.2426 0.033* 0.1790
UE 0.667* 0.5000 0.500* 0.5345 0.556* 0.5270 0.667 0.4880
U 0.111* 0.3333 0.500* 0.5345 0.444* 0.5270 0.267* 0.4577
V@) 0.222* 0.4410 0 0.0000 0 0.0000 0.067* 0.2582
OE 0.143* 0.3542 0.133* 0.4714 0.327 0.3519 0.123* 0.3311
ouU Qg 0.0000 0 0.0000 0 0.0000 0.053* 0.2253
00 0.857 0.3542 0.867 0.4714 0.673 0.3519 0.825 0.3837

Note: *indicatesthat sampleissmaller than 10
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Table A.6. Flow probabilities by gender, ethnicity and age groups, 1994

Age 15-24
Standard  |Est. Standard  [Non-Est. [Standard |Non-Est.  |Standard
E<t. Males |Deviation |Females |Deviation |Males Deviation |Females |Deviation

EE 0.622 0.4858 0.616 0.5016 0.503 0.4885 0.507 0.5035
Ee 0.215 0.4117, 0.196 0.4061 0.206 0.3991] 0.239 0.4298
EU 0.075 0.2633 0.143 0.2346 0.058 0.3515 0.070* 0.2577
EO 0.088, 0.2835 0.045 0.4236 0.232) 0.2074* 0.183] 0.3895
UE 0.486 0.5067| 0.476 0.5090 0.458 0.5118 0.409* 0.5032
Uu 0.351 0.4840 0.238 0.5036 0.417] 0.4364* 0.318* 0.4767|
ve; 0.162* 0.3737, 0.285* 0.3378 0.125%| 0.4629* 0.272* 0.4558
OE 0.187| 0.3903 0.186| 0.3806 0.175 0.3906 0.151 0.3591
ouU 0.068, 0.2520 0.103] 0.1873 0.036] 0.3056 0.076| 0.2650
(©]e] 0.745 0.4363 0.710 0.4088 0.788 0.4552 0.774 0.4198
IAge 25-49

EE 0.708 0.4549 0.779 0.4150 0.729 0.4449 0.814 0.3894
ee 0.211] 0.4081 0.152 0.3595 0.180 0.3846 0.101 0.3018
EU 0.054] 0.2253 0.029 0.1684 0.074] 0.2626 0.046| 0.2090
EO 0.028 0.1641] 0.039 0.1942 0.017 0.1276 0.039 0.1941]
UE 0.461 0.5013 0.464 0.5017 0.368 0.4856 0.461 0.5009
UU 0.505 0.5028 0.428 0.4978 0.592 0.4947, 0.461 0.5009
Uo 0.034* 0.1815 0.107* 0.3112 0.040* 0.1960 0.077* 0.2678
OE 0.330 0.4724 0.287 0.4535 0.333 0.4776 0.197 0.3992
ouU 0.085 0.2797, 0.053 0.2237 0.077* 0.2700] 0.063* 0.2439
(©]e] 0.585 0.4949 0.659 0.4747| 0.589 0.4983 0.740 0.4403
IAge 50-

EE 0.787| 0.4094 0.802 0.3989 0.791] 0.4076 0.753] 0.4320
ee 0.098 0.2972 0.091 0.2880 0.084 0.2775 0.036| 0.1864*
EU 0.028 0.1657| 0.018* 0.1324 0.029* 0.1690 0.058 0.2348
EO 0.087 0.2813 0.089 0.2852 0.096 0.2955 0.152 0.3603
UE 0.250 0.4385 0.300* 0.4702 0.176* 0.3930 0.068  0.2582*
UuU 0.550] 0.5038 0.500 0.5130 0.706) 0.4697 0.467] 0.5164*
Uo 0.200 0.4051] 0.200* 0.4104 0.117* 0.3321] 0.467| 0.5164*
OE 0.035 0.1827, 0.021 0.1425 0.017* 0.1298 0.016*| 0.1247*
ou 0.003* 0.0515 0.003* 0.0508 0.000 0.0000] 0.005*| 0.0670*
00 0.963 0.1893 0.976| 0.1509 0.983 0.1298 0.980 0.1411

Note: *indicates that sample is smaller than 10
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Table A.7. Flows from employment Jan. 1994- Jan. 1995
Marginal effects from multinomial logit regression estimates

[Coef. Itd.Err. P>z
Job-to-job (ee) flow
Age 0.0005 0.0027 0.868
Agesq -0.0001] 0.0000 0.116
Sex 0.0340 0.0111 0.002
Nation 0.0265 0.0103 0.010
educ3 0.0332 0.0161 0.039
educd 0.0455 0.0171 0.008
educ5_7 0.0516 0.0183 0.005
Married -0.0066 0.0113 0.560
Children -0.0347 0.0184 0.060
M ales+children 0.0477 0.0220 0.030
Manufacturing 0.0329 0.0159 0.039
Construction 0.0278 0.0202 0.169
Ener gy+tranportation -0.0277 0.0187 0.139
Trade 0.0580 0.0165 0.000
Banking+business services 0.0559 0.0213 0.009
Public services -0.0233 0.0172 0.177
Firm size 10-49 -0.0283 0.0139 0.042
Firm size 50-199 -0.0656 0.0152 0.000
Firm size 200-499 -0.0044 0.0158 0.781
Firm size 500 -0.0540 0.0155 0.001]
Constant -0.1319 0.0553 0.017
From employment to unemployment (EU)
Age 0.0022 0.0014] 0.133
Agesq 0.0000 0.0000 0.049
Sex 0.0135 0.0061 0.027
Nation -0.0177 0.0052 0.001
educ3 -0.0122 0.0070 0.080
educd -0.0175 0.0079 0.026
educ5 7 -0.0558§ 0.0107 0.000
Married -0.0185 0.0057 0.001
Children -0.0034 0.0108 0.751
M ales+children 0.012§ 0.0125 0.314
Manufacturing -0.000% 0.0086 0.990
Construction 0.0072 0.0106 0.496
Ener gy-+tranportation 0.0072 0.0091 0.428
Trade 0.0121 0.0092 0.188
Banking+business services 0.0049 0.0130 0.707
Public services -0.0028§ 0.0095 0.766
Firm size 10-49 0.0095 0.0085 0.260
Firm size 50-199 0.0070 0.0088 0.425
Firm size 200-499 0.0034 0.0098 0.725
Firm size 500 _ 0.0060 0.0090 0.505
Constant -0.0944 0.0289 0.001
From employment to non-participation (EO)
Age -0.0144 0.0012 0.000
Agesq 0.0002 0.0000 0.000
Sex -0.0309 0.0063 0.000
Nation 0.0002 0.0060 0.970
educ3 -0.0172 0.0075 0.022
educd -0.0195 0.0083 0.018
educ5_7 -0.0266 0.0096 0.005
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Married 0.0077 0.0064 0.229
Children -0.0169 0.0110 0.126
M ales+children 0.0082 0.0152 0.591
M anufacturing -0.0135 0.0094 0.149
Construction -0.0068 0.0133 0.609
Ener gy+tranportation -0.0150 0.0108 0.165
Trade -0.0055 0.0102 0.592
Banking+business services 0.0065 0.0126 0.608
Public services -0.0129 0.0096 0.181
Firm size 10-49 0.0083 0.0095 0.382
Firm size 50-199 0.0148 0.0094 0.115
Firm size 200-499 0.0137 0.0105 0.191%
Firm size 500 0.0152 0.0098 0.120
Constant 0.1996 0.0251] 0.000

Outcome EE, agriculture, firm size less than 10 employees and educl_2 are the comparison groups

Number of obs = 5536
chi2(60) = 624.66
Prob>chi2 = 0.0000

Log Likelihood = -4216.8978
PseudoR2 = 0.0659
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Table A.8. Flows from unemployment Jan. 1994- Jan. 1995
Marginal effects from multinomial logit regression estimates

| [Coef. Istd. Err. P>z

From unemployment to employment (UE)

Age 0.0125 0.0134 0.353
Agesq -0.0003 0.0002 0.133
Sex -0.0542 0.0516 0.294
Nation 0.0734 0.0446 0.099
educ3 0.1182 0.0587 0.044
educs 0.1452 0.0687 0.034
educ5_7 0.3621 0.0942 0.000
Married 0.0479 0.0509 0.346
Children -0.1510 0.0705 0.032
M ales+children 0.1789 0.1003 0.074
Constant -0.1749 0.2335 0.4%4
From unemployment to non-participation (UO)

Age -0.0188 0.0065 0.004
Agesq 0.0003 0.0001 0.002
Sex -0.0492 0.0295 0.096
Nation -0.0261 0.0266 0.327
educ3 -0.0527 0.0306 0.085
educs -0.0854 0.0400 0.033
educ5_7 -0.1069 0.0628 0.089
Married 0.0071 0.0310 0.818
Children -0.0055 0.0417| 0.896
M ales+children -0.0400 0.0727| 0.582
Constant 0.2667 0.1152 0.021]

Outcome UU, educl_2 are the comparison groups
Number of obs = 549

chi2(20) = 5045

Prob>chi2 = 0.0002

Log Likelihood = -506.69634

PseudoR2 = 0.0508
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Table A.9. Flows from non-participation Jan. 1994 - Jan. 1995
Marginal effects from multinomial logit regression estimates

Coef. ISt Err P>|z|

From Non-participation to employment (OE)

Age 0.0055 0.0013 0.000
Agesq -0.0001 0.0000 0.000
Sex 0.0200 0.0064 0.002
Nation 0.0098 0.0059 0.098
educ3 0.0673 0.0085 0.000
educd 0.0877, 0.0107| 0.000
educs 7 0.0965 0.0129 0.000
Married -0.0014 0.0075 0.853
Children 0.0018 0.0083 0.826
Malest+children 0.0428 0.0154 0.005
Constant -0.1931 0.0220 0.000
From Non-participation to unemployment (OU)

Age 0.0021] 0.0005 0.000
Agesq 0.0000 0.0000 0.000
Sex 0.0071 0.0030 0.018
Nation -0.0039 0.0022 0.072
educ3 0.0030 0.0025 0.226
educd 0.0028 0.0035 0.418
educh 7 -0.0044 0.0060 0.467
Married -0.0065 0.0034 0.056
Children 0.0063 0.0039 0.106
M ales+children -0.0096 0.0079 0.223
Constant -0.0530 0.0131 0.000

Outcome OO and educl_2 are the comparison groups
Number of obs = 3523

chi2(20) = 320.25

Prob>chi2 = 0.0000

Log Likelihood = -1355.3666

PseudoR2 = 0.2249



Table A.10. Fows from employment Jan. 1998- Jan. 1999
Marginal effects from multinomial logit regression estimates

ICoef. lstd. Err. [P>[7]
Job-to-job (ee) flow
Age 0.0022 0.0019 0.263
Agesq 0.0000 0.0000 0.039
Sex 0.0066 0.0074 0.371
Nation 0.0211 0.0080 0.008
Educ3 4 0.0032 0.010% 0.755
Educ5 6 0.0175 0.0124 0.158
Married -0.0045 0.0075 0.552
Children 0.0209 0.0105 0.046
Femalestchildren -0.0324 0.0229 0.156
Manufacturing 0.0363 0.0122 0.003
Construction 0.0378 0.0150 0.012
Ener gy+tranportation 0.0335 0.0145 0.021
Trade 0.0488 0.0124 0.000
Public services -0.0003 0.0135 0.983
Banking+business services 0.0719 0.0148 0.000
Firm size 11-49 -0.0048 0.0072 0.511
Firm size 50-199 -0.0186 0.0097 0.056
Firm size 200-499 -0.0341] 0.0137 0.013
Firm size 500_ -0.0594 0.0174 0.001]
\White collar -0.0292 0.0081 0.000
Constant -0.1821] 0.0386 0.000
From employment to unemployment (EU)
Age 0.0030] 0.0012 0.011
Agesq 0.0000 0.0000 0.002
Sex 0.0052 0.0046 0.249
Nation -0.0105 0.0045 0.019
Educ3 4 -0.0054 0.0055 0.322
Educ5_6 -0.0245 0.0080 0.002
Married -0.0170 0.0044 0.000
Children -0.0025 0.0072 0.731]
Femalest+children -0.0106 0.0163 0.517
M anufacturing 0.0128 0.0071 0.074
Construction 0.0235 0.0083 0.005]
Ener gy+tranportation 0.0030 0.0090 0.740
Trade 0.0167 0.0075 0.027]
Public services -0.0197 0.0091 0.030
Banking+business services 0.0038 0.0110 0.731]
Firm size 11-49 0.0014] 0.0047 0.765
Firm size 50-199 -0.0054 0.0063 0.396
Firm size 200-499 0.0097 0.0071% 0.171
Firm size 500 -0.0010 0.0083 0.907
\White collar -0.0200 0.0055 0.000
Constant -0.1045 0.0240 0.000
From employment to non-participation (EO)
Age -0.0101 0.0009 0.000
Agesq 0.0001 0.0000 0.000
Sex -0.0221] 0.0044 0.000
Nation -0.0022 0.0046 0.639
Educ3 4 -0.0069 0.0051 0.177
Educ5 6 -0.0109 0.0067 0.101
Married 0.0074 0.0042 0.080
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Children -0.0459 0.0140Q 0.001
Females+children 0.0764 0.0155 0.000
Manufacturing 0.0148 0.0071 0.037
Construction 0.0211 0.0093 0.023]
Ener gy-+tranportation 0.0074 0.0092 0.426]
Trade 0.0090 0.0074 0.224
Public services 0.0007| 0.0074 0.928
Banking+business services -0.0009 0.0101 0.933]
Firm size 11-49 -0.0022, 0.0044 0.610
Firm size 50-199 -0.0170 0.0063 0.007|
Firm size 200-499 -0.0183 0.0085 0.031
Firm size 500 _ -0.0121 0.0085 0.154]
\White collar -0.0099 0.0049 0.045
Constant 0.1224 0.0180 0.000

