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I n the past decade, Estonia has undertaken remarkable and effective efforts to
restructure its economy and prepare the factors of production for the challenges
of the world market. Estonia proved itself as the reform country of Central and
Eastern Europe with the most far-reaching and comprehensive reform package,
leading to the fastest structural change in the region. It is fair to state that Esto-
nia has matured enough to become a full member of the European Union.

As one—if not the decisive—part of the reform package, Estonia opted for rule-
bound policies, of which there are numerous examples. In monetary policy, it
chose the most restrictive regime, with its own currency under the currency board
system. In its ten years of existence, the board has provided the stability and lig-
uidity necessary to finance the economic growth necessary to bring its economic
welfare to Western European standards. The labor market is organized flexibly
with very low minimum wages and almost negligible unionization. The board has
fostered structural change, in particular the retreat of huge parts of the work force
from agriculture and their inclusion in the service industries. In this respect, Esto-
nia is far ahead of its Baltic neighbors, albeit with a very high rate of unemploy-
ment. Fiscal policy is characterized by the requirement to balance the public bud-
get, at least over a cycle of a few years. Again this rule has proved binding and
successful. Finally, the trade regime is unique in Europe—Estonia opted for uni-
lateral free trade in the 1990s. In 1997, all barriers to trade were removed. Esto-
nia has followed the post-World War II German economic policy model.

Nevertheless, Estonia will face even more challenges because of accession to
the EU. The acquis communautaire requires a number of policy changes from
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accession candidates. Often, these changes are beneficial for the country. In the
case of Estonia, this cannot be said of every element of the acquis. In particular,
the transfer of CAP and the introduction of an admittedly moderate, but still in
parts selective and distortive, trade policy will harm the country. Still, further inte-
gration will increase the division of labor and deepen the commitment to stabili-
ty. The accession to the European Union will equip the country with additional
funds, which can enhance structural change and trigger economic growth and con-
vergence, if they are used properly. One option is to use EU funds to invest in the
Estonian education system. This article will develop this argument by first intro-
ducing the intellectual framework used to analyze economic policymaking. Sec-
ond, the remarkable success of the Estonian reform project to date will be briefly
analyzed. Third, the requirements of the acquis will be introduced before we sug-
gest a reform of Estonian education policy. Conclusions round off the paper.

Economic Policymaking under Constraints: The Intellectual Framework

The basic model applied in the context of Estonian economic policy can be char-
acterized as a supply side model. It clearly follows the neoclassical assignment
where each policy objective is assigned one mean and one agent.? Put in a sim-
plistic form, monetary policy is dedicated to price stability, fiscal policy to
growth, and wage policy to employment. This policy program requires open mar-
kets, flexible factors of production, and governmental discipline. However, to
safeguard economic policy objectives and to maintain discipline, stability, and
flexibility, it is not sufficient to argue purely on economic aspects and to neglect
political ones. The logic of politics demands for economic policy commitment,
which is necessary to stabilize expectations and reduce the danger of time incon-
sistency in economic policymaking.

Commitment decreases the government’s discretionary leeway for surprises,
be it fiscal or monetary policy measures. The commitment mechanism is the
choice of a set of rules or policy regime.? It is the government that commits to an
economic set of rules or policy regime. The empirical and policy-oriented litera-
ture (for example, on monetary policy) shows that a strong commitment in mon-
etary policy implies high central bank independence (CBI). In Organisation for
Economic Co-Operation and Development (OECD) countries, a high degree of
CBI is correlated with low inflation rates.*

The Estonian economic policy is modeled after the post-WWII German eco-
nomic order, which is based on the Freiburg School of Law and Economics.’
Being aware of political rationality as a driving force of politicians and bureau-
crats, the school has set up certain principles of economic policymaking, which
restrict the government’s discretionary freedom as well as the individual possi-
bilities to impose power on other individuals. The principles follow directly from
the political economy considerations about the proliferation of state activities in
the first half of the twentieth century. As mentioned above, there is a clear nor-
mative understanding of the economic order.

