LABOUR MARKET REVIEW

Compiled by Natalja Viilmann

MAIN DEVELOPMENTS IN THE SECOND HALF OF 2009

The current review concentrates on the developments of the labour market in the second
half of 2009 when the slowdown in Estonia’s recession reduced the pessimism in the
expectations of economic agents but still did not bring along significant changes in labour
market developments. Yet the Estonian labour market was much more flexible compared
to other countries: when the depth of the recession became apparent, cuts in labour costs
were rather quick and extensive.

In the first half of 2009, the changes in labour market indicators were very drastic, whereas
the second half of the year witnessed a gradual slowdown in the growth of unemployment
and a stabilisation in the number of employees. Although further cuts in wage costs con-
tinued mainly on account of employment, the influence of the reduction of working hours
and wages became more apparent among the measures used. While productivity per
employee continued to decrease, based on the number of working hours, a positive change
in productivity was observed already in the second quarter, which was the first proof that
the Estonian labour market was sufficiently flexible in the conditions of economic decline.
In the second half of the year, further decline in wages also led to a fall in unit labour costs.
Despite significantly decreased demand, labour supply remained high, which still indicates
the possibility of a reduction of labour costs (see Figure 1).

The economic decline and the reduction of the number of jobs did not affect all fields of
activity equally but concentrated noticeably in the construction and real estate sector, which
boomed in previous years, and in several manufacturing industries. Consequently, a relatively
large share of the robust unemployment growth is becoming structural. In such circum-
stances, using active labour market policy measures primarily for retraining and for eliminating
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Figure 1. Main labour market indicators
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structural gaps is much more effective than maintaining the current employment structure.
The European Commission has announced ambitious goals: the economic recession
should be viewed as a possibility for the creation of jobs, which are more productive, more
innovative and require higher qualification. When global economy recovers, these factors
will create a possibility for EU Member States to improve the outlook for achieving the
pre-crisis potential growth.

LABOUR SUPPLY AND DEMAND

Labour force participation and economic inactivity

Sharper corrections in the number of employees were seen in the first half of 2009: in the
first quarter, the number of the employed decreased by 40,000 and in the second quarter
by 20,000 more. In the second half of the year, this indicator already stabilised: in the third
quarter, the number of employees even increased by 5,500 compared to the previous
quarter (mainly because of seasonal factors). Compared to earlier periods, employment
dropped most in the second quarter (9.7% or by 64,000). In the third quarter, the decline
was somewhat slower (9.4% or by 62,400). However, the decrease in employment did not
reduce the activity rate, which was standing close to the historical high. By the end of the third
quarter, the number of the employed decreased to the level prior to the boom (2004-2005)
but the number of the unemployed was so far the highest (see Figure 2).

Labour supply remaining at high level affects other economic indicators in several ways.
First of all, it puts downward pressure on the price of labour force; secondly, unemployment
benefits and retraining/in-service training expenses affect the budget; thirdly, high activity
of labour force supports the outlook of potential long-term economic growth. In the third
quarter of 2009, the number of the unemployed increased by 10,100 to 102,300 compared
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to the previous quarter. Active labour market policy measures play an important role in
preserving the will to work of those unemployed. When the demand recovers, the existence
of resource with will to work will provide a good chance for rapid growth. Increasing the
quality or educational level of labour force in the forced period of underutilisation would
already support long-term economic growth.

According to the labour force survey, labour supply of people aged 15 to 74 decreased by
4,000 in the third quarter of 2009 year-on-year. The decrease in the total number of people
aged 15 to 74 was exactly the same. Yet the number of the inactive' did not change year-
on-year (compared to the previous quarter, it decreased by 15,600).

Although the total number of the inactive in the third quarter remained the same (y-o-y), the
structure of this group still underwent changes. Inactivity kept declining due to the decrease
in the number of students (in the third quarter by 7,900 year-on-year). At the same time, the
number of those inactive because of pregnancy, maternity or parental leave increased by
8,800. The decrease in the number of people in retirement age by 6,900 and those inactive
due to iliness by 3,400 was balanced by an increase in the number of the discouraged by
5,500 (see Figure 3).