Outcome EE, agriculture, firm size less than 10 employees and educl 2 are the comparison groups

Number of obs = 6891
chi2(60) = 711.39
Prob>chi2 = 0.0000

Log Likelihood = -4241.243
PssudoR2 = 0.0711
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Table A.11. Flows from unemployment Jan. 1998- Jan. 1999
Marginal effects from multinomial logit regression estimates

[Coef. lstd. Err.  [P>Jz

From unemployment to employment (UE)

Age -0.0127| 0.0100 0.206
Agesq 0.0001 0.0001 0.368
Nation 0.0280 0.0367 0.445
Sex -0.0373 0.0354 0.293
Educ3 4 0.0602 0.0447 0.178
Educ5_6 0.1347, 0.0628 0.032
Married 0.1420 0.0377 0.000
Children 0.0548 0.0572 0.338
Constant 0.0543 0.1753 0.757
From unemployment to non-participation (UO)

Age -0.0107| 0.0042] 0.011
Agesq 0.0002 0.0001 0.002
Nation 0.0790 0.0201 0.000
Sex -0.0407| 0.0169 0.016
Educ3 4 0.0083 0.0186 0.656
Educ5 6 0.0052 0.0299 0.862
Married -0.0010 0.0169 0.952
Children -0.1168 0.0562 0.038
Constant 0.0122 0.0773 0.875

Outcome UU and educl_2 are the comparison groups
Number of obs = 773

chi2(16) = 8285

Prob>chi2 = 0.0000

Log Likelihood = -646.63638

PseudoR2 = 0.0559
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Table A.12. Flows from non-participation. Jan. 1998- Jan. 1999
Marginal effects from multinomial logit regression estimates

|Cos. Istd.Err P>z

From non-participation to employment (OE)

Age -0.0017 0.0007 0.010
Agesq 0.0000 0.0000 0.389
Nation 0.0015] 0.0023 0.522
Sex 0.0046 0.0023 0.048
Educ3 4 0.0108 0.0033 0.001
Educ5_6 0.0189 0.0047 0.000
Married -0.0034 0.0023 0.143
Children -0.0022 0.0034 0.515
Constant 0.0184 0.0096 0.056
From non-participation to unemployment (OU)

Age -0.0002 0.0003 0.479
Agesq 0.0000 0.0000 0.159
Nation -0.0003 0.0013 0.784
Sex -0.0003 0.0013 0.811
Educ3 4 0.0010 0.0014 0.488
Educ5 6 0.0010 0.0020 0.623
Married -0.0024 0.0014 0.091
Children -0.0002 0.0018 0.924
Constant 0.0009 0.0044 0.848

Outcome OO, educl 2 are the comparison groups
Number of obs = 3588

chi2(le) = 7411

Prob>chi2 = 0.0000

Log Likelihood = -801.23644

PssudoR2 = 0.3520



Figure A.l. Probabilitiesto stay in employment (ee) and to
flow out (eu and eo0)
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Sources: Bulgaria (Boeri, 1998), the Czech Republic (Sorm and Terdl, 1999), East Germany (Bellmann et al, 1995),
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Figure A.2. Probability to stay in unemployment (uu)
and flows out (ue and uo)
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Note: ue-flow from unemployment to employment
uu-stayed in unemployment
uo- flow from unemployment to out of labour force

Sources. Bulgaria (Boeri, 1998), the Czech Republic (Sorm and Terell, 1999), East Germany (Bellmann et &, 1995),

Poland (Goraand Lehmann, 1995), Russia (Foley, 1997), for Estonia: author’ s calculations.
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Figure A.3. Probability to stay in non-participation (0o) and

probabilities to flow out (oe an ou)

oeand ou

0,04

0,02

1

Estonia94 Bulgaria Russia 95/96Poland 93/94 Czech 94 Slovakia94
94/95

T 0,9

-+ 0,85

0,8

0,75

0,7

00

] oe
Cdou

Note: oe-flow from non-participation to employment.
ou- flow from non-participation to unemployment
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Sources: Bulgaria (Boeri, 1998), the Czech Republic (Sorm and Terell, 1999), East Germany (Bellmann et al, 1995),
Poland (Goraand Lehmann, 1995), Russia (Foley, 1997) for Estonia: author’ s calculations.
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6. Labour market policy in transition economies

6.1. Institution building

Labour markets in Centrd and Eastern Europe were not ready for the widespread unemployment
when the transformation process began. While in the market economies the labour market plays a
crucid role in asssing the movement of workers into jobs where they are most productive, in the
absence of an appropriate economic infrastructure there was concern that a too rapid restructuring
of enterprises would have resulted in an immediate congestion of labour markets. In al countries it
was recognised that labour indtitutions needed to be edtablished firg, enabling them to manage
labour rdations efficiently and dleviate unemployment resulting from the trangition process.

While a the beginning of the trangtion process, policies amed a avoiding an excessve flow of
workers into unemployment. Labour market reforms ae now undeway aming primaily a
faciliteting the cregtion of new jobs. Although the private sector has so far been able to attract a
aufficient number of workers through direct job-to-job movements, it is now increesngly
recognised that postponing layoffs further may increase codts in the form of less job cregtion in the
higher-productivity private sector (Cornelius, 1995).

Some have argued that unemployment is not just a by-product of the transformation process but
rather a necessary precondition for successful trangtion (Burda, 1993). According to the matching
or flow approach to labour markets, job credtion is seen as a dable function of the stock of
unemployed and open vacancies. Unemployment may be needed to alow further development of
the private sector and to force workers to acquire new skills. More restructuring requires new job
matches, which in turn may require more unemployment. This gpproach has found some support in
empirica dudies, dthough the coefficients of the matching function were condderably smdler for
industridised countries, suggesting that so far most job vacancies have been filled by those who are
searching for jobs while still employed. (Boeri, 1994)

Before economic trangtion, only Hungary and Sovenia had a sysem of income support for the
unemployed (Boeri, 1997B). In Hungary, earnings related benefits had been granted since 1989 but
only to workers involved in collective redundancies, which were very rare before 1990. In Sovenia,
as in other former Yugodav republics, the sdf-management system dlowed compensdion to be
pad to job losers. The subsdy was administered by locd sdf-managed units and there were not
aways sufficient resources to pay al those digible. In dl the other @untries of Centrd and Eastern
Europe, unemployment was not even officialy recognised.

Hence, a legd framework for labour-market policies and a network of labour services where the
unemployed could regigter, collect benefits, and be asssted in their search for a job had to be
created from scratch.

In 1989-1991, most countries in Central and Eastern Europe (CEE) adopted comprehensive
regulations encompassing not only the provison of income support for the unemployed, but dso the
implementation by decentrdised dtate adminidrations of a series of active labour programmes,
ranging from traning for the unemployed to subsdised employment schemes and public work
progranmes. Certainly the fear that unemployment would rise subdantidly in the aftermath of
reforms played an important role in providing support and paving the way for reform.

The governing labour market inditution in Edonia is the Minisry of Socid Affairs. The Labour
Market Board (established in April 1991) works under the jurisdiction of the Ministry of Socid
Affars. Itsmain tasks are:

to administer labour mediation services bringing together employees and employers;
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to adminiger vocationd planning and counsdling services which help the labour force adjust to
the structura changes taking place in the nationd economy;;

to co-ordinate advanced training and retraining programmes designed to enhance and develop
the labour potentid of the population;

to organise unemployment regidration, regulate the payment of benefits to the unemployed and
supervise the entire process.

In most Centrd and Eastern Europe countries (CEEC), smilarly to Estonia, decentrdised networks
of labour offices were established, saffed and endowed with the means to operate. Although
inadequate to cope with be massve inflows of registered job seekers in the early stages of reform,
this network was sufficiently decentrdlised and, in some countries, as efficient as those in OECD
countries.

Table 6.1 Labour market institution building. Indicators of the PES workload: 1993 unless
otherwise specified.

Country No of Labour Labour force | Registered UB recipients per
local force per | per staff unemployed per | staff member
offices office member staff member

Czech Republic 141 35302 1133 30 17

Hungary 187 26100 1190 162 113

Poland 356 50596 1601 235 141

Slovenia 59 14688 1083 148 50

Denmark 97 29463 1270 183 155

Norway 168 12685 761 56 41

Sweden 380 11226 488 42 38

UK 1,216 23386 741 56 49

Estonia (1997) 46 15600 3028 144 81

Estonia (1999) 50 14220 3276 200 119

Source: Boeri (1997B), Estonian Labour Market Board, author’s calculations for Estonia..

Table 6.1 provides some basic information on the organisation work-load, and performance of the
Public Employment Service (PES) networks in Centrd and Eastern Europe and in selected OECD
countries.

As could be seen from column two of Table 6.1, the Public Employment Service organisgtion is
farly decentrdised in these countries as the average number of members of labour force served by
each labour service is broadly smilar to that prevaling in OECD countries. Yet work-load
indicators point to inadequate daffing in most CEECs In particular, the average number of
regisered unemployed (if not the number of benefit cdamants given the current low coverage of
benefitsin these countries) per staff member can be up to 4 times higher than in the UK.

The number of labour services is reativey high in Edonia, while these offices are dearly
understaffed. In other CEE countries, the average number of labour force per gaff is dmost three
times less than in Edonia This is definitdly a bottleneck in Estonian labour policy. Estonia has not
had enough resources to train social workers and prepare loca authorities for their new tasks (to
cope with the increasing number of unemployed persons)(Eamets, 1998)

6.2. Labour market policy options

One should keep in mind that the reasons for unemployment and therefore dso the policy options
ae dightly different in trandtion economies. Generdisng the gdtuation in labour markets in the
CEEC and andysng labour maket policy draegies, the following drategies of coping with
unemployment have been used in post-socidist countries in the early period of trangtion (Gotting,
1995):
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tolerating continued labour hoarding, or even subddisng inefficent levds of employment, to
avoid the breskdown of old Sate enterprises that otherwise would not have survived in a market
economy, thus delaying the process of economic trangtion;

reducing labour supply on the labour market, ether by having women, pendoners, or school-
leaves switch over to so-cdled “hidden labour supply”, by promoting sdlf-employment, or by
furthering contractua work in foreign countries (or even encouraging migration);

introducing income support schemes for the unemployed in order to aleviate the consequences
of unemployment (the passive labour policy measure);

developing and introducing active labour policies. Active labour market policies (ALMP) try to
modify ether the supply Sde (training and retraining programs) or the demand Sde (job creation
and public works programs), and seek to balance supply and demand in the labour market.

The implementation of ALMP measures has an increasing role in the gtabilisation of the Stuation in
the trangtional labour market. For andysng the efficency of the implementation of an active
labour policy measures in post-socidist countries, different macro econometric and micro
econometric approaches have been used. The andyses show that ALMP achieves limited lesults, as
it contributes more to the increase in the number of wefare beneficiaries than to the reduction of
unemployment. For example, it has been edimated that in Poland, 80 percent of the fdl in
unemployment in 1995 can be attributed to economic growth (Kabg, 1996). The second possible
explanation could be that the impact of different active labour policy messures probably has a
lagged effect. Active labour policy measures are fird of dl oriented to dabilisation in the labour
market Stuation in future (Paas, 1996).

6.3. How active or passiveisthelabour policy in CEE countries?

The experience of CEE countries with labour market policies is a very interesting case study. As
unemployment was generaly not recognised under the command economy, CEE countries had to
creste from the scratch the regulatory framework for labour market policies and the network of
employment offices, where unemployed persons could register, receive labour market services and
collect benefits. This process has involved trid and error and the systems launched at the beginning
of trangtion have been changed in mogt of the countries. This section focuses on andysing the role
of labour market policies in CEE countries. For smplicity, we use the term Public Employment
Services (PES) in the following andyses to cover dl the different expressons used in CEE
countries.

Currently a wide range of labour market policies often comparable with those avallable in the EU
and OECD countries are in place in Centrd and Eastern European countries. Figure 6.1 shows the
expenditures of labour market policies as a percentage of GDP in CEE countries. It can be seen that
CEE countries differ sharply in the amount of resources dedicated to labour market policies.
Hungary, Poland, Slovenia, Sovakia and Romania are the countries where expenditures on labour
market policies have been rdatively high compared to the other countries. In 1997, Romania spent
1.28%, Sovenia 1.23%, Sovakia 1.08% and Hungary 1.07% of GDP on labour market palicies. In
Poland, the respective number in 1996 was 2.1%. In Estonia and the Czech Republic, expenditures
on labour market policies are lowest among the sdected countries (0.16% and 0.24% in 1997
respectively). Compared to the average levd of the European Union where the expenditures on
labour market policies accounted for 3.4% in 1997. These numbers are very low.
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Figure 6.1 Expendituresto labour policies as a per centage of GDP (%)
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Expenditure on labour market policies is one of the smalest among CEE countries in the Czech
Republic comprisng 0.24% of GDP in 1997. This can be explaned by the low levd of
unemployment which has dated to rise only recently (6.8% in 1997). Due to the tight fiscd
dgtuaion only a moderate increase in the expenditures on labour market policies is foreseen. In
1997, 0.03% of the GDP was dlocated to finance active measures and 0.21% for passive measures.
Expenditure rises when unemployment increases snce unemployment benefit is higher as those on
benefit had higher wages (Munich, et d 1999).