The model of economic policymaking is backed by economic analysis. An
ideal (that is, wealth and justice enhancing) economic order is characterized by
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a number of constitutive and regulative principles. The constitutive principles
start with the fundamental principle of economic order, which as Eucken has stat-
ed, “...is to make the price mechanism workable.” ® Apart from this principle,
Eucken stresses the primacy of currency stability, both externally and internally.’
A stable price level (not structure) is regarded as being a precondition for rela-
tive prices to work and fulfill their task in allocating factors and goods with
respect to scarcity. Especially in a world of fiat money, inflation may occur sud-
denly and painfully.® Estonia has followed this principle in establishing a cur-
rency board arrangement (CBA) on 20 June 1992.° The second principle is the
existence and maintenance of private property rights. Only these give the full
incentive to economize on resources. Property rights have to be unambiguous,
permanent, and reliable. This principle has been discussed widely in the context
of new institutional economics. The third principle requires open markets, both
to domestic and foreign competition. This in turn implies that openness is pro-
tected via domestic competition policy and foreign trade policy. Open markets
also imply free market entry and market exit, which can also be interpreted as the
existence of an appropriate bankruptcy code and the absence of subsidies to res-
cue insolvent or heavily indebted enterprises. The fourth principle requires the
freedom to contract and to run an enterprise, meaning that, in general, all forms
of labor contract, sales, and business can be made. In particular, labor markets
have to be open. In a world of fast structural change, the temptations are great for
governments to protect certain industries from outside competition and to deny
freedom of contract for the same reasons. The fifth principle is closely related to
the high regard for private property rights, namely liability, implying that indi-
viduals who reap the benefits of private property rights also must face all costs
related to their use of their property. This principle is more or less self-evident in
a market economy. A very important policy principle is the final one—demand-
ing consistency in economic policy (“Konstanz der Wirtschaftspolitik”). Again,
this sounds trivial in the present, as it is theoretically and empirically confirmed
that consistency in economic policy stabilizes expectations and encourages long-
term investments. In case of Estonia, the rule-bound fiscal policy and CBA are
two appropriate means to safeguard the consistency of economic policy.

Apart from the constitutive principles, the approach is based on two regulative
principles. First, they touch the tricky issue of social justice, which formal neo-
classical modeling neglects. It makes sense to incorporate social issues into the
analysis from the very beginning, for example, by interpreting social policy as
insurance against the risks associated with a market economy. The contributions
to social policy can be regarded as being the fee; social peace plus coverage in
case of individual failure represent the dividend.!” Thus, social policy is part of
the economic order, allowing individuals to take risks associated with a market
economy. The principles of redistribution policy, as well as social and labor secu-
rity, thus are genuine capitalist principles. Second, all forms of market failures
and market power abuse are addressed with the regulative principles of monop-
oly control and compensation of market failure. Again, these regulations, inter-
ventions, and compensations take place within a comprehensive policy
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framework. Such interventions must be compatible with the constitutive princi-
ples. The danger is that the compensation of market failure creates government
failure as it either goes beyond the necessary scale, which regularly implies that
interest groups have managed to receive a special and favorable treatment, or the
intervention loses its economic justification over time but is not withdrawn. This
could be observed during the period from the late 1980s to the late 1990s in the
telecommunications industries of many OECD countries where although mobile
phone operators already competed with the state telecommunication firms, the
argument of natural monopoly was maintained. In the following section, I assess
the Estonian economic policy against the background of these principles.

The Estonian Economic Order Today: An Assessment

Monetary Policy

Monetary policy can be called the flagship of Estonian economic policymaking.
Since its introduction in June 1992, the currency board was able to not only sta-
bilize the price level at inflation of below S percent p.a., but also to set the frame
for a workable and modern financial system, which was very fragile in the first
few years of Estonian restored independence. The Estonian currency board
arrangement has been analyzed in a variety of contributions.!' Therefore, this sec-
tion is very brief.

The Bank of Estonia maintained the exchange rate toward the deutschmark
until 1999 and the euro thereafter. In the case of monetary policy, it paid off for
Estonia that the government traded discretionary leeway or monetary autonomy
for imported stability.!? The introduction of the board was carried out against the
advice of international consultants such as the IMF. They worried that the eco-
nomic policy in Estonia was not suitable to a hard peg. However, as this com-
mitment to stability was accompanied by commitment and rule binding in other
policy areas (see the following section), the fear was unjustified. By the time of
its introduction, the kroon was undervalued, obviously to allow for faster growth
during the transition process and to raise prices of public services over time."
Therefore, the inflation remained relatively high in the first six years; however,
monetary policy did not impede growth and structural change in the country.

Labor Market Regime and Performance

The transition process forced a considerable need for structural change in the
Estonian labor market. Old uncompetitive enterprises had to leave the market,
causing mass layoffs, and new enterprises had to emerge to absorb the increased
number of newly unemployed. In the Baltic countries this problem seemed more
severe than in other transition countries. In particular, being a part of the former
Soviet Union implied a higher degree of integration than for the other CEE coun-
tries. After the secession, Estonia did not become part of CIS, leading to a sharp
reduction of trade relations with Russia. This caused a dramatic fall in demand
for Estonian products, which led to mass layoffs. A second potential reason for a
stronger structural change in the labor of Estonia than in other transition
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countries can be found in the existence of some ethnic problems, which are like-
ly to translate into language problems, ethnic conflicts, and other related issues.'*

There is already an economic rationale for a high degree of labor market flex-
ibility in transition countries, which is even more prevalent in Estonia and the other
Baltic countries. This need will continue once the countries become EMU mem-
bers. Indeed, the labor market in Estonia has been very flexible from the begin-
ning of the transition process. Estonia (like the other Baltic states) is an exception.
Other transition countries organized their labor markets comparable to labor mar-
ket regimes in Continental Europe and paid much attention to vested interests. '
In Estonia, it may have been helpful that, with the secession from the Soviet Union,
a new state with completely
new organizations and rules
was established. Vested inter- “The flexibility of the labor market is

ests were absent in the carly that the higher it is, the more decen-
;tage (l))fl trafnsmon’ which was  ralized the wage setting process; the
avorable lor preventing an z,.,0. he unemployment benefits are,

inferior policy design.'® . .
Befofe thz Estinian labor the more open the social dialogue and

market regime and the perform- the less directly intervening the active
ance of the Estonian labor mar- labor market policy is.”