The number of those who did not wish to participate in the labour market due to their stud-
ies decreased to 96,500 in the third quarter of 2009. Such a low level was last noted eight
years ago. While in previous periods, the main reason for the decrease in the number of
those inactive because of their studies was employment, in the third quarter, the influence
of demographic changes dominated. According to population statistics, on 1 January 2009,
there were 89,623 people in Estonia aged 15 to 19, which was 7,670 people less than a
year ago. This change, primarily in the number of younger schoolchildren in this age group,
explains a bigger decrease in the number of those inactive because of their studies. The
generation following the large generation who has already entered the labour market (the
so-called Singing Revolution generation, i.e. those born at the end of 1980s) is already
much smaller. The increase in the number of those inactive because of attending to children
was also influenced by demographic peculiarities, but to a lesser degree: total number of
people aged 20 to 34 increased by 3,149 in a year (incl. the number of women by 1,587).

The number of the discouraged, i.e. those who have lost hope of finding a job, continued
to increase in the third quarter and their total number increased to 10,800. Increased dis-
couragement is considered for labour market to be one of the most serious consequences
of economic crisis since bringing back these people among those economically active is
much more complicated even with the recovered demand.

T A person is inactive when he/she does not work and is not looking for work either (students, the retired,
homemakers and the discouraged).
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Figure 3. Change in the number of inactive and reasons for inactivity

Since the size of working age population (aged 15 to 74) decreased by 4,000 and the
number of the inactive remained the same, the labour participation rate? of the working
age population decreased a little as well — in the third quarter of 2009 to 67.4%, remaining
by 0.2% percentage points lower year-on-year. The labour participation rate in 2008 and
2009 was still extraordinarily high compared to previous years.

In the third quarter, age composition of the labour force grew a bit “older”: the number of
the young (aged 15 to 24) and the middle-aged (aged 25 to 49) decreased in a year by 4,100
and 8,400, respectively, and the number of the elderly (aged 50 to 74) increased by 8,500.

Employment

In 2009, the rapid decline in economy and labour demand resulted in a sharp decrease in
the number of the employed. In the first quarter, employment decreased by 40,500 people
compared to the previous quarter; in the second quarter, the number of the employed
decreased by 19,500 more people. The third quarter witnessed some stabilisation in year-
on-year terms and the total number of the employed even increased by 5,500 compared
to the previous quarter. Employment decline decreased relatively little year-on-year — from
64,000 in the second quarter to 62,400 in the third quarter, i.e. from 9.7% to 9.4%). There
were 598,100 of people employed in the third quarter. In the third quarter, as many jobs
had disappeared in Estonia as created during the previous four boom years, and the total
number of the employed dropped again to the level of 2004-2005.

Painful corrections did not affect all fields of activity evenly, which is why changes in general
labour market indicators seem to reflect important structural changes. Based on employment

2 The labour participation rate equals the weight of employees and the unemployed in the working age population.
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status, the economic decline primarily affected non-salaried employees (entrepreneurs and
the self-employed) and in the first quarter, their number decreased relatively more compared
to salaried employees (11.6% compared to 6.3%). Yet in the third quarter, the number of
entrepreneurs increased again to the level of the previous year while the number of salaried
employees remained at the level of the second quarter, which was by 62,000 less than a
year ago. As a result, the share of non-salaried employees in total employment increased to
8.6%, i.e. by 0.9 percentage points. In the conditions of crisis, the employment of entrepre-
neurs was more flexible, quickly responding to the deepening of the decline with the loss
of jobs and to the deceleration of the decline with the creation of new jobs.