Figure 6.2. Share of active and passive labour market measuresin total
labour policy expenditures (1998,%)

O Other
Active measures
O Passive measures

Poland(1)(2)
Latvia(1)
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Bulgaria
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Source: Eamets and Arro, 2000

In Egtonia, expenditure on labour market policies is the lowest among CEE countries comprising
only 0.16%. During the last two years, expenditure on active and passve measures has been equa —
0.08%. The levd of unemployment benefit is very bw in Estonia compared to other CEE countries,
which explans the moderate expenditures on passve measures. Another reason is that the
employment policy has only recently become the priority of the Government. Furthermore, the tight
fiscd gtuation forbids an increase of expenditure. (Eamets et a, 1999)

160



02.08.2001

Recent analyses based on background studies carried out in 10 CEE countries alow us to conclude
that, during the initid period of trandtion, CEE countries focused manly on building up
inditutional networks and on paying unemployment benefits. With economic development, the
focus has shifted towards active labour market policies. (See dso Eamets, Arro, 2000).

6.3.1. Active labour policy in CEE countries

We can conclude from the above mentioned report prepared by Eamets and Arro (2000) that it is
evident that in mogt countries, subsidised employment is the most widely used active labour market
measure. The evadudion literature shows tha subsdies to employment may have a number of
objectives other han cregting additiona jobs They may enhance effective labour supply by heping
individuds to keep in contact with the world of work and thereby maintaining their motivation and
skills. For equdity reasons, they may aso be intended to provide the long-term unemployed with
jobs even if this happens a the expense of the short-term unemployed. These postive secondary
effects may Hill hold if net employment gains of these programmes are very smal (OECD, 1996).

Mogt evauations show that subsdies to employment have large dead weight, subgtitution and
disolacement effects and hence smdl net employment gains, paticularly in the short-term when
aggregate demand and vacancies are fixed (for these effects see Camfors, 1994; Burtless, 1985).
Careful controls mugst be maintained on employment subsidies to minimise firms incentives to use
such schemes as a means of permanently subsdisng their work-force. Martin (1998) finds that
there is a difficult trade-off for policy makers the evidence adso suggedts thet the more the controls
are multiplied in order to curb abuse and maximise the net employment gains from wage subsdies,
the lesswilling are firms to participate in such programmes (Martin, 1998).

In Bdtic countries, training programmes conditute the most widespread active labour market
measure. The evaudion literature suggests that training programmes are successful if they are
targeted a specific groups who follow courses providing skills rdevant to employment in specific
sectors. In most countries, an employer’'s willingness to employ the unemployed person after
gradugtion from the training course is required for participation in the training course. This induces
the so-cdled creaming off effects, where only the individuds with the highest probability of
graduation and employment opportunities are sdlected to participate in training courses. The most
disadvantaged groups may therefore face difficulties in getting access to training courses.

One common problem in dl CEE countries seems to be the declining number of participants. In the
case of Romania, the following reasons were pointed out: lack of information, oppogtion to change,
reticence with regpect to professond mobility, the reduced interna efficiency of the system and
ineffidency of the programmes. One important reason is probably also the cost increase of such
courses. State financing is not increasing as fagt as the price of the training courses. It is especidly
the case in countries like Estonia where the mgority of training courses are provided by the private
sector.

There are severd evduation studies on the possble effects of active labour market policies in CEE
countries (See for instance Lubyova and Van Ours, 1999; Van Ours, 2000; Boeri 1997A; Earle and
Pauna, 1998). Terrdl and Sorm (1999) found that ALMPs have lowered the unemployment
duration of groups that tended to have longer unemployment spells, namey, women, Romanies,
handicapped, less educated people and those who have been unemployed before. Also Puhani
(1999) and Kluve et d. (1999) found some support to the view tha public training programmes in
Poland can be used to reduce unemployment. On the other hand, O’'Leary (1998), researching sdif-
employment in Hungay and Poland, found gtrong dead weight effects of sdf-employment
assigance programmes. Many of those receiving sdf-employment assstance would probably have
gained reemployment without government assistance.
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6.3.2. Passive labour policy in CEE countries

Economic theory suggests that the unemployment benefit (UB) may be a factor in increasng the
duration of joblessness and UB systems, introduced in the CEECs have sometimes been chalenged
for being so generous as to create a disncentive to job search (Jackman and Layard, 1990; Layard,
1990; Burda,1992)

Mogt CEECs have developed unemployment compensation systems that can be reconciled, for the
most pat, with the principles of unemployment insurance benefits (Ul) and unemployment
assgance (UA), where the latter concept involves genera welfare to a greater or lesser extent,
depending on the country.

The insurance-based systems in place in CEE countries share the characteristic that a benefit is
offered on the bass of an entittement built up during periods of previous employment. In most
countries, benefits are financed to a great extent via wage based contributions. In Hungary,
employers contributions are earmarked to extra-budgetary funds. These funds, which may dso be
financed via the budget, are used to finance dl labour market programmes, incuding UBs (Boeri
and Scarpetta, 1995). Replacement rate usudly declines with length of the unemployment spdl and
the maximum and minimum leves of benefit are fixed. In Hungary, the replacement rate to
previous wage is between 75% (for the first free months) and 60% (for the rest of the period), in
Sovakia and Bulgaria the respective number is 60% and in Czech Republic 50%. (Eamets and
Arro, 2000). In Lithuania, the leve of unemployment benefit does not depend on previous wage,
but on the individud’s state socid insurance record and reasons for the loss of work. Authors of the
Lithuanian Background Study point out that the system contradicts the socia insurance principles
and does not follow ILO recommendations and practice of European countries. (Gruzevskis and
Beleckiene, 1999). Edtonia and Poland use the flat rate unemployment benefit systems. In Estonia,
the benefits are fixed to 400 kroons per month and are uniform for dl. In Poland, the benefit rate is
36% of the average wage of the previous quater and depends on the clamant's previous
employment record.

Regigered unemployed persons are entitled to unemployment benefits if they have been employed
for 6 months during the previous year in Estonia, 9 months during the lagt 15 months in Bulgaria,
12 months during the longer period in Hungary, Czech Republic, Poland and Slovenia and for 24
months in Lithuania In most countries, the length of the period depends on previous work record,
age, regiond employment Stuation and the reason for unemployment.

Figure 6.3. presents the replacement ratios of unemployment benefits in CEE countries. It can be
observed that the average unemployment benefits range from 44% of the nationd average wage in
Sovenia (1998) to only 7% in Estonia (1998). As was dready mentioned before, the low leve of
unemployment benefit is one of the reasons for not registering in labour offices, especidly in
Egonia and Lithuania Andysng the levd of unemployment bendfits the rdaively high levd of
inflaion in CEE countries must be taken into account. Boeri and Scarpetta (1995) point out that
once wage inflaion is taken into account, the levels of bendfits are dl wel bdow of the West
European countries.
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Figure 6.3 Average unemployment benefit as a per cent of
national average wage.
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Source: Eamets, Arro, 2000

Looking a experiences of the other CEE countries, we observe that Estonia avoided, in the early
dage of transformation, the generosty of UB sysems For ingance, in Poland unemployment
benefits were initidly openended and this induced large inflows into unemployment-compensation
rolls of persons coming from outsde of the labour force (Lehmann, 1993). Ongoing budgetary
consolidation efforts and the lessons learned from the effects of their policies soon induced public
authorities in CEE countries to tighten digibility for benefits and reduce their maximum duration.
The maximum duration of unemployment benefit was hdved in the Czech and Sovak Republics
and in Hungary, and a maximum duration of 1 year was set in Poland (Boeri, 1997). At the same
time some empiricd andyses show that the tightening of unemployment benefits has not boosted
outflows to jobs, (except in the Czech Republic), while it has been associated with greater flows to
inactivity and to socid assstance (Boeri and Edwards, 1998).

To conclude, we can say that in trangtion economies, unemployment benefits are often seen as a
compensation payment for job loss (which is actualy the function of severance pay), and the labour
office as a dae agency responsble for providing new employment. In a market economy, labour
offices are just not able to create the jobs required for al job-seekers, and even if there are jobs,
they cannot force enterprises to employ individua workers. Hence, the importance of job search,
traning, counsdling, assembling of vacancies and provison of information to workers. For thar
part, the workers must learn to take responghility for job search and their own future employment.
Devdopment of PES, in paticular the maching and counsdling function, orientation programmes,
inditutiona links of unemployment benefit sysem to the loca labour offices, seem to be the most
important issues in assessment of progress made in CEE countries in establishing the labour market
programmes.

6. 4. Labour market policy in Estonia
6.4.1 Active labour policy

The man current active labour market policy programmes introduced by the Estonian Labour
Market Board are the following:
- public employment services and adminigtration ;
labour market training (training and training alowances) ;
subgdised employment (subsdies to regular employment, support of unemployed persons
gtarting enterprises, public works);
training of unemployed people.

More detailed description of policiesis presented in Appendix.
Thefirg priority in an active labour policy should be given to different training activities.
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From the labour supply dde, trandtion countries are faced with a huge gap between labour
qualification and labour market needs. We observed this in earlier chapters where we described
gructurd  unemployment problems in Esonia And the mismatch of <Kkills threstens to become
worse because of the deficiency in the education systems. The combination of budget congraints of
schools and training centres and growing income differentiation in society has resulted in increasing
socid drdification in education.

The sysem of adult traning needs improvement. It is primaily in the interest of enterprises to train
their employees, but where enterprises are unable to support training costs, the Government can
provide extra funding. Public employment sarvices take the man respongbility for the labour
market in most countries. The problem is tha in the case of Edstonia, they are entitled to train only
those who are registered as unemployed. Because the registered unemployed covers only 50 % of
tota unemployment, this means that many unemployed people have no access to training.

As we can see from Table 6.2, the number of people who can participate in training programmes
organised by labour services has declined during the last years. This is explained by budget
regtrictions and the increasing cost of different training courses.

Table 6.2. Number of participantsin different active labour market programmes

Programme 1995 1996 1997 1998

Total number of participants 16130 14228 13568 11575
Participantsin employment training (%) 60.8 66.3 60.7 63.0
Employed with subsidiesto employer (%) 0.8 18 16 12
Employed with subsidiesto start a business (%) 2.8 3.2 3.3 3.3
Participantsin community placement (%) 35.6 28.7 34.4 32.6

Source; Estonian Labour Market Board

One reason is dso the change in the direction of labour market training. During and prior to 1994,
the main emphasis was placed on basic sills (languages, use of computers, efc.). Beginning in 1995
the focus shifted to refresher and advanced training courses and re-training programmes, which are
more expendgve. In 1994, 31% of the course graduates found employment and in 1998, the
percentage rose to 69%. The problem is that on average, only 16% of registered job-seekers (7 200)
participated in training courses in 1998. This means that around 10% of the totd number of (ILO)
unemployed people received some kind of labour market training. (Eamets, et d, 1999)

Active labour market policies in Estonia do not include any specid measures to support young
people entering the labour market for the first time (Paas; 1998).

Labour policies are connected with dtate regional policies such as promoting entrepreneurship in
regions with high unemployment rates and in other ways dimulaing job credation. This is
paticulaly important for EStonia, because the regiond differences (including unemployment) are
vey hig.

The dtuation would be improved if labour market policies were differentiated by regions with
different sets of regulations for unemployment benefits, active labour market policies and various
measures to develop the system of adult training and retraining programmes for people who may
face layoffs due to enterprise reorganisation. The man ams are to reduce the mismach of sills
and youth unemployment, to improve the territorid mobility of labour resources, to reduce the
duration of unemployment, and to stop the increase of poverty among the unemployed.

In addition, some changes should be introduced in the legidation in order to make training
programmes more efficient. One problem is that according to current legidation, labour services
can provide training programmes only for people who are registered as unemployed. A person who
is dill working but dready knows tha shelhe will soon be dismissed has no possbility of
paticipating in traning programmes aranged by the labour sarvices. In many regions and
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indudries, such preventive training is inevitable in order to change specidisation or qudification
and provide a better match of labour supply and demand.

Although we can observe an increase of active policy measures in absolute terms till 1998, in
relative terms they are declining. Especidly we see shift towards passve labour policy in 1999
when unemployment increased rapidly due to the Russan criss. We can therefore state that there is
Sizeable scope for the expandon of active policy programmes. However, further spending on active
labour market messures is limited by fisca condderations. There is adso no comprehensve
analytical evidence on the effect of the existing programmes™.