ket since 1989 can be analyzed

in more detail, it is sensible to

outline the features of labor market flexibility in brief. Labor market flexibility
can be defined in several ways.!"” We concentrate on labor market regulations
(governing the relations between employers and employees), including the wage
setting process and employment protection legislation, as the most relevant reg-
ulations for the ability of the labor market to react efficiently to shocks. Six fea-
tures of the labor regime should be distinguished: 1. the wage setting process,
determining the size of an insider-outsider problem; 2. employment protection
legislation, particularly layoff protection; 3. obligatory benefits, such as sickness
payments and employees participation requirements; 4. unemployment benefits;
5. social dialogue; and 6. active labor market policy, such as wage subsidies, on-
the-job training, or public employment of the unemployed.

The flexibility of the labor market is that the higher it is, the more decentral-
ized the wage setting process; the lower the layoff protection is, the lower the
benefits; the lower the unemployment benefits are, the more open the social dia-
logue and the less directly intervening the active labor market policy is. Although
highly desirable, it is difficult to give a precise assessment of the labor market’s
flexibility. Several attempts have been made to calculate indices of labor market
flexibility—the most widely accepted being the index of employment protection
legislation (EPL) as constructed by the OECD!8 and improved by Nicoletti, Scar-
petta, and Boylaud." This index is composed of three elements: the degree of
individual layoff protection, the level of collective layoff reported, and part-time
work restrictions.?” The lower the value of this index, the higher the labor mar-
ket flexibility. Although sophisticated in its method of calculation and allowing
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for an international comparison, the EPL index only tells a minor part of the story.
In particular, the wage setting process is not included into the index.

High labor market flexibility is one prerequisite for high labor force mobility.
The second factor is education policy, in particular concerning the quality of
schooling, vocational training, and on-the-job training. A better educated labor
force means higher potential mobility for its members. These elements contribute
to the level of employment and are, in fact, considered as important for the future
development of the Estonian labor market.?! However, it would be very difficult
and not to the point, to incorporate this field under the heading of labor market
regime. Therefore, in this section we concentrate on the six topics mentioned
above.?” Finally, the flexibility of the labor market and the mobility of the work
force are determined by the ability of the enterprises to leave the market, or in
other words, the existence of a bankruptcy law and the absence of subsidies for
insolvent enterprises.

The Regime

Estonia has made considerable efforts to adjust its labor market policy to meet
requirements established by the International Labor Organization (ILO) and the
European Union. Among these requirements are regulations of work time, vacan-
cies, and termination of contract, as well as non-discrimination rules and mini-
mum wages.?* Table 1 shows the features of Estonian labor market regulations in
some detail.

In particular, the wage setting process as the most important element is rela-
tively open. Wages are set in bilateral negotiations between the employer and the
employee or the trade union respectively on firm level. There is no general
enforcement of collective agreements. This allows for a high wage flexibility
reflecting differences in the developments of regions, sectors, and even firms
within the same industry. Thus, it seems possible to integrate unemployed per-
sons relatively quickly into the labor market again. Given the European Central
Bank’s probable orientation to EMU-wide price stability without any reference
to potential or existing Estonian labor market problems, this ability to react rela-
tively quickly to structural changes is very important for a small country at the
periphery of the EMU, especially in a period of transition.

Apart from the wage setting process, other elements of the labor market regime
are also relevant. Starting with employment protection legislation, the index of
employment protection for regular employment—a part of the index for employ-
ment protection legislation (EPL)—has been applied on the Estonian labor mar-
ket regime.?* The result is slightly surprising as it is higher in Estonia (3.31) than
in all other OECD countries except for Portugal (4.3). The result can be partly
explained by the prohibition of firing pregnant women, single mothers, and dis-
abled persons. This prohibition may prevent the hiring of members of these
groups, and even of young women who bear the risk (from the perspective of the
employer) of becoming pregnant during the contract’s term. However, the index
only reflects part of the EPL. The important element of collective layoff protec-
tion is missing, obviously for good reason; it does exist to a very moderate extent
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TABLE 1. The Estonian Labor Market Regime by Mid-2002

Feature

Details

Wage formation
process

Employment
protection
legislation

Obligatory
fringe
benefits

Unemployment
benefits

Social
dialogue

Active labor
market policy

In general, wages are set by employers and employees in
individual negotiations—only rarely through a collective
bargaining process;

Collective agreements cover union members, no general
enforcement;

Increasing minimum wage (1800 EEK/month).

Individual layoff protection, in particular to protect pregnant
women, single mothers, and disabled persons, terms of
termination of contract are laid down in the employment
contract, no restriction otherwise;

Collective layoffs demand for some time of notifying and
permit by the employment office if it exceeds a certain
number of employees.