Concerning the number of salaried employees, there are several alternative estimates,
which have been compiled somewhat differently. The largest of these is the number of
salaried employees based on the labour force survey (546,700 in the third quarter), which
may include also part-time employees, working abroad and those salaried employees who
did not get paid during that period but who still see themselves as salaried employees. A
smaller number is based on the data of the Tax and Customs Board (484,568 in the third
quarter), which includes only those employees who have actually been paid during that period
and the payment has been declared in the Tax and Customs Board. This does not matter
whether the salaried employee has worked full-time or part-time. The third indicator is the
average number of full-time employees according to average wage statistics (see Figure 4).
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Figure 4. Salaried employees

Itis remarkable that the difference between the largest and the smallest indicator increased
remarkably in the third quarter. While in 2008 the number of salaried employees declared
in the Estonian Tax and Customs Board and the number of salaried employees based on
the labour force survey differed by 40,000 on average and in the first half of 2009 by ap-
proximately 38,000, in the third quarter, this difference increased to 62,132, i.e. 1.6 times,
which may indicate disruptions in payments, increase in shadow wage rate or the fact that
people more frequently worked abroad.
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As for fields of activity, changes in the structure of the employed were even more extensive.
The earlier economic boom did not affect the employment in different fields of activity evenly,
which is why a certain part of current corrections can be classified under the recovery of the
pre-boom structure. In comparison to the average employment figures of 2005, it must be
admitted that employment increased during the boom years and decreased during the period
of decline the most in the construction sector (see Figure 5). In 2007-2008, approximately
40,000 people more than in 2005 were employed in construction. Compared to this, the loss
of approximately 30,000 jobs in the construction sector in 2009 was even less extensive.
Employment changed relatively much also in manufacturing and trade, but these changes
rather reflected, characteristic of the current economic downturn, a decreased demand for
various manufactured goods, especially in domestic trade. In manufacturing, the number
of employees decreased by more than 20,000 compared to 2005; in trade, however, the
creation of jobs characteristic of recent years slowed down and the number of employees
dropped again to the level of 2005.
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Figure 5. Change in the number of the employed compared to 2005's average

As a result of the uneven development, relatively big changes have occurred in the structure
of the employed over years, which should be taken into account in the analysis of both aver-
age productivity and average wages. While in 2005, employment in construction constituted
8.0% of total employment, in 2008, this figure increased to 12.3% and decreased t0 9.9% in
2009 (data of three quarters). Considering the fact that in 2008, productivity per employee
in construction reached only 47.7% of the average level but wages were 8.7% higher, merely
the change in the share of people employed in construction in 2008 affected the average
decline in productivity of the total economy by 2.7 percentage points and the average wage
increase by 0.4 percentage points.

Manufacturing has the highest employment, and a decrease in employment in that field
of activity was directly related to the output decline. According to the labour force survey,
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employment developments in manufacturing followed the output decline with a relatively
small lag. More extensive loss of jobs took place in the first half of 2009. The corrections
decreased considerably in the second half of the year. While in the second quarter, the
number of those employed in manufacturing declined by more than a fifth (21%), i.e. by
31,500 people year-on-year, the decline rate in the third quarter was 13%, which means
that there were 17,300 less employees than in the same period last year. Compared to the
previous quarter, the number of those employed in manufacturing practically did not decline
in the third quarter (only by 200 people). The financial statistics of enterprises suggests
that branches of manufacturing where the employment declined the most in a year were
the production of timber products, metal products, apparel and equipment, which was
also in line with the decreasing demand. In several branches, the number of employees
has increased a little (producing electrical equipment, processing meat, printing), but these
changes are not yet very extensive.