6.4.2. Passive labour policy

Socid protection of the unemployed in Estonian is provided by the state (i.e. financed from the date
budget, which conditutes a pat of the socid protection system). It is mostly for the short term,
usudly for sx months. There is no voluntary unemployment insurance, athough preparations for
that are under way. There are two reasons why some of the unemployed do not get unemployment
bendfit: if he/she has dready received it or the length of previous employment isinsufficient.

Regulations for recipients of unemployment benefits are very redrictive (For more detalls, see
labour market regulation sub-chepter in Appendixes). Because of many legd redrictions, many
people have no posshility of receiving unemployment benefits, and this could be a reason why only
50% regigter themsalves as unemployed. As a result, we face a Stuation in which it would be rather
difficult in the futwe to implement the EU gquiddines about employability, where unemployed
adults are offered new opportunities mostly in the form of individua vocationa guidance.

Table 6.3 Unemployment benefit and replacement ratios in 1992-1998

Year |Max. Benefit Benefit Gross replacement|Coveragerate**
Duration* |minima maxima rates (%)
(% of average wage)
(% of minimum wage) [1-6 months
Estonia 1993 6 60.0 60.0 16.9 56.4
1995 6 40.0 40.0 7.6 39.9
1997 6 284 28.4 6.7 53.6
1999 6 32,0 32,0 91 58
Bulgaria 1995 12 90 140 60 33
Czech Republic 1995 6 none 150-180 60 first 3 month 48
50 next 3 month
Hungary 1995 12 70*** 150* ** 58 40
Poland 1995 12 none none| 45 55
Slovakia 1995 12 none 150 50-60, 27

Notes: * In some cases duration can be prolonged by up to 3 months. If the employment office cannot send a job-seeker
to employment training, the job-seeker may apply for unemployment benefits 3 times during the subsequent 180
calendar days but not for more than 30 days at atime.

** Unemployment benefit recipients as a percentage of registered unemployment.

***|n Hungary, benefit minimaand maxima both are expressed as a percentage of the minimum wage, but
fixed in levels; the figures reported in this Table refer to relations between benefit floors and ceilings and the
minimum wage in 1995. Unemployed persons who were previously earning less than the benefit minima are
entitled to 100 % of the previous earnings.

Sources: Boeri and Edwards, 1998, Statistical Office of Estonia, author’s calculations.

Rigid preconditions for regigration put graduates from schools, who have not worked before and
who lack of experience, as well as people a few years from retirement and other groups, in a
difficult gtuation. Following the exhausion of unemployment benefits sx  months into

°0 Except one, done by Paas (1999), where different labour policy expenditures were analysed from regional point of
view.
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unemployment workers become digible for Socid Assstance Bendfits’l. These are subject to
regidration a the labour office but are not subject to expiration, and ther leve reflects tota
household income. Provison of unemployment benefits is currently the mgor task performed by
digrict labour offices.

Table 6.3 shows that unemployment benefits in Estonia are very low compared with other Central
European countries 2.

In 1999, unemployment benefit coverage rate was 58% in Estonia. Unemployment benefit coverage
rates in EU countries are much higher, for ingance in Denmark 85%, Sweden 90% and UK 87%.
Edonian coverage ratio is reativey high, but we should not forget the fact that registered
unemployment is less than haf of total unemployment.

6.5 Labour policy of CEE countriesin the framework of the four “pillars’ of EU
labour policy

The following section will concentrate on Estonian labour market policy issues in the framework of
EU labour policy. On 20. and 21. November 1997, the Heads of State and Government of the 15
EU Member States and their Foreign Minisers held the Employment Job Summit in Luxembourg.
The man outcome of the Luxembourg medting were Employment Policy Guideines which
introduced employment targets and define four main drategic priorities (“pillars’) to concentrate
on. The guiddines were suggested by the European Commisson. Four priorities (pillars) for the
EU labour palicy were the following:

anew culture of entrepreneurship;

anew culture of employahility;

anew culture of adaptability;

anew culture of equa opportunity.

6.5.1. A new culture of entrepreneurship

The idea behind this pillar is to engender a new climate and spirit to simulate the cregtion of more
jobs and better jobs. EU Member States agree to make it easier to start-up and run businesses by
providing a clear, stable and predicteble set of rules Member States should review and smplify
adminidrative burdens on smal and medium sze enterprises.
- Reducing significantly the overhead cogts for enterprises of hiring an additiona worker.
- Adapting exiding regulations to facilitate the trandtion to sdf-employment. Obstacles,
especidly those within exising socia security regimes, for people moving from employment
to saf-employment and setting up micro-enterprises need to be tackled.

Member States should establish pan-European secondary markets for trading in less important
gocks and shares, particularly designed for small and medium enterprises, by the year 2000. The
taxation sysem must become employment friendly in order to encourage firms to creste more new
jobs.

The main problem for new entrepreneurs, starting their businesses, is financid issues, how to get
the initid financid injection. The locd banking system is not yet ready to support risky projects
without state guarantees. We can also see from various studies that most of CEE countries have not
yet achieved the pre-reform level of GDP (see for ingtance Stern, 1997; Campos, 1999). The only
exception is Poland. In our opinion, the levd of loans and risk capitd invesments for SME-s is

%1 Table about the social assistance forms and the size of subsidies are presented in appendix table A.1.
%2 |n many NIS countries, the UB replacement ratio is very low aswell (for example 6% of average wagein
Azerbaijan, 10% in Belarus, 17% in Ukraine, 23-24% in Moldovaand Armenia, in 1995. (Kuddo, 1997))

166



02.08.2001

more connected with generd macroeconomic development of these countries than locd
governments  wish to improve the dStuation. In our opinion, if these countries achieve sudainable
economic growth, we will also see more governmental support, in financia terms, to new firms.

The macroeconomic policy in CEE countries should today therefore concentrate more to different
infragtructure issues of supporting and consulting the SME-s. Of course, amplifying legd and other
formd regulaions for firm regigtering is a good policy choice moving towards implementing a new
culture of employment.

The second important issue is taxation. Although the taxation systems vary between the countries, it
seems that the exiging tax systems (especidly labour taxes) do not encourage entrepreneurship and
labour demand. On the contrary, excessve taxation (especidly given the levd of economic
development of the country) not only lowers labour demand, but aso crestes incentives for massve
tax evason on the pat of both firms and workers. According some surveys deding with shadow
economy, non-reported wage payments or employment have become widespread in smaler firms.

In Estonia, according to the Commercial Code, to start own business as a sole proprietor is not a
legdly very complicated procedure. The main problem for smdl firms in Edtonia is a lack of capitd
and due to relatively high interest ratesit is rather difficult to get loans from commercid banks.

One labour market measure for darting businesses is entrepreneurship subsidy to the amount of
10,000 EEK (a the beginning of 1998) that could be pad to the unemployed. To apply, the
unemployed person has to undergo business training or have some previous experience in busness.
If the business plan is successful, the labour services could pay off the debt.

6.5.2 A new culture of employability

The idea behind this pillar is to tackle the skills gap by modernisng education and training systems,
and by grengthening their links to the workplace, so that dl workers, especidly jobseekers, are
equipped to take up new employment opportunities.

The Member States should address the problem of long-teem  unemployment and youth
unemployment. On average, only 10% of those adults who are formdly unemployed receive any
traning a al. The Member States took obligations to guarantee to every unemployed adult a new
dart - in the form of a job, training, retraining, work practice or other employment measure - before
reeching twelve months of unemployment. Every unemployed young person is given such a new
start before reaching the sx months point.

Employment prospects are poor for the 10% of young people who drop out of the school system
ealy and many of the 45% who do not complete upper secondary education. The EU Member
States must seek to:
- reduce the number of those dropping out of the school sysem early by 50% within five years
and progressively reduce the share of those who do not complete upper secondary leve;
- improve the gpprenticeship sysem and increase participaion in gpprenticeship training in line
with the best performing Member States.

The main purpose is to move from passve to active labour policy measures. Benefit and training
systems should ensure that they actively support employability and provide clear incentives for the
unemployed to seek and take up work or training opportunities.

The labour policy in most CEE countries has been dominantly passve. Therefore the shift from
passive to active measures is necessary if these countries are to join the EU.
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Another problem is connected with the coverage of training programmes provided by the PES.
Under coverage we mean the share of the total number of registered unemployed, who participated
in training. We see from Table 6.4 that the share of those who participated in training programmes
was extremdy low. It is reatively high in the Bdtic countries, but we need to bear in mind that
registered unemployed made up only 50% in the case d Latvia and Estonia and 65% in the case of
Lithuania of total 1LO unemployment.

Table 6.4. Share of persons participated in training (fromtotal number of registered unemployed,

1998)

Country %

Estonia 16.4
Latvia 14.9
Lithuania 8
Hungary 6.2
Czech* 5.2
Romania* 1.9
Bulgaria 131
Slovakia 0.2
Note: *1997

Source: Eamets and Arro, 2000

Egtonian labour policy has been modly passve so far but whereas unemployment benefit is very
low, the share of passive labour policy expenditure would be even higher, in the case of higher
unemployment benefit (it was 65.6% in 1999) (See Table 6.5).

Programmes desgned to reduce unemployment, eg. retraining, identifying the need for new skills
and occupations, job creation policies, etc. do not often meet society’s needs yet. Therefore, Estonia
needs a nationa description of professons and trades in order to train unemployed jobseekers more
effectively.

The gdtuaion would be improved by differentiating labour market policies by regions, with different
sets of regulations for unemployment benefits, active labour market policies and several measures
to develop the sysem of adult training and retraining programmes for people who may face layoff
due to enterprise reorganisation. The man am is to reduce the mismaich of skills and youth
unemployment, improve teritorid mobility of labour resources, reduce the duration of
unemployment, stop the increase of poverty among the unemployed.

Table 6.5. Labour Market Policy Programmesin Estonia, 1994-1999
(sharein tota labour policy expenditure, %)

1994 1995 1996 1997 1998 1999

Total expenditures(mil. EEK) 71.76| 71.35 89.94 105.87| 114.56| 184.4
% of GDP 0.24 0.17 0.17 0.16 0.16 -
1. Passive Employment Policy 45.2 38.4 43.7] 47.3 49.9 65.6

Unemployment benefits| 45.2 38.4 43.7 47.3 49.9 65.6

2. Active Employment Policy 54.9 61.6 56.4 52.8 50.0 34.4

Public employment servicesand 14.5 17.9 15.1 14.5 16.5 8.6
administration

Labour market training 294 24.6 25.6) 26.4 24.2 17.4

Training allowances 4.1 6.6 55 51 3.6 3.3
Subsidy to employer 0.3 0.5 0.9 0.9 0.9 1.0
Subsidy to start a business 2.5 5.1 4.2 3.7 3.2 2.3
Community placement 2.8 15 2.5 2.2 1.6 18
Other costs 1.3 5.4 2.6 0.0 0.0 0.0

Source: Labour Market Board
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In order to make active labour policy more effective, some concrete measures were recommended
by employees of labour services in seminars and conferences held in Egtonia to discuss labour
market issues:

Adjusment courses must become a priority of labour serviceg's training programmes. These
courses introduce people to demands and opportunities of the labour market and prepare people
psychologicdly for competition in the labour market. Adjusment courses ae meat to give
generd informetion about the labour market. As a result, in many cases, people do not find jobs
immediately after completion of training. Therefore it is not correct to evauate the effectiveness
of training programme (a least in the case of adjusment courses) by cdculd@ing how many
people obtained ajob immediately after the courses.

It would be useful to re-establish career guidance services in relation to the education system, to
assst young people and adults in making career choices. Such systems could be located at the
labour services or the vocationd training ingtitutions.

In the fidd of vocationa training, reform is under way in Etonia. The problem of overcapacity and
obsolete curricula is fdt drongly, egpecidly in the fidd of agriculturd schools. Currently, the
network of vocationd training schools is quite evenly spread over the country, but it is unclear
whether the closure of schools (most likely in rura areas) can be prevented. The biggest problem in
vocationd training is the generd dtitude of people to education issues in Estonia Today, the
common behaviour is that young primary school graduates choose secondary education instead of
vocationd education. As a result, the number of dudents in the vocationa schools has declined
dragticaly. Mogt secondary school students hope to continue their education in Univerdties but of
course the number of avalable places in Universties is limited. Today we are faced with the fact
that among school graduates who are regisered as fird time unemployed are 60% of those who
have vocationd educaion. This is a very daming ddidic rdaing to the qudity of the vocationa
education system. (Eamets et d, 1999)

Also, some changes in legidation should be introduced in order to make training programmes more
efficient. One problem is that according to the current legidation, labour services can provide
training programmes only for the registered unemployed. If a person is gill working, but shelhe
dready knows that soon shelhe will be dismissed, then there are no posshilities for the person to
participate in training programmes aranged by the labour services. In many regions and indudtries,
such preventive traning is inevitable in order to change specidisation or qudification and better
meatch labour supply and demand.

In the EU, one priority is to develop the partnership gpproach. Both enterprises and socid partners
should be involved in joint efforts to invest Europe's wedth in the future by offering the necessary
work experienceltraining podtions. The socid patners are urged to decide on a framework
agreement as soon as possible on how to open workplaces across Europe for training, work practice,
traineeship and other forms of employability measures and agree on the terms and conditions.