No part time work restrictions;

Employees’ participation restricted to big enterprises, no
participation on the board of overseers;

Obligatory sickness payments;

Overtime restrictions;

No additional holiday and Christmas payments.

Unemployment benefits (400 EEK/month) are paid by the
government;

Since January 2002 compulsory unemployment insurance
(premia: 1 percent of salaries).

No obligatory collective wage bargaining between social
partners;

Tripartite roundtables on minimum wages.

Subsidized employment;

Labor market training;

Public employment: all to a very low extent.

Sources: Raul Eamets, Kaia Philips, and Tiina Annus, Employment and Labour Market Pol-
icy in Estonia, (Tartu: Background Study for the European Training Foundation, 1999); Rivo
Noork®div, et al., How Estonia’s Economic Transition Affected Employment and Wages (1898-
95), (Washington, D.C.: World Bank Working Paper 1837, 1997); and Tiiu Paas, et al., Labour
Flexibility and Migration in the EU Eastward Enlargement Context: The Case of the Baltic
Countries (Tartu: University of Tartu, 2002), mimeo.

in Estonia. The almost complete absence of this requirement allows the employ-
ers a very fast response to any shocks.

In general, the same holds for obligatory benefits such as part time work
restrictions and employees’ participation. On the one hand, knowing that firing
the employees is easily possible makes hiring them much more attractive than
with the existence of these regulations. On the other hand, the absence of employ-
ees’ participation may have a negative impact on productivity, as the employees
are not automatically involved in the entrepreneurial decisions. The currently low
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unemployment benefits provide a strong incentive for the unemployed to search
for a new job within a short period of time.” However, this element only makes
sense if the insider-outsider problems are negligible, which is the case in a de-
centralized wage formation process. The decentralization of the wage formation
process reflects the weak, but increasingly developed, social dialogue. This also
can be interpreted as a lack of cartelization in the Estonian labor market. Some
argue that the tight relations between employers’ organizations and trade unions,
in combination with their right to exclusively negotiate wages in Germany, have
contributed to a cartel-like situation.

Fiscal Policy

One (if not the main) precondition for a hard peg to be credible and successful is
fiscal discipline. The government must not use monetary policy for fiscal pur-
poses. If it does, inflation inevitably will rise, and the peg is unsustainable.”® As
mentioned in the first section, this also will hold true for Estonia as a potential
member of EMU.

Estonia displays a high fiscal discipline, but this discipline did not occur by
chance. The government has been required since the State Budget Act of 16 June
1993 to balance the general public budget. As it does not make much sense for a
small open economy prone to external shocks to require a balanced budget every
year, there is some leeway for the government to balance revenue and spending
over several years. This law became necessary, since the government was unable
to ensure a balanced budget in the early years of transformation, which was not
only economically necessary, but also a political precondition of the IMF to sup-
port the monetary reform.?” As part of the reform, the government is not aliowed
to borrow from the Bank of Estonia.

Overall, the success of the balanced budget rule in Estonian fiscal policy is re-
markable (table 2). Except for 1999, the general government budget has been close
to balanced in the second half of the 1990s. Because 1999 was a special case due to
the Russian crisis and its effect on the Estonian economy, this outcome is positive.

However, there were some irritations after the State Budget Act was put into
practice. It did not define clearly a general government balance clearly. The dis-
tinction between revenue and lending was also unclear. The official understand-
ing of public revenue seems to have been a sort of cash flow (including inflows
due to future repayment) rather than the normal understanding of government rev-
enue, consisting of taxes, customs, payroll taxes, fees, and so forth, none of which
has to be repaid.”® As the Estonian government has adjusted its budget process
according to the EU ruling in 2002, the problem has been solved.”

To be sure, a rule concerning only the budget may be misleading, because it
does not have implications for the level of public spending. Even in a purely col-
lectivist economic system, the public budget can be balanced; all income is taken
away from individuals and completely redistributed-—no borrowing takes place.
To fulfill the task of the government given by the neoclassical assignment, name-
ly to allow for high and sustainable real economic growth, the state should also—
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TABLE 2. Fiscal Balances by Government Sector, 1996-2001 (in percent
of GDP)

1996 1997 1998 1999 2000 2001

Central government

Revenue 253 229 20.9 20.7 20.7 20.6
Expenditure 252 20.6 21.0 23.1 21.6 20.3
Capital expenditure 0.3 0.2 0.2 0.3 0.0 0.1
Net Lending 0.1 -0.1 0.1 0.0 -0.8 -0.1

Balance -0.2 22 -0.4 -2.8 -0.1 0.4

Local government
Revenue and transfers 7.7 8.4 8.5 8.6 7.8 9.5

Expenditure 8.6 8.5 8.7 9.1 8.1 10.1
Balance -0.9 -0.1 -0.2 -0.5 -0.3 -0.6
Social Insurance
Revenue 9.2 9.2 9.2 7.5 7.7 7.3
Expenditure 94 8.9 8.9 8.5 7.6 7.0
Balance -03 0.2 0.3 -1.0 0.1 0.4
Medical Insurance
Revenue 49 49 4.9 4.7 4.8 4.8
Expenditure 49 4.6 4.9 5.1 4.8 4.5
Balance 0.0 0.3 0.0 -0.4 0 0.3
Overall Balance* -1.5 2.2 -0.3 —4.6 -0.7 0.4