Higher competition on the local labour market increases the interest of Estonians towards
working abroad. Considering the global extent of the economic crisis, finding a job has
become difficult also abroad. The labour force survey considers Estonian residents employed
regardless of whether the place of employment is in Estonia or abroad. Eurostat’s data
differentiates between the concepts of domestic and total employment®. Their difference
indicates the net migration, i.e. the number of Estonian residents working abroad less the
number of the residents of other countries working in Estonia (see Figure 6).
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Figure 6. Total and domestic employment

In the third quarter of 2009, the number of Estonian residents working abroad increased
faster than before. The inflow of the residents of other countries into Estonia and the return
of Estonian residents earlier employed abroad has not been able to offset that. Net migra-

3 Total employment includes domestic employment and also Estonian residents working abroad; it does not
include non-resident foreigners working in Estonia.
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tion climbed further and the difference between domestic and total employment increased
29.4% (y-o-y) to 22,000.

While total employment decreased in the third quarter 9.4% year-on-year, the decline in
domestic employment was 10.7%. Hence the rates of productivity decline per employee
differ as well: in the case of total employment 6.6% and domestic employment 5.5% (y-0-y).

Along with the aggravation of the economic decline, the share of full-time employees
decreased rapidly in the first and the second quarter of 2009: in the first quarter, the
number of full-time employees decreased by 56,600 and in the second quarter, by
92,500 year-on-year. At the same time, the number of part-time employees increased (by
12,200 and 28,500 respectively). Since in many cases, this was not a voluntary reduction
of working time, the number of the so-called underemployed rapidly increased. In the first
quarter, the number of the underemployed was 11,500 and in the second quarter 14,700,
which is four times more than in the second quarter of 2008. Changes in the third quarter
were not as big. Compared to the previous quarter, the number of full-time employees
increased by 12,900 and the number of part-time employees decreased by 7,500 (incl. the
decline in the number of the underemployed by 1,400). In annual terms, old tendencies
still prevailed: while in the third quarter, the total number of the employed decreased 9.4%
(y-0-y), the number of full-time employees decreased more substantially, i.e. 13.0% (by
79,700) and the number of part-time employees increased 37.3% (by 17,100). Underemploy-
ment increased 2.2 times to 13,300 in a year.

In the conditions of economic decline, lower utilisation of labour force and reduction of
working hours (incl. non-voluntary) per employee enabled to reduce wage costs, keeping
labour force employed at the same time. The more specific skills and training the job requires,
the more expedient it is to keep employees in the conditions of cyclical economic decline.

Late labour market recovery (hysteresis)

Hysteresis is one of the system qualities, which manifests itself in conditions where
the transition from one mode to the other is not necessarily smooth but can occur
as a sudden mode drift. So hysteresis can be viewed as a situation in which return-
ing to the initial state does not happen at the same external effects (or when their
influence ceases) along the same phase path with initial transition, but the recovery
of the initial situation requires stronger external effect with an opposite sign. If the
frustration is strong, initial system state may not recover at all and the mode drift
will turn out to be irreversible.

When analysing labour market developments, the theory of hysteresis has been used
after economic decline for explaining persistent unemployment. The first to bring
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the concept of hysteresis into labour market analysis were Blanchard and Summers
in late 1980s*, describing that relationship between the rate of unemployment and
the rate of inflation known as the Phillips curve can be asymmetrical. In the case
of disinflation, unemployment increases and the relation works, but when the infla-
tion accelerates, unemployment does not necessarily decrease. For instance, the
insider-outsider theory® specifies this process as follows: in the case of negative
demand shock, enterprises reduce employment. The number of the insiders of the
next period is smaller and when the shock retreats, pressure on wages coming from
insiders becomes stronger. The strength of insiders’ influence is explained by hiring
outsiders, high training costs and losses from the strike of the insiders. Wages rise
but employment does not return to the level prior to the shock.

Hysteresis is encouraged also by diminishing skills of unemployed people during the
period of idleness, the unemployed giving up participating in labour force, extensive
unemployment allowances that reduce people’s wish to find a job, strong power of
trade unions, etc. If labour market can be characterised by hysteresis, wages are
affected much more by the pressure coming from employees, not the number of
the unemployed. Moreover, the influence of the long-term unemployed on wages is
considerably smaller than that of the short-term unemployed.

During the last twenty years