Socid partnership has a very different role and historica background in CEE countries. The role of
socid patnership for example in the Bdtic countries differs from the Centrd European dStuation
because of the low image of trade unions and a very low coverage rate. According to a survey
launched by the Finnish Minigtry of Labour in Estonia, around 12% of employees belonged to trade
union in 1998 (Antila, Ylostalo, 1999)>3. There are neither strong employers organisations nor
employees organisations a a loca level. Locd trade unions are very week and passve. Employers
(especidly in the regions) are not well organised.

%3 The Latest Annual Meeting of Estonian Trade Union associations ( Spring 2000) reported about 60 000 union
members, thisis about 10% of the total employment.
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In the case of Poland, we are faced with a completely different Stuation. Politicd changes in this
country were driven by trade unions. However, it should be dated that condruction of legd
infrastructure for socid didogue has made dgnificant progress in Poland, while the combination of
hisoricd circumstances and the baance of power of socid forces caused this structure to be not
fully cohesve. As a consequence, despite the decentrdisation of the system of negotiations, the
exiging sysem of indudrid reations is quite commonly evauated as favouring conflicts rather
than co-operation. The non co-operdtive relaions ae very common for many CEE countries
(Sztanderska and Piotrowski, 1999).

In some CEE countries where the public sector is dill a poweful employer, the sysem of
negotiations combines centraly determined wages on the pat of the public sector that is fuly
subsidised by the state budget, and decentrdised wage bargaining in the part of the public sector not
subsidised by the gtate budget. It is aso the case that in the private sector there is no or very little
collective wage bargaining — wages are set by employers.

In such conditions it is difficult to implement the EU regulations concerning socid didogue. From
ancther point of view, it is inevitable in future, collaborating with the European Structura Funds
and implementing regiond policy in the country, to activate participation of the socid partnership
in order to efficiently digtribute financia resources and moderate conflicts between separate groups
of the population.

Meanwhile, consulting and training of both labour parties could be seen as one posshility to help,
socid didogue to develop. In some countries we can dso see tha the intensive inflow of FDI to the
nationd economy aso influences loca trade unions, as the corporations home country trade unions
will contact and support their sster organisations in CEE countries.

In Edtonia, the main problem is the decentrdisation of negotiations. The man bodies in the form of
Employers Associations and trade unions exist. Unfortunately, these organisstions communicate
manly a the nationad leve. A regiond network of these associaions smply does not exis.
Therefore, one very important task is to create such network of regiona representative bodies in
each county. This will provide a posshility to start a socid didogue on a county level and improve
the generd Stuation of socid partnership (Eamets, et al 1999).

6.5.3. A new culture of adaptability

The idea behind this pillar is to equip enterprises and the labour force to embrace new technologies
and new market conditions. To promote and encourage adaptability the EU must modernise work
organisation. It is suggested that:

- Socid partners negotiate, a the gppropriate level, agreements on work organisation and flexible
working arrangements, including a reduction in working time

- Member dates put in place a framework for more adaptable forms of contracts. Those in non
standard work should be given greater security and occupationa status. Those who opt to work
reduced hours should not be pendised in terms of maintaining social security protection.

We can see from earlier sudies that the share of people who are working part time is very low in
most CEE countries. eg. Lithuania 9%, the Czech Republic 5% (Gruzevskis and Beleckiene1999;
Munich et a, 1999). In many cases, people in the private sector do not have collective agreements,
and working time regulations are not followed. In Lithuania, for ingtance, in 1998, more than 28%
of maes worked more than 41 hours per week. This means that most of these countries should first
introduce trade unions and labour legidation in the private sector, then the next sep will be the
reduction of working time and more flexible forms of work.
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In some countries where information technology is wdl devdoped (Sovenia, Etonia), new forms
of flexible working hours ae reativey easy to introduce due to high dendty of internet
connections. This basicaly alows people working in IT sphere to work a home.

In order to renew sKill levels within enterprises EU Member States should:

- Remove fiscd and other obstacles to the promotion of investment in human resources and offer
tax incentives for the devdopment of in-sarvice traning. Incentives to workers to avall
themsalves of training opportunities should aso be encouraged.

Re-focus their State Aid policies on upgrading the labour force, the creation of sustainable jobs
and efficiently functioning labour markets.

During the early years of trangtion, due to economic criss, continuing vocationd education in
enterprises experienced a deep decline in most CEE countries. There were not sufficient means for
traning in mogt of the enterprises. The traning and recregtion facilities went through a meass
privatisation, and enterprises dated to utilise their cgpacities commercidly. Inditutions in
education and hedthcare suffered from redtrictions in the state budget, and in the educationd sector,
ther activities were reduced to a minimum. After the initid recesson period, interest in continuing
education darted to rise again. This was reflected in establishment of new providers - non-state
inditutions, such as entrepreneurs, commercia companies, foundations and associations of citizens.
However, a this stage in the economic trandtion process, there is a smdl number of sabilised
enterprises and a smal number of enterprises with an established programme of human resource
development. For ingtance, haf of the Slovak inditutions have neither a depatment nor a person
responsible for dealing with these issues (Lubyova, M. et d, 1999)

There is no detailed and composite data set which illudrates the continuing training in enterprises
in most CEE countries. However, a few surveys have been launched in some countries. The extent
of paticipation of employees in continuity training can be measured as the proportion of company
employees who had participated in any form of continuity training during one year before the date
on which the study was concluded. This indicator reached 23 per cent in 1996, in the Czech
Republic. Some other investigations show that the younger employees spent more time on training
than the older ones. Some dudies have adso andysed the costs of continuity training in Czech
enterprises as a percentage of annual payrolls and estimate it at gpproximately 1 per cent. (Munich
et al., 1999).

In generd, the concept of lifdong learning is fairly new in trangtion economies. Firms care more
about short-term economic prospects than long term investments to human capital. Also, it seems to
be the case that the state does not play a very active role in continuing training or adult education in
these countries.

6.5.4. A new culture of equal opportunities

The idea behind this pillar is to modernise societies so that men and women can work on equd
terms, with equa responghilities, to develop the full growth capacity of economies. Member States
should trandate ther commitment to equdity of opportunity and bresk down the gender
segregation, and make consgtent efforts to reduce the gap in unemployment rates between women
and men by actively supporting the increased employment of women. In order to better reconcile
work and family life, a Member State should raise provisons of care like career bresks, parenta
leave and part-time work. Also, specific atention should be given to women considering a return to
the paid workforce after an absence.

The only information avalable for us about equa opportunities in CEE countries was mde and
femde wege differentids. Trangtion countries have a reatively high femade-mae wage gap. One
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reason for that is the fact that sectors with high rates of femde employment have sdaries bdow the
national average (for example, education and health and socia assstance sectors) in most countries.
But it isaso clear that we are deding with wage discrimination in trangtion economies.

Figure 6.4. Wage gap (female wagesmale
wages, %)
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Looking a Figure 6.4, we can see that in three countries (Poland, Estonia, Lithuania) the wage cap
has declined during 1994-1998, while in some countries it has increased. The reason for the
decreasing gender wage gap in Poland was the prolongation of women's hours of work. Transfer of
women to the private sector was most often connected with the prolongation of average weekly
hours of work. (Sztanderska, U., Piotrowski, B, 1999)

In Sovakia, for example, the gender differentids are most pronounced in the case of contract
(bargained) wages and in lower wage grids. With increesing education and wages the differentids
are gradualy decreasing, however, they tend to pertain. (Lubyovaet a, 1999)

One way to limit the wage gap is of course the wage policy directed to the public sector wage
increase. In most countries the so-cdled femde sectors are typicdly public sector branches like
hedth care and education, were sdaries are reatively low.

6.6. EU enlargement and itsimplicationsto CEEC’ slabour markets.

At fird dght, the EU enlargement seems to have few officdd implications to candidate countries
labour market and labour policy.

One potentia source of problems is the Socid Charter of the EU, which was firg ratified in Turin
on October 18, 1961.The European Socia Charter (ESC) is a convention which has been amended
severd times* and its provisons stress a number of rights for workers and the responsibilities of
employees.

The “return to Europe’™® necessitates, in this view, a common stance on what constitutes European

%4 Most importantly in October 1991.
%5 Term was used by Sachs (1993), who stressed the desire by CEE economies to regain as soon as possible their lost
status in the European integration process.
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labour market and socid policy. The ESC is not a precondition for accesson to the EU, dthough it
is hard to believe thet rdification isirrdevant.

One possble interpretation of the ESC is the attempt to preclude “wage and socid dumping”,
meaning preventing poor EU member states who, because of low labour cost and lower standards of
living, offer a cos-compdtitive production environment. This interpretation would imply that
joining the EU implies loss of exports and competitiveness and of an opportunity to develop and
raise sandards of living rapidly (Burda, 1998).

On one hand, there are entry barriers for newcomers, be they Maadtrich criteria, technicad barriers
for foreign trade or Socid Charter. On the other hand, joining the “rich man's club’, as the EU has
been described by candidate countries, demands from these countries much more political attention
and financid contribution to socia policy and labour market issues. CEE countries are currently
gpending about one fourth of ther GDP on socid policies, compared with about one-third in the
current EU member states (Boeri, 1999). In the case of Estonia, the share of socid policy in GDP
was lower. In 1994-1997 Egtonia spent on average 15-17 % of GDP on socia policy. Looking a
absolute numbers, the picture becomes even more dragtic: for example, on average in the EU, socid
expenditures congtituted 800 ECU per capita in 1995. At the same time, the corresponding number
for Estoniawas only 619 ECU (Puss, 1999).

Compliance with the Acquis Communautaire (notably its hedth and safety standards) involves a
rise in public expenditure in most candidate countries — particularly due to ineffective policy
delivery mechanism. Problems on the revenue Sde are serious, as the socid security tax-base has
been grinking much more than employment, due to flourishing of the informa sector and the
under-reporting d wages for tax purposes (See for example Nesporova, 1999). Burda (1998) shows
in his paper clearly the negative association between datutory payroll tax and rates, on one hand,
and employment ratios, on the other. According to him, it is difficult not to infer the exigence of an
unemployment /fiscal trgp. Under such conditions, a given tax regime could be condgtent with an
equilibrium of high job creation, high employment rates, low taxes and low dependency ratios™®; or
with an equilibrium of low employment, with high dependency ratios and high labour taxes
necessary to finance them.

The accesson issue is related to the rdatively high share of hidden economy in candidate countries
(for one of the mogst recent studies see Lacko, 2000). While the underground economy increases
welfare for its participants, it aso results in a loss of tax revenues for the state, and therefore for the
EU. It dso represents the source of labour market flexibility, which may not be in the interests of
the EU member dates with more redrictive regulations. Raisng wage codts, increesng the option
vdue of hiring decison, and introducing more regulaions and dSandards will  vitiate the
atractiveness for CEE countries for direct invesment as well as diminish their ability to compete in
the interna market (Boeri, et a, 1999).

From another point of view, some sudies have found that socid policy reforms in EU member
gates vary in speed and scope and there is no need to impose the same pattern of reforms on the
different European socid policy models. Socid policy reforms need to be comprehensve, hence
they should necessarily work country-specific inditutiona clusters (Boeri, 2000). The same is true
about the candidate countries. We cannot rush changes in the candidate countries socid policy, or
push the reforms too far. The contributions to socid policy will increese together with the generd
increase in wedlth in CEE countries.

These arguments conflict with generd policy options of the nationd governments to join the EU as
soon as possble. For ingance Estonia would like to join the EU in 2003 in the most favourable
case, according to current policy plans. We bdieve that from the point of view of socid policy,

%8 Defined as the unemployed plus those out of labour force.
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Egtonia needs more time to increase the adminidrative capacity of those governmentd inditutions
which are dedling with socid policy and particularly with [abour policy options.

6.7 Summary and policy recommendations
6.7.1. Summary

As can be concluded from the previous analysis of labour policy, during theinitia period of
trangtion, the CEE countries focused mainly on building up an indtitutional network and on paying
unemployment benefits. With economic devel opment, focus has shifted towards active labour
market policies. Thetight fiscal Situation prevents the rise in expenditure for labour market policies.

Most of the CEE countries have launched earnings reated benefit systems where the benefits
depend on the clamants previous work record and earnings. The replacement rate usually declines
with the length of unemployment. The maximum and minimum levels of benefit are fixed. Average
unemployment benefits range from 44% of the nationd average wage in Soveniato only 7%in
Egtonia

In mogt of the countries, subsdised employment is the most widely used active labour market
measure. The evaudion literature shows that subsdies to employment may have a number of
objectives other than cregting additiond jobs. They may enhance effective labour supply by helping
individuals to keep in contact with the world of work and thereby maintaining their motivation and
sills. However, severa evduations aso show that subsdies to employment are largey “dead
weight”, subditution and displacement effects and hence smdl net employment gains, particularly
in the short term when aggregate demand and vacancies are fixed. Careful controls must be
maintained on employment subsdies to minimise firms incentives to use such schemes as a means
of permanently subsidising their workforce.

In the Bdtic countries, training programmes conditute the most widespread active labour market
measure. The evduation literature suggests tha training programs are successful if they are targeted
to specific groups who follow courses providing skills relevant to employment in specific sectors.

If we compare CEE countries employment policy developments with those in the EU, we observe
the fallowing:

Due to recessons in the past and the till ongoing recovery process (only Poland has achieved
its pre-reform level of GDP). Governments are not yet ready to offer sufficient direct financid
support to new firms. Also, the dow privatisation of banking sector has been an obstacle to
rgpid economic recovery in some countries (eg. the Czech Republic). But governments should
guarantee a dable legd environment, consulting and training opportunities for newly created
businesses.