*The balance does not always equal the sum of revenues and expenditure.
Source: IMF b, 1999 and 2001.

but not only—controtl for its expenditure and leave the major share of the GDP
to the citizens.*® The tax burden for the public in Estonia is reasonably moderate.
This is due to the fact that income tax for both personal income and profits is a
flat rate tax (26 percent). Reinvested profits are tax free. The VAT is 18 percent,
which implies that there will be no difficulties joining the EMU in that respect.
Nevertheless, there is work to be done before Estonia can join the EU: Some taxes
(for example, special indirect taxes such as the tobacco tax) have to be adjusted,
and the tax collection system has to be improved.?!

Public expenditure accounts for less than 40 percent of the GDP.3? This is
below the EU average, although not particularly low. It also indicates that the pub-
lic sector in Estonia is still large. In addition to the size of the public budget, the
structure of expenditure is important for economic growth, as higher public
investments allow for higher growth. As the stock of public debt is low (less than
5 percent of the GDP in 2001),% only a limited share of the budget is spent for
interest payments (less than 1 percent of general government expenditure in
2001). In addition, no public money has to be spent for failing public enterpris-
es, as Estonia has privatized almost the whole economy.* There is room in the
budget for public investment® and for social spending, which can be interpreted
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as social insurance to allow society to take a higher risk. In 2001, transfers to
households amounted to 30 percent of general government expenditures.

Fiscal discipline in Estonia is reasonably high, particularly because a bal-
anced public budget is forced upon the government by law. Moreover, the flat-
rate tax ruling is innovative and enhances investment.*® However, the future will
certainly prove to be challenging for the government. With Estonia’s accession
to the European Union public spending will rise, partly because of acquis relat-
ed costs and partly because of the dynamics of integration (for example, a rise
in social spending). Most former accession countries have increased public
expenditure relative to the GDP. This normally means a higher tax burden and,
ceteris paribus, a decrease in
economic dynamics. Howev-
“The Estonian policy development is  er, potential certainly exists
one of the few examples for compre-  for making the public sector in
hensive unilateral liberalization that ~ Fstonia more efficient and

. . . . consolidated.*” Th ti
is not compatible with the logic of consota e © exception

. . of Ireland, which managed to
contemporary trade policy—the prin-  .\.1i,e general public ex-

ciple of reciprocity is applied with the penditure relative to the
consequence that liberalization is GDP,* proves that a spending

regarded as a painful concession.” increase is not a must. Against
the background of this positive

example, fiscal discipline has to be safeguarded in the future.

Openness of the Estonian Economy: Trade, Competition,
and Industrial Policy

A strong monetary commitment, such as EMU membership, requires open mar-
kets, because the exchange rate no longer serves as a shock absorber. This implies
that there are no barriers to entry or exit markets for goods and services. Open-
ness in Estonia is particularly high: Until 2000 no trade barriers existed, and the
competition policy is in line with European competition policy. So far, subsidies
are the exception rather than the rule. %

The Regime

To start with trade policy, Estonia opted for unilateral free trade in 1993. Trade
liberalization was the final step in the Estonian reform program. It covered all
goods and services, including agriculture. Prior to the reform, Estonia relied heav-
ily on import quotas, which were almost completely abolished in early 1993. Tar-
iffs were reduced to 1.4 percent (weighted average) by the end of 1993 and to zero
in 1997.4° The Estonian policy development is one of the few examples for com-
prehensive unilateral liberalization that is not compatible with the logic of con-
temporary trade policy—the principle of reciprocity is applied with the conse-
quence that liberalization is regarded as a painful concession. Estonia—like
Germany some forty years before—has chosen a different policy option, namely
an overall unilateral reform package following the classical political economy
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approach.*' Parallel to trade liberalization, capital markets also were opened. For-
eigners are no longer restricted from buying domestic firms and real estate. At the
beginning of the 1990s, Estonia was thinking of a more selective approach with
free-trade zones, tax reductions for certain activities, and a small group of foreign
actors.*? In 1992 it finally decided to take a non-discriminatory approach.*

Besides the unilateral free trade policy, Estonia agreed to a number of free trade
arrangements (FTAs) with neighboring countries (except for Russia), European Free
Trade Association (EFTA), and the European Union. In 1999, Estonia became WTO
member Number 136. It did not demand special concession as a developing coun-
try when joining the WTO. On the contrary, the negotiations were difficult, as Esto-
nia had nothing to offer in the context of a trade system based on reciprocity, because
its tariffs already were down to zero. Moreover, as it will join the European Union
in the coming years, it had to increase the tariff bindings to avoid serious problems
with Article XXIV in the General Agreement on Tariffs and Trade (GATT). Hence,
the negotiations took much longer than with its rather protectionist neighbors.
Beginning in 2000, Estonia has applied tariffs on agricultural products.*

The other closely related policy area relevant for opening domestic markets is
competition policy. It has two facets: market behavior and state aid (subsidies).
For market behavior, the Estonian Competition Law, entering into force in Octo-
ber 2001, is fully compatible with EU legislation. It contains both merger control
and antitrust rules. The national antitrust agency is a fully autonomous authority
responsible for ex-post and ex-ante control; there is no special regulation agency
for network industries such as telecommunication, energy, and rail. The agency
has been successful in assessing and deciding antitrust cases.*’

For state aid, the Competition Act introduced severe rules that are subject to
control and enforcement by an independent agency, a branch of the Ministry of
Finance. This independent agency has to control state aid programs and single
cases on all levels of public activity.

The Performance

Estonia can be regarded as an open economy, as evidenced through a closer look
at its structure of production, trade, and investment. At the beginning of the tran-
sition period, the Estonian production structure did not reflect scarcities and com-
parative advantage. It mainly was directed to serve the needs of the Soviet Union,*®
Under an open trade and competition regime, however, Estonia managed the struc-
tural changes imposed on it rather efficiently. As mentioned earlier, the share of
agriculture in the GDP diminished sharply and the share of services increased,
whereas the share of manufacturing remained about the same during the 1990s.

Nevertheless, a significant structural change took place within manufacturing.
The manufacture of food, beverages, and tobacco products, as well as textiles and
apparel, decreased about a third (in relative terms) between 1992 and 2000. On
the other hand, the production of technical equipment such as transport equip-
ment, radio, television and communication equipment, and office and electrical
machinery has increased significantly in the last decade. The same holds true for
wood and paper production.*’
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A similar development can be observed in international trade, particularly
regarding exports. The main export products in 1999 were electrical machinery
and equipment and wood and furniture; the strongest relative growth in export
took place in electrical machinery and equipment and in optical instruments.*®
Estonia has a high share of intra-industry trade, indicating rapid movement
toward the status of a developed country. The structure of both production and
trade has changed; the theory of structural change in world economy suggests that
emerging countries normally begin their integration into world trade with export-
ing mainly Heckscher-Ohlin products, such as labor- or capital-intense goods, or
agricultural goods. By the time the country catches up, these products are sub-
stituted for human capital—intense goods, which earn higher value.*

Both the structure of products and the partner countries in international trade
have significantly changed in the past fifteen years. Estonia mainly trades with the
West; particularly with the Nordic countries.®® Since 1995, Finland has become its
main trading partner. About 75 percent of its foreign trade is with the European
Union. The dependence on exports to Eastern trading partners, particularly Russia,
has faded away. Although Russia was the biggest trading partner until 1994 (absorb-
ing 23.1 percent of Estonian exports), only 2.7 percent of official Estonian exports
were directed to Russia in 2001. One reason for the quickly diminishing trade rela-
tions with Russia may be the double tariffs Russia imposed on Estonian imports
beginning 1 July 1994.3! However, another factor to consider is that because part
of Estonian exports to Russia take the route via Latvia and Lithuania, reliable fig-
ures cannot be found. Evidence for the period from 1994 to 2001 (table 3) shows
the changing export pattern pretty clearly. The import structure is similar.

TABLE 3. Estonia’s Main Trading Partners (percent of total exports)

1994 1995 1996 1997 1998 1999 2000 2001

Finland 17.8 21.5 18.3 19.0 22.1 22.7 31.3 337
Sweden 10.8 10.8 11.6 17.1 19.5 22.0 19.8 14.0
Germany 6.8 7.2 7.1 6.7 6.2 8.3 8.2 6.9
Latvia 8.2 7.5 8.3 8.4 8.8 8.0 6.8 6.9
UK 2.8 33 35 44 4.5 4.5 4.2 4.2
Lithuania 54 4.7 5.7 4.6 4.1 33 2.7 3.0
Russia 23.1 17.6 16.4 14.4 10.5 53 2.0 2.7
EU 479 54.7 51.0 56.7 61.8 72.7%  76.5% n.a.
Others 12.8 13.4 16.4 12.8 11.7 n.a. n.a. n.a.
Exports/

GDP 0.52 047 0.41 0.50 0.51 0.49 0.66 0.62

*Data from Commission not compatible with data from IMF and Bank of Estonia
Source: Commission (2001), Bank of Estonia (2002), Weber and Taube (1999, p. 10) as well
as IMF (2002b, p. 26), own calculations.
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Another indicator of the openness of the Estonian economy is the high net cap-
ital inflow to Estonia, especially the high foreign direct investment (FDI) inflows.
From the CEE countries, only Hungary had higher cumulative per capita inflows
between 1989 and 1998. The Estonian economy is fully privatized (except for
some utility suppliers), and the level of subsidies is very low (less than 1 percent
of the GDP).