In the EU, one priority is to develop socid partnership agpproach. Both enterprises and socid
partners should be involved in joint efforts to invest Europe's wedth in the future by offering
the necessary work experienceltraining podtions. Socid partnership has a very different role
and historica background in CEE countries. In some countries (e.g. Poland), unions have been a
driving force in politicadl and economic reforms, but in other countries where union coverage is
veay low (eg. Egtonia), trade unions play a margina role in labour market. Even in the case of
Poland, despite decentraisation of the system of negotiaions, the exising system of industrid
rdaions is quite commonly evduated as favouring conflict rather than co-operation. Non co-
operative reations are very common for many CEE countries.

One am of the employment policy in the EU is to tackle the skills gap, by modernisng education
and training sysems, and by drengthening their links to the workplace, so tha al workers,
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especidly jobseekers, are equipped to take up new employment opportunities. The Member States
took obligations to guarantee to every unemployed adult a new stat — in form of a job, traning,
retraining — before reaching twelve months of unemployment. It is difficult to implement such a
principle in CEE countries, when the job search period during which unemployed get benefits and
are entitled to recelve training are very limited (from 6 to 12 months, except in Lithuania where the
duration is 24 months). Ancther problem is connected with the coverage of training programmes
provided by PES. The generd problem is that not al unemployed people have access to existing
traning programmes, due to limited financid resources and legd requirements. In most countries,
labour services can provide training only for those who are registered.

6.7.2. What hasto be done?

Firg of dl, it is important to define naiond employment policies, with dl priorities and
connections to other dtate policies (regiond, indudtrid, fiscd and income policy etc). Labour policy
in a broader way covers dl the different spheres of life garting from demographic, immigration
issues, hedth care and education issues on the supply side and ending with tax policy, trade policy,
R&D issues on the demand sde. The nationa employment policy should therefore be consdered as
a comprehensve, multidisciplinary agpproach to employment related problems. Different gods
should be addressed in employment policy plans, depending on time horizons.

The short term objectives are®”:
preventing unemployment,
adult training issues,
promoting job creation vialabour market programmes,
stable set of labour market rules and regulations.

In the long run, the most important objectives should be investment in human capitd, to guarantee
reasonable wages and income in society, eiminating poverty and providing equa opportunities to
everybody in the labour market.

In order to increese employment and affect the demand sde, Governments should implement
economic policies which am a dabilizing the economy. This means in most cases a drict control
of budget expenditure, rigid monetary policy and export supporting trade policies.

It is most important to adjust government expenditure to actua revenues. The problem is that in
mogt trangtion countries, the tax burden for firms is very high and tax collection is relaively poor.
In order to encourage and promote entrepreneurship, the tax burden should be reduced for firms.
Today we see that insead of getting more budget revenues, the high taxes have caused the
increasing shadow economy in most CEE countries.

Aggregate supply is affected not only by general economic policies. On the supply Sde, economic
growth depends on the overdl busness dimate whether the legd sysem guarantees sdofe
investments, whether property rights guaranteed by the law, how free competition is guaranteed etc.
This means that a dable and transparent legd system should be established. Even if the law is not
adways perfect and there are probably holes in any legd system, it is most important for firms that
rules are sable, and that Governments will not change company law every other year.

In consdering support for entrepreneurship, it is important to create the necessary infrastructure
which will support busness activities This means not only training and consulting activities for
new firms but dso cresting an improved infrastructure such as building roads, communication
sysems and ralways. As we conclude from a previous andyss, rapid changes took place in

57 According to Nesporova (1998).
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different sectors. Many firms were not ready for such rgpid restructuring, they needed some
support, especidly in sectors which have particular importance for the country as a whole or for a
paticular region. Especidly if we look a the increesing regiond dispaities, the date should
promote some regions that are in criss. This means tax concessons, preferentid credits, investment
grants etc.

For firms who have management difficulties in trangtion, human cepitd invetments are extremey
important, the doate could support human cepitd upgrading, business counsdling, subsdised
refraining, assstance in marketing and trade and so on. This could be done in co-operaion with
employers  organisations or by specidised ingtitutions sponsored or co-sponsored by the dtate like
information centres, industrid parks, investment agencies or chambers of commerce.

From the labour supply sSde trandtion countries are faced with a huge gap between labour
qudification and labour market needs. We saw it in the earlier chapters where we described
gructurd unemployment problems. And the mismaich of skills threatens to become worse because
of the deficiency of the naiond education syssem. The combination of budget condraints of
schools and training centres and the growing income differentiation in society has resulted in
increesing socid dratification in education.

If we tak more specificaly about Estonia, then we observed from our earlier analyss that Estonian
labour policy is very redrictive compared with those in the CEECs and in the EU. This dtuation
will hinder serioudy Edonian integration into the EU. Estonia needs a more generous UB system.
Both unemployment benefits and duration of benefits should be increased.

Labour market policies have so far concentrated on rather passve activities in Etonia, manly
regisering jobseekers and unemployed persons and paying benefits to them. From tota
expenditures of |abour market programmes 65% was spent on unemployment benefits.

One mgor task of labour policy will be the devdlopment of a labour service system, in order to
make it more efficent and attractive for customers. The man objective should be to improve
sarvices to employersin order to:

Create more vacancies and to be able to offer unemployed persons a job.

Know wha qudifications are needed in enterprises, so that the employment services can

organise training sessions for unemployed persons which answer their requirements.

To achieve these gods, labour services need more traning and generdly the image of labour
sarvices should be improved. To improve the corporate image of the labour services, te following
activities could be suggested:

A Nationd Public Rdations Campaign in the nationa and locd media.

Uniform printed materid introducing activities, plans, drategies of the Nationa Labour Market

Board.

Improved standard of services.

Monitoring clients satisfaction.

As a result of training, the labour service employees should have a grester understanding of
personnd issues and the problems of employers, know how to relate to employers, how to prepare
for a vigt to a company and how to make it successful; and how to fed confident when contacting
employers.

Future labour market policy should have more digtinctive goas. At present, there is a lack of long-
term perspectives and drategies. A large share of the decisons seem to be made in eaction to the
market Stuation a the moment. The responsble adminigtrative agencies should pay more attention
to developing the labour market.
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When it comes to active measures in relaion to labour policy, Estonia could gpply the concepts of
innovation centres and science parks. These are inditutions where favourable conditions for growth
and development are provided in specid centres to budding entrepreneurs in order to dart
businesses and create new jobs at the same time. In addition, it must be iecognised that in the near

future, the issue of the long-term unemployed, who no longer receive unemployment benefits will
have to be addressed.

In the long term, there will be a need to prioritise specid training programmes for the young as
unemploymert among this group is bound to increase. Support programmes will dso have to be
launched for other risk groups, such as people released from prisons, invalids, and those of pre-
retirement age.
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Appendix
Al Labour Market Regulations

The socid protection of the unemployed was defined in Estonia by government decrees until the
end of 1994. The Law on Socia Protection of the Unemployed came into effect on 1 January 1995.
The am of the Law on Socid Protection of the Unemployed is to provide legd regulation of labour
market sarvices on behdf of the unemployed and to adminiger the payment of unemployment
benefits, with the dtate employment offices acting as intermediaries. The law and the government
decrees concerning the daus of the unemployed define the rdevant terms and regulate the
procedures related to unemployment.

The mgor changes made by the 1995 laws are that the interval between going to the employment
office and regidration as unemployed is reduced from 30 days to 10 working days, and that labour
market concepts were defined in concrete terms, taking into condderation suggestions by the ILO.
The laws define a number of new terms, such as suitable job, job seeking, labour market service,
labour mediation, etc.

The right to receive labour market services and state unemployment benefits is enjoyed, as a rule,
by permanent resdents of Estonia under conditions established by law (see section 2.2). According
to the Law on Socid Protection of the Unemployed, a person is registered as being unemployed
within 10 working days after going to the state employment office if he/she satidfies the following
conditions
- he/sheis between 16 years old and the retirement age;
he/she has no working occupation or equivadent activity;
he/she islooking for ajob;
he/she has been occupied in work or an equivaent activity for at leest 180 days during the 12
months preceding gppearance a the date employment office; no preceding employment is
required of those who have been looking after a disabled child or a child under 7 years of age,
persons undergoing hospitd trestment, persons nurang a sSck, dissbled or edely person,
persons who are in a disability group, or who have been under arrest or serving a sentence a a
pend indtitution;
he/she has submitted al documents necessary for registration.

By way of exception, a 60-day waiting period precedes the awarding of unemployment benefits to
persons who have:
sudied a an educationd inditution as a full-time student before registering as unemployed
resgned from ther last job of thar own free will, and not because of illness or disability, or in
order to nurse asick or disabled person, or to enter the national defence forces,
been dismissed due to violation of alabour contract, breach of trust or an undignified act.

Persons are conddered to be engaged in activities equivaent to employment if they:
work on the basis of [abour, service or civil service contracts, or membership;
are entrepreneurs,

Sudy at educationd inditutions full-time;
servein the nationd defence forces.

A job-seeker in Egtonia is one who voluntarily regigers a the state employment office and wants a
ful-time job immediately, is willing to undergo labour market traning and appears a the
employment office at least once every 10 working days.
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A2. Active labour market policiesin Estonia

Employment offices have been asdgned the task (by a regulation dated 26 April 1993) of
organisng temporary public works (community placement) for job-seekers and the unemployed,
which do not require speciad preparation and where the Employment Contract Law is not vaid. A
person receiving unemployment benefits who takes part in public works may be paid extra for this.
Any person who receives unemployment benefits is obliged to participate in public works for at
leest ten days or eighty hours during any cdendar month. The number of participants in such
progranmes has fdlen dradticdly in the last four years. The explanation has to do with the wage
conditions for public works. The hourly wage levd for community placement remained unchanged
from 1996 till January 1999. The wage rate was a constant 2.6 EEK per hour, while average hourly
wages increased during this period from 4 EEK to 7.35 EEK per hour. This excessvely low wage
rate was the main reason why the number of participants declined.

The Community Placement programme is explicitly for work that requires no specid training or
skills. By implication, it is for those with no marketable skills or those without the motivation to
search for other employment. A key question is whether, as it stands, the programme adds red
value to dther the individud participant or to the local community. There may be scope to develop
the programme to combine:

= a training element — addressng both persond and vocationd skills — to better equip
participants for competition in the labour market;

= work experience — carrying out a range of activities that do more than keep people occupied
but genuindy add to community amenity.

Unemployed people @n dso receive a retraining allowance (ipend). The amount of the alowance
is a 1.5-fold unemployment benefit (600 EEK per month in 1999) and is pad a the maximum level
for ax months.

Wage subsidies have been provided for the following risk groups. disabled persons, pregnant
females or women with children under 6 years of age, youngsters 14-20 years old; persons 5 years
prior to retirement age;, and persons released from prison. The wage subsdy for risk groups
provides 100% of the minimum wage during the fird 6 months and 50% of the minimum wage
during the next 6 months of her/his employment period. Because of legidative shortcomings, the
employer must pay the payroll tax on wage subsidies. The rate of socid (payroll) taxes is 33% in
Egonia and this bookkeeping problem has reduced the attractiveness of wage subsidies for
employers.

The review of the programme raises a number of issues for consderation:

- awage subsdy scheme is designed to make disadvantaged people more dtractive to employers.
Given that long-term unemployment is incressingly an issue for Edonia, consderation might be
givento including the long-term unemployed within those digible for the programme;
it is not clear that this programme is actively marketed to employers. Operating a wage subsidy
scheme pro-actively cdls for close relationships with employers - especialy with private sector
employers, the main source of new employment opportunities. This is particularly so when
employers are being asked to recruit from a disadvantaged group rather than recruit on the open
market;
as we undergand it, the programme smply provides a wage subsidy. For the digible groups, in
one way or another, kills are likey to be a criticd issue. Congderation might be given to
including a training element within the programme; and

in deding with employers, bureaucracy should be kept to a minimum and we understand that
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the amount of paperwork associated with the programme is perceived by employers as a
deterrent.

One labour market measure for sarting businesses is an entrepreneurship subsidy in the amount of
10 000 EEK (at the beginning of 1998) that can be pad to the unemployed. To apply, the
unemployed person has to undergo business training or have some previous experience in business.

The low levels of programme take-up coupled with the changes taking place in the local economies
suggest that there is potential to expand this scheme. The issues around support for new sart
busnesses are amilar in any economy — information and advice, finance and accommodation. The
1998 Natlond Labour Market Board (NLMB) annuad Report identifies the need for action on:
finance — a survey carried out for the NLMB indicated that the current grant levels are
too low (and it can be assumed that average persond savings avalable to invest in a
busness venture will be negligible) and should be a lesst 20,000 EEK - twice the
current levd;
training for entrepreneurs. Training needs to take account of ;
= pesond qudities — the confidence, motivation and sdling skills needed for
business (and, increasingly, for employment in a modern economy);
= ills around the business idea — competence in the service or product on which the
businessis based; and
»  business management capatilities.
A crucid dement here is te need for aftercare — to provide support once the business
Isup and running aswell asin preparing for sart-up.
accommodation — in mogt counties in Egtonia, there is good potentid to increase the
provison of Business Centres and other business space.

The NLMB and its locd Employment Offices are not responsble for dl these aspects of business
support. There is a clear need for a partnership approach, combining the priorities and resources of
a range of organisions including donor agencies, Government Depatments and loca
municipdities

To tackle long-term unemployment, in the second haf of 1998 the Minigtry of Socid Affairs Sarted
the pilot project “Activation centres for making less competitive persons more active in the labour
market”. In the framework of this project, activation centres for the long-term unemployed were
edtablished in eight counties. The tasks of the activation centres are:

to help less competitive persons in the [abour market find ajob using the job-club method;

to create posshbilities for practisng working a work organised by activation centres. The

purpose of practisng working is to provide the participants with training and experience of

working to rely on in the future when looking for work;

to cooperate with employers in order to find jobs for both work practice and employment of

clients,

to advise, inform and motivate employers.

In addition to ther man tasks centres may involve themsdves in the following activities
organiang work with a support person; providing dlients with vocationd consultation and
information, as well as testing them if necessry; introducing possbilities for refresher courses,
induding employment training; co-operating with employment offices to find jobs for less
competitive persons in the labour market and to employ them with the hep of an employment
subsidy paid to the employer. The target groups of the project are less competitive persons in the
labour market, including: applicants for subsstence benefits, job-seekers whose term  of
unemployment regidration has expired, young people aged 16-20, mothers of young children,
persons about to reach the officid retirement age, and persons released from prison.
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Activation centres work in close co-operation with employment offices and locd government socid
workers. Clients may gpply to activation centres when sent by these or on their own initiative.

Mogt recent development in legidation

To fill this legidative gap, new acts of “Labour market services’ and “Socia protection of the
unemployed” were developed and gpproved by the Parliament in June 2000. The former act
regulates the provison of labour market services and the latter gives the relevant definitions and
regulates the payment of unemployment benefit. The acts will enter into force in the beginning of
year 2001.

The new “Socid Protection of the Unemployed Act” redefines the definition of unemployed
abolishing the requirement of previous employment. This requirement will goply only in case of
unemployment benefits. Moreover, the persons who are being laid off will get the right to apply for
labour market services. Therefore, more persons including long-term unemployed can regiser as
unemployed and become digible for [abour market services.

Another important change is that the time limit for being registered as unemployed (currently 180
days) is abolished. Only the payment of an unemployment benefit will, in generd, be limited by
270 days, which is an extenson compared to the current Stuation (in genera UB is currently paid
up to 180 days). Moreover, to widen the range of labour market services, the “Labour Market
Searvices Act” introduces vocationd counsdling as a new sarvice. As a result of these amendments,
the number of persons qudifying for labour market services can potentidly double and the
workload of employment services will rise dgnificantly. Consequently, the financid resources
dlocated from the dtate budget for active labour market measures will have to be increased and the
cagpacity of state employment offices must be raised.

A3. Social policy in Estonia: stylised facts®®
Pensions

Pensons are paid in Estonia according to the temporary Law on State Allowances that was adopted
in 1993. The law provides four types of pensons. old age pengon, invaid pension, loss of provider
penson and nationd pensor®. Most of the pensioners (nearly 80%) are entitled to the old age
penson. All pendons are paid out of socid taxes through the state socid insurance budget. Despite
having an old population relative to other trandtion economies (pensioners made up 25.3% of the
totd population of Edonia in 1997), Edonia has a rdatively low fraction of GDP dlocated to
pensons. At the beginning of the 1990s the average penson in Egonia was very low, both in
absolute terms and in comparison with average wages. In the first quarter of 1993 the average
penson was 229 kroons and made up 25.5% of the average gross wage. In the fourth quarter of
1997 it was 1052 kroons or 26% of the average wage.

The right to recelve old-age pension has a person who has a least 15 years of pensonable service
accumuletion period in Estonia and who is according to hisher D.o.B. at the forthcoming age:

%8 From Eamets, R, Philips, K. Annus, T. (1999) Employment and Labour Market in Estonia, Background Study

European Training Foundation, Working Document Turin/Tartu, 1999

9The rate of the old age pension is calculated as the sum of two components, one of which is the flat rate of basic
pension while the other depends on the number of years worked. Other pensions depend on the rate of the basic pension
only and are equal to all recipients.
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Females Males

Year Day of Birth Age Day of Birth Age
1942 57.5 1937 62.6
2001 1943 58 1938 63
1944 58.5
2004 1945 59
1946 59.5
2007 1947 60
1948 60.5
2010 1949 61
1950 61.5
2013 1951 62
1952 62.5
2016 1953 63

From the year 2016 men and women at the age of 63 will have the right to receive dd-age pension.
The old-age pension is adjudged as lifdong.

The right to recelve early-retirement pension gppears not sooner than 3 years before reaching the
age of old-age penson (see Table). In 2000, the right to receive early-retirement pension appears no
sooner than 2 years before reaching the age of old-age pendon. Cdculating the early-retirement
penson, the amount of penson is lessened 04% on every month of earlier retirement. Early-
retirement pension is adjudged as lifdong and it isnot paid if working.

Old-age pension under favourable condition

An old-age pension can be applied for 5 years earlier:

mother, father, warden or guardian who has been raising a least for 8 years a child-invdid,
disabled person from childhood or under 18 year old child with a moderate, severe or profound
disability and he/she has a least 15 years of pendonable service or accumulated period in
Estonig;

mother, father, warden or guardian who has raised 5 or more children a least for 8 years and
he/she has at least 15 years of pensonable service or accumulated period in Estonia

a person who took part in the cleanrup of the accident a the Chernobyl nuclear power sation
and he/she has at least 15 years of pensonable service or accumulated period in Estonia;

rehabilitated person who has been unlawfully held in a pend inditution a least for 5 fully years
and he/she has at least 15 years of pensonable service or accumulated period in Estonia. If the
rehabilitated person has been unlawfully hed in a pend inditution less than 5 fully years then
the age that gives right for receiving the old-age penson is lessened one year on every full year
dayed in the pend inditution.

An old-age pension can be applied for three years earlier by mother, father, warden or guardian who
has raised four children a least for eight years if he/she has a least 15 years of pensionable service
or accumulated period in Estonia

A year ealier an old-age pension can be applied for by mother, father, warden or guardian who res
raised 3 children at least for 8 years and he/she has a least 15 years of pensionable service or
accumulated period in Estonia.

Person auffering from pituitary dwarfisn may receive old-age penson under favourable condition
a the age of 45 if he/she has a least 15 years of pensgonable service or accumulated period in
Estonia
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On June 1998, the new Law on State Penson Insurance was adopted by the Estonian Parliament
(Riigikogu) and comes into effect on 1 January 2000. According to the law, a three-pillar penson
insurance system will be implemented in Edtonia. The pillars are:

date penson insurance, which will be implemented in the form of compulsory date penson
insurance,

compulsory individud savings insurance, which is based on private financing,

voluntary savings insurance.

Child allowances

As of 1 October 1990, benefits to children, students and mothers on maternity leave were
introduced as partid compensation for the rapid rise in prices due to inflation. This was the first
step towards he sysem of child adlowances in Estonia The monthly child dlowance rate depends
on the number of children in the family. In recent years the differentiation of child alowances in
favour of large families has grown®®. When the sysem of child dlowances was introduced, all
children were entitled to flat-rate support. Since 1994, benefits paid to the third and each subsequent
child have grown fagter. At present, in 1999, the child alowance for the first child is 150 kroons,
for the second child 225 kroons, and for each subsequent child 300 kroons a month.

60 Household budget research done by the Statistical Office shows that a considerable proportion of large families
belong to the lowest income group (first income decile). In such families, social insurance benefits yielded slightly less
than half of the total income of the family while child allowances formed 50% of these benefits. Thus, child allowances,
though rather small, are amajor source of income for large families.
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Table A.1. Pensions and social benefits 1993-1998

1993 | 1994 | 1995 | 1996 | 1997 | 1998
Averagelevel of pension, EEK ** 250 | 359 | 586| 879 1037 | 1152
Old age pension 254 373 612 930 | 1100 | 1247
% of averagewage 23.4 20.7 24.7 29.4 29.0 | 29.8

Benefits on social insurance basis®

Birth benefit (average) 894 947 | 1313 | 1545 | 1783 | 2625
Maintenance benefit for child up to 1.5 yearsold 145 175 212 241 287 | 600
(average)®
Maintenance benefit for child 1.5to 3yearsald 88 92 107 125 143 | 300
(average)®
Child benéfit for child up to 15 yearsold and 89 na na na na| na
older pupilsof general schools
Child benefit for the 1™ child 93 110 130 150 | 150
Child benéfit for the 2™ child 121 144 165 184 | 225
Child benefit for the 3" and subsequent children 150 194 214 234 | 300
Child benéefit for single parents 60 61 65 75 87 | 150
Single parent child benefit for a handicapped 143 166 193 223 | 225
person raising the child alone
Maintenance benefit for non-working parent 90 165 219 256 296 | 300
raising a handicapped child 1.5to 18 yearsold
School benefit 90 115 130 299 | 300
Guardianship benefit 60 169 222 256 299 | 300
Theindependent life benefit for orphanage 2966 | 2979 | 3423 | 3922 | 3985 | 5000
children
Minimum subsistence level 280 280 320 390 460 | 500

Note: @Child alowances are divided into lump-sum and monthly benefits. Lump-sum benefits are: birth grant, allowance at the
beginning of the school year, and start in life support for young people leaving orphanages. All children up to 16 years
(students up to 19 years) are paid monthly alowances. The single parent benefit, serviceman support and child

uardianship support are also paid on monthly basis.
)Since 1998 child up to two years old
©Since 1998 for child 2-3 years old
Notice: 1 EUR = 15.6 EEK
Sources: Ministry of Socia Affairs, Statistical Office of Estonia

®1 Monthly average is the estimated average according to the Pension Act. The average pension that was actually paid
was lower until September 1996, as working pensioners received apartial pension.
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Final conclusions.

The man focus of this thess has been on the labour market adjusment and flexibility issues in a
trangtion economy and we concentrated in our anadyds mogly on Estonia We found that changes
in the Egtonian labour market have been very fast compared with the other CEE countries and that
many processes in the labour market took place during a much shorter period than in many other
countries. Andysng micro-flexibility aspects of the labour market, namely the jobs and workers
flows we found that the Estonian labour market was very flexible especidly in the early years of
trangtion. Hexibility is a key factor of redaively fast labour redlocation in Estonia in our opinion.
Labour redlocation and restructuring of the labour market have supported generdly successful
macroeconomic developments with rigid fisca and monetary policy.

We andysed AghionBlanchard's approach to mecroeconomic equilibrium, but as we saw, the
assumptions made it rather difficult to match it with the rea economic Stuation. However we find it
is important to describe it in great detall, because this is the gpproach most frequently used in the
literature concerning restructuring of trangtion economies labour markets. Basicdly we believe that
trangtion from a command economy to a market economy is a temporary process and al economic
changes could and should be described using traditional methods of economics theory. There is no
need to create new trangtion specific theories.

So we reached the concluson that the trangtion specific equilibrium modd was ingppropriate to
describe changes in a trangtion economy, a least in the case of the EStonian eonomy. This is the
man reason why laer in our empirica chapters a ample neoclassicd labour supply and demand
mode is used in order to present changes that took place in the Estonian labour market.

Labour market flexibility and modest unemployment increase

Hexibility issues could be treated a two levels micro levd and macro levd. If we tak about
macro-flexibility then it means moglly the levd of inditutiondisation of labour markets and the role
of trade unions. Inditutiondisation in our context is labour market regulation. Micro-flexibility
gpproach means that the labour market is characterised by various flows between different labour
market states, as well as flows of jobs (job creation and job destruction).

A key quedion in our analyss was the issue why unemployment did not rise after the introduction
of the ‘Big Bang drategy for economic reforms. Estonia and other Bdtic sates suffered much
seeper economic decline compared with other CEE countries, but unemployment growth remained
moderate.

One explanation to the modest unemployment rate in Edtonia in the early trandtion period is that
flows between labour market states have been rdatively high compared with other CEE countries.
This leads us to the following concluson: massve unemployment has been avoided by a relatively
rgpid redlocation of labour. Trangtion probabilities from unemployment to employment were very
high compared with other CEE countries. Etonia followed the same pattern as the Czech Republic
whose trangtion probabilities are dso high. This supports the idea that limited labour policy results
in reaively low unemployment. Both in the Estonian and the Czech Republic the percentage share
of labour policy measures of GDP was very low.

Andyss of flow probabilities provide evidence tha there are strong language, education and some
age profile effects in the determination of trandtion from employment to unemployment and vice
versa. It was specialy true for the year 1994.

If we compare monthly and yearly inflow and outflow rates of Egtonia with the results of Poland
and sdlected OECD countries, then this enables us to conclude that the Estonian labour market does
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not differ very greatly from the labour markets of developed western countries. The share of long-
term unemployment is not particularly high, but & the same time the average unemployment spdl is
relaively high. This dlows us to conclude that there are two groups of workers among the
unemployed, namdy a group flowing out from unemployment rdatively quickly and another group
of people who are unemployed for avery long time.