Despite the still prevailing need to further adjust the economy, both the regime
and the empirical picture show that Estonia has opened its markets significantly.
Both exports and imports have been steadily rising, implying an increased par-
ticipation of the Estonian economy in the international division of labor. FDI
flows are strong, selective policy measures rare. If this development continues,
the continuing low value added by the manufacturing industry in Estonia’? will
rise and the export products will create bigger incomes and higher employment.

Future Challenges: Scope for Sensible Reform?

The Requirements of the Acquis Communautaire

Central and Eastern European countries wishing to join the European Union have
to adopt the Union’s acquis communautaire. The accession negotiation process
consists of thirty-one chapters. The accession candidates are required to fulfill all
elements of the acquis before joining the Union. The rationale behind this require-
ment is to ensure their real convergence and to level the playing field in some
respects, such as labor market policies and administrative issues. Unfortunately,
not all elements of the acquis are economically sensible. Nevertheless, they are
binding for accession candidates, as the EU and its member countries have not
shown a willingness to reform in the course of enlargement.>* As there is no need
to change monetary policy in advance of the accession, it is not addressed in the
following section.

Labor Market

According to the “Joint Assessment of Employment Priorities in Estonia” by
the Estonian government and the European Commission (2001), the Estonian
labor market regime has to be further developed. In particular, vocational and
continuing training are identified as needing further efforts. Other suggested
improvements are better active labor market policy, including the necessary
administrative capacities, a better coordination of tax and benefit systems, and
the consideration of regional and gender aspects of labor market policy. These
measures—particularly those directed to overcome the qualification and
regional mismatch—make sense economically, because they are directed to
higher labor force mobility. In the next section, we will discuss some sugges-
tions for meeting these requirements.

Second, measures to ensure employees’ participation (such as gender equal-
ity) need to be taken. Although there is broad consensus that any kind of dis-
crimination on the labor market has to be prevented, discussions continue about
the appropriate means of doing so. Legal protection for threatened groups, such
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as young women and disabled persons, may have opposite effects. Providing
protection and legal opportunities for members of these groups after they are
hired, may be an obstacle to their obtaining employment in the first place. Poten-
tial employers could anticipate the difficulty of laying off people from these
groups and avoid hiring them. However, the acquis does not prescribe the form
and degree of legal protection for these groups. In addition, a further deepening
of the social dialogue is advisable. In contrast to the first category of measures,
an intensified social dialogue might reduce the high degree of labor market flex-
ibility. Nevertheless, there are no provisions regarding the wage setting process.
There is obviously no need for Estonia to introduce an obligatory collective wage
bargaining regime.

Finally, the administrative capacity of the Public Employment Service (PES)
has to be improved for two main reasons. First, it seems to be incapable of its pri-
mary task of job mediation. Second, the focus on active labor market policy and
the participation in the European Social Fund demand more and better qualified
personnel.>*

Fiscal Policy

With respect to fiscal policy, two issues are still unsettled. First, tax policy is not
fully in line with special excise taxes. The tobacco tax and excise duties on min-
eral oils, for example, are not yet adjusted to EU rules. These are economically
minor problems compared to the necessity of fiscal discipline, but they touch
politically tricky issues and might harm special interests. Taxes on mineral oils
are politically very sensitive. The second issue is the administrative capacity. In
general, Estonia has adapted to EU regulations quite well. Open questions regard
the calculation of Estonia’s contribution to the resources of the European Com-
munity, cooperation with other EU authorities, prevention of tax evasion, orga-
nization of the budget process, and the correct calculation of VAT.

Competition and Trade Policy

The average openness of the Estonian markets for goods and services is at least
as high as that of the European Union. This holds true domestically (competition
policy) and internationally (trade policy). Thus, Estonia has to meet almost no
requirements, except for partly reducing the degree of openness. The biggest chal-
lenge for Estonian economic policy imposed by the acquis will be the EU’s com-
mon commercial policy, including the common agricultural policy (CAP). So far,
Estonia benefits from the EU system of export subsidies, for example, by import-
ing subsidized sugar. This will change once Estonia is a member of the Union;
its customers then will have to pay EU prices. According to Toming,> the dead
weight losses due to participation in the CAP will amount to between 0.7 and 1.4
percent of the GDP. Given that her calculations are comparatively static and based
on partial analysis, one can imagine even higher costs. In addition, the introduc-
tion of higher tariffs on other goods also will increase import prices. However, as
a considerable share of imports (approximately 75 percent) comes from the EU,
the effect will be relatively small.
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* Vouchers will be given to two well-defined groups, namely to school leavers (pri-
mary or secondary schools) and to long-term registered unemployed persons.
Long-term unemployment will be defined exactly, for example, more than 12
months;

Each person is restricted to two vouchers in her lifetime, among them only one
voucher for school leavers. The voucher contains the name of the entitled person;
The vouchers are separated into twelve monthly slips worth 1000 EEK each for
long-term unemployed persons, and into 36 monthly slips worth 900 EEK for
school leavers. They can be used for any licensed education supplier in Estonia
and abroad. They can be split over several years and are not due to repayment;
The voucher is not tradable and cannot be cashed in by the recipient;

An education standard will be defined and an adequate license mechanism will
be set up. The standard will be subject to an assessment every two years and will
be set in accordance with foreign experience. A control mechanism will also be
set up;

The funding of vocational training, continuous education, and universities will be
subject to reform. No direct funding will be allowed;

Adequate service suppliers will be licensed. They include private training com-
panies and universities. These suppliers have to be assessed biannually by the gov-
ernment or an agency appointed by the government. For foreign suppliers, the
principle of origin may hold;

“If regular producers of goods and services among the licensed suppliers of edu-
cation, long-term unemployed persons are not allowed to use the vouchers in the
enterprise that had laid them off, as this would probably give the incentives to
firms to fire employees and to hire them again after the time span defined as long
term” (Klodt 1991).

Source: Freytag (2002¢)

.

FIGURE 1. A voucher scheme for higher education and continuous training.

In addition, there will be costs due to the operation of the customs laws and
administration systems. Although Estonia has made some progress and imple-
mented the EU Customs Code in 2002, there are considerable tasks ahead. The
personnel have to be trained; the computerized customs system of the EU has to
be implemented and tested; and the cooperation between customs authorities,
police, border guards, and EU authorities has to be improved.

To summarize this section, the main efforts Estonia has to make in the next
couple of years involve administrative issues. The relatively high degree of labor
market flexibility, fiscal discipline, and openness allows for a relatively easy
adoption of the acquis communautaire. In the following section, I discuss some
policy options, which aim at increased compatibility of the economic policy to
EMU and acquis requirements.

Mismatch on the Labor Market Requires Reform of
the Education System®’

Apart from the EU necessities, Estonia has to take action against the high level
of unemployment in the country. As empirical studies have shown, active labor
market policy has not reduced unemployment remarkably in OECD countries.
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Therefore, the EU’s proposal to spend more on active labor market policies has
doubtful success. Instead it should concentrate on education to reduce the mis-
match of the Estonian labor market. A well-organized education and training sys-
tem is important to combat the long-standing structural unemployment in Esto-
nia. The efforts so far have proved insufficient. Consequently, a reform of the
education policy has been proposed, namely a voucher scheme for Estonian post-
school education and for training of long-term unemployed persons, taking into
account peculiarities of the Estonian education and training system (see figure
1).% In general, the proposal means that youngsters leaving primary or secondary
school get vouchers, which they can use to finance vocational training or univer-
sity studies of their own choice. Similarly, the unemployed can invest the vouch-
ers in their human capital building. Standards and license procedures make sure
that the suppliers meet certain quality requirements.

In general, a voucher system is superior to any other form of state provision,
as long as the education is provided publicly. If the additional arguments of neg-
ative and positive externalities hold true, the principles of economic policymak-
ing are fully met by a voucher scheme.

A voucher scheme, however, is not without cost. We estimate that the sug-
gested scheme would cost an estimated 60 million euro p.a.®” The expected flow
of structural funds from the EU will total up to 200 million euro p.a., which is
most likely enough money to finance this project. In late 2002, a working group
on the appropriate use of structural funds came to the preliminary conclusion that
it is sensible to avoid a selective use of them—the voucher scheme would meet
this requirement.®’ Education policy is also an officially legitimate option for
structural funds spending.®? Figure 1 shows the details of the scheme as suggest-
ed in Freytag.®®

Conclusions

Estonia has to meet a number of economic policy requirements to become a mem-
ber of European Monetary and Economic Union (EMU). These requirements
include both general challenges of EU membership as well as particular demands
to Estonian economic order. The general requirements are forced upon the coun-
try through the acquis and through a potential increase in rent-seeking activities,
both within Estonia and in the Union.

Estonian economic policy has been set into a very balanced and enforceable
framework. Monetary policy, fiscal policy, labor market regulation, as well as
competition and trade policy are rule bound. The labor market regime in Estonia
provides the main challenge. Although relatively flexible—at least if compared
to Continental Europe—it contributes to high unemployment, which, according
to Estonia labor market specialist, mainly is due to a mismatch with respect to
qualifications. In some industries, there is a significant excess supply of labor
force, while in others there is excess demand for labor. There is broad consensus
among the government and the European Commission that this problem must be
tackled with an increase in active labor market policy (ALMP) and raised efforts
in vocational education and continuing training for the unemployed. Given the
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weak evidence of favorable effects of ALMP, I recommend education and train-
ing. The Estonian system has some problems, which are due in part to the small
size of the country and the backward orientation of the education bureaucracy.

This situation can be changed through a less centralized education system. To
encourage vocational education and continuous training that becomes more effec-
tive and responsive to the market’s needs, I suggest seriously considering the
introduction of a voucher scheme. Such a scheme would increase the incentives
for those who leave school and the long-term unemployed to invest in human cap-
ital, while also accounting for the special requirements of enterprises in Estonia.
In addition, the Estonian education system can be well integrated into the Euro-
pean market. Empirical evidence shows that voucher schemes have been used
successfully for a long time. Whether this option is considered seriously, howev-
er, depends on the political will in Estonia to solve labor market problems.
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