Changesin labour demand

If we andyse the dlocation issues we can see that the decline of employment was highest in
Estonia, compared with other trangtion economies. As we saw from our decomposition andyss of
employment that, in most cases, the dramatic declines in employment were achieved as a result of
an increase in the inactive population rather than in unemployment.

If we cdculae dructurd adjusments of labour between different sectors, usng Jackman and
Pauna's methods, then we can see, that the speed of restructuring has been relatively high in Estonia
and that the efficiency of labour redlocation has been very high. A comparison to Estonia is the
Nordic countries (Swveden, Norway, Denmark and Finland) againgt which we measured |abour
dlocation changes between indudtries. These findings supported our arguments againg the Aghion
Blanchard modd. Structurd changes took place in Edtonia relatively fast and privatisation was
completed earlier than in the most other CEE countries. Fast privatisation and restructuring did not
caused high unemployment as predicted in the Aghion-Blanchard modd.

The public sector has decreased dragticdly during trangtion in al countries under observetion. The
fastest decreases came from manufacturing, but aso from the service sector. If we look at
employment changes in the private sector versus the public sector in Etonia, then we can see that
before1993 the net change was postive. We would therefore expect a high share of public sector
workers move into private sector. But at the same time tota employment changes show a declining
tendency. That means that outflow from employment was higher than inflow. After 1994, the
tendency changed and we see that actua employment decline rates were smdler than expected (net
changes).

We can see from ILO entrepreneurship data that the EU countries could be divided into two broad
groups. There are the Nordic countries with a rdatively low levd of sdf-employment and there are
South European countries with a relatively high levd of sdf-employment. Germany and some other
EU countries are somewhere between. In the future we can probably observe smilar tendencies in
CEE countries. According to the author's opinion one could expect that countries like Romania,
Bulgaria, and Hungary will a have smilar Sructure of entrepreneurs as Greece and Spain. Most
likdly Poland and Lithuania will follow the German pattern and Latvia and Estonia more the Nordic
sructure of entrepreneurship.

Devdopmentsin labour supply

Andysng labour supply we found that the labour supply has dradticdly declined during the
trangtion period. The man reason for the population decrease has been the declining number of
immigrants smultaneoudy with the large number of emigrants from Estonia

Also the birth rate is declining. Since 1991 the number of degths has exceeded the number of live
births.

As we saw from our andyss, the totd labour force declined during 1989-1998 by 16%. The decline
has been reaively smdl, because of the tota population decline. These facts dso support our
hypothesis that modest unemployment increase was aresult of the genera decline of [abour supply.

Edonia is a amdl country, but we can ill observe big regiond differences in participation rates, in
employment rates and in wages. Most problematic areas are the regions with an economy
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concentrated in a single sector that face problems with restructuring. Unfortunately, there are a
number of towns with a dngle enterprise where the entire population is directly or indirectly
dependent on the same employer. The largest number of the mono-functiond towns is in lda-Viru
county (lda Virumaa). The decline of the secondary sector (primarily manufecturing, but aso
energy production and mining) has left many people unemployed. At the same time job cregtion is
the lowest in Estonia Because the Russan population’s share is more that 80% in this county we
are facing other problems as well: the high and long term unemployment of the Russian minority.

From the labour supply Sde, trangtion countries are faced with a huge gap between labour
qudification and labour market need. And the mismatch of <kills threatens to become worse
because of the deficiency in the nationd education sysem. The combination of budget condraints
of schools and training centres and the growing income differentiation in society has resulted in
increasing socid dratification in education.

Externd shocks influence on the Estonian labour market

The Russan financid criss in 1998 had great influence on the Edtonian labour market. We found
that mogly the blue-collar workers are under increasing pressure in the labour market and the risk
of unemployment is increesing for them if we compare the years 1998-2000. Also, we found that
lower education groups face on increasing risk of unemployment compared with the people with a
univergty education. If we look at the sectord didtribution of unemployed then we can say tha
there is an increasing risk for those who are in the primary sector in the years 1998 and 1999. This
fact fits with generd macroeconomic conclusons that the agriculture and the fishing sectors
suffered most from Russian crises.

An interesing fact is tha language discrimination is decining. The knowledge of Edonian
language was less important if we look a the odd ratios in 2000 rather than there of 1998. In the
environment of high unemployment both language groups are under pressure and language does not
matter in the labour market so much asit did in the early years of trangtion.

Gender and ethnic aspects of unemployment

According to LFS data, the male unemployment rate is higher than the femae unemployment rate.
This indicates that, in the @se of layoff, femaes often leave the labour force, and do not look for a
new job. The largest differences between mae and femde unemployment rates gppear in vocationd
education, whether after primary school or after secondary school. The vocationd education system
needs fast reforms in Edonia Studying in the vocationad education and training inditutions is dill
the second-best choice for young people. After gymnasum the school leavers prefer an academic
higher education. Only 25 % of the graduates from the gymnesums continue ther sudies in
vocationd education and training inditutions

The ILO unemployment of non-Egtonians was dmogt twice as high as the unemployment rate of
Egonians. We found that these differences are explained by three factors. The firg factor is
language dbilities. According to the legidation, mogst officids working in the public sector ae
required to spesk Edonian. Also, a least in the service sector most employers demand the
knowledge of written and ora Estonian from employees. Secondly, Russan speskers are employed
more in such industries as mining, energy production, and manufecturing of chemicds These
indudtries have suffered from a lack of resources and declining former markets and are now
dedining indudries as a rule, both output and employment has declined. Because these industries
were more or less concentrated in north-esstern Estonia, where the largest Russian spesking
minority in Edonia is located, unemployment in this region is obvioudy higher than average.
Thirdly, some anadyses have shown that movement between different labour market states is much
higher anong Russian speskers than among Estonians.
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Because a large mgority of them have non-Estonian citizenship then we can conclude that modest
unemployment growth was protected by reatively high unemployment of non-Estonians who had
no right to vote in Parliament eections. This gave to policy makers the chance to introduce and
maintain flexible labour policy with very limited support to unemployed people.

Labour market flows in Estonia by individud characteristics

Our andyss provides srong evidence that the education level does affect the movement from one
labour market stage to another. If we look a ethnic differences then we can see that Estonians have
higher flow probabilities in every levd of education compared with smilar gender group of non
Egtonians. We found that women have higher inflow rates to non-participation compared with
maes a dl educaion levels. This proves our hypothess tha if men lose their jobs they become in
most cases unemployed, but femdes tend more to become inactive. This explans why mde
unemployment rates are higher compared with the femae unemployment rate.

According to our edimates, nontEgtonian femdes with the lowest education seem to have the
biggest problems in the labour market, because their flow probabilities are the least favourable.
Hence, their probability of staying in the nonparticipation group is the highest, job-to-job flow
probability is the lowest and the probability of getting a job if they are unemployed or in the non
participation group isthe lowest.

One important concluson is that non-Estonians have more problems in the labour market than
Egtonians. They lose jobs more often, they stay in unemployment for longer periods (if we look at
the education groups) and from the unemployment to employment flow the probability for them is
low if welook at education groups. Therefore they must be more active in the seeking new jobs.

We found that experience (mesasured by age) has a negdtive influence on flows from employment to
unemployment. So we can conclude that experience has less influence in the labour market than
education in the early years of trangtion. This finding explains the Stuation when young and well-
educated persons made rapid progress in their careers during the middle of 90-s.

Flow chapter dso proves that Estonia was an exception among other CEE countries (together with
the Czech Republic). Evidence from the earlier years of trandtion shows that the idea widdy
supported in literature about a stagnant pool of unemployment is not true in the case of Etonia.

Czech unemployment was dso relaively low in the middle of the 90s. So this supports our idea that
unemployment increese was reldively low due to the high outflow rate from unemployment. One
reason for the high outflow rates was, of course, the limited labour policy which forced people to
move out of unemployment. This dso explans why Estonia is amilar to the Czech Republic where
labour market policy was flexible as well. Both in Estonia and the Czech Republic the share of
labour policy measuresin GDP was very low.

Labour policy development in CEE countries

Labour policy focused mostly on building up an inditutiond network and on paying unemployment
benefits during the initid period of trandtion. With the economic development the focus has shifted
towards active labour market policies. The tight fiscd dtuation hinders the rise in expenditure for
labour market policies.

In most of the countries subsdised employment is most widdy used as an active labour market
measure. The evaudtion literature shows that subsidies to the employment may have a number of
objectives other than creating additiond jobs. They may erhance effective labour supply by helping
individuals to keep in contact with the world of work and thereby maintaining their motivation and
skills. However severd evduations dso show, that subdsdies to employment are largely deed
weight, subgtitution and displacement effects and hence have smdl net employment gains,
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paticularly in the short-term when aggregate demand and vacancies are fixed. Careful controls
must be mantaned on employment subgdies to minimise firms incentives to use such schemes as
ameans of permanently subsidising their workforce,

Due to economic recesson in the past and during the continuing process of recovery in most CEE
countries, Governments are not yet ready in sufficent scae to support new firms directly,
finenddly. Also the dow privatisation of the banking sector has been an obstacle to quick
economic recovery in some countries (eg. the Czech Republic). But Government should guarantee
adable lega environment, consulting and training opportunities for newly created businesses.

Egtonian labour policy and EU employment policy strategies

Estonian labour policy is very limited compared with those in the CEECS? and in the EU. This
gtuation will hinder serioudy the EStonian integration in the EU. Estonia needs more a generous
unemployment sysem. Both unemployment benefit and benefits duration should be increased.
Accesson to the EU, while providing great economic benefits, will adso present chdlenges to the
labour markets of Estonia and the other CEE countries. A number of changes will need to be
implemented that can increase labour costs for enterprises.

Future labour market policy should have more distinctive goas. The gStuation would be improved
by differentiating labour market polices by regions with different sts of regulations for
unemployment benefits, active labour market policies and severa measures to develop the system
of adult traning and retraining programmes for people who may face layoff due to enterprise
reorganization. The main am is to reduce the mismaich of skills and youth unemployment, improve
territoridd mobility of labour resources, reduce the duration of unemployment, and stop the increase
of poverty anong the unemployed.

There will be a need to prioritise specid training programmes for the young as unemployment
among this group is bound to increase. Support programmes will dso have to be launched for other
groups at risk, such as people released from detention, invaids, and those of pre-retirement age.

Summary of find condusions

Despite the dgnificant levels of unemployment in many CEE countries, the results suggest
that the strongest and earliest reformers have had the best labour market performance as
well. Thus, in contragt to the literature on optima speed of trandtion, there does not appear
to be any clear trade-off between speed of reform and unemployment costs except, perhaps,
in the very short run.

Egtonia introduced severd redrictive economic policy messures & the beginning of
trangtion. Edonia completed its privatisation and imposed hard budget condraints
throughout the economy and has experienced unemployment that has been consgtently
lower than its Bdtic neighbours, while productivity gans have been rddively srong. The
ability of the Egtonian economy to move labour quickly out of less productive activities,
epecidly agriculture, gppears to have played a large role in the overdl strong performance
of its economy.

Sectord changes of employment took place very fast in Esonia Changes in the
employment structure that usualy took 15-20 years in most of the Western countries
happened two or three times fagter in Estonia. Such a rapid redlocation of labour caused
some socid problems especidly in rurd aress. Society was not prepared for that fast change
from asocia protection system point of view.

62 Except Czech Republic
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Labour market flexibility is very high in Egonia Our andyds was more concentrated on
two aspects of flexibility. These were inditutional factors (mostly labour policy issues) and
trangtions between different labour market dates (flow andyss). From an inditutiond
point of view Edonia has introduced a flexible labour policy with low unemployment
benefits and with very low generd financid contribution to labour policy programmes.
Trangtion probabilities from unemployment to employment were very high compared with
other CEE countries. Estonia followed the same pattern as the Czech Republic whose
trandtion probabilities of labour flows were dso high and contributions to labour
programmes low.

Estonia has a smdl open economy with a very liberd economic policy. This makes Estonia
very vulnerable to external macroeconomic shocks. A good example of such shocks was the
Russian financid criss. This caused a rgpid increase in unemployment and a decline in GDP
growth in Egtonia. In this context it is important for the Edtonia to join the EU in the near
future in order to guarantee more stability for the whole economy. From the other point of
view together with accesson a number of changes will need to be implemented that can
increase labour cods for enterprises, and adversdy affect the competitiveness of the
economy.

Modest unemployment increese in Edtonia a the beginning of trandtion was caused by
severd factors:

0 High labour market flexibility.

0 Dedinein thelabour supply.

0 Rapid redlocation of labour.

0 Extremdy liberd macroeconomic policy

In this study very many different aspects of labour market were under observation. Therefore it
sarves as a framework and background information for the future research. Such aspects as labour
supply and demand need both appropriate model based studies, which can go into more detail. The
only problem in the case of moddling the demand is a lack of enterprise datistics. Also the
flexibility issues need more analyss, especidly if we tak about wage flexibility. We do not yet
have any sudies about labour policy efficiency and the potentid influence of labour migration after
accesson to the EU. These are very important issues from the policy makers' point of view.

On the other hand this is the first comprehensve and systematic gpproach to labour market issues in
Egtonia. We show through our andyss that EStonia is a specid case among other CEE countries
and tha labour market flexibility is a key factor in explaning fast labour market adjusments in
Egtonia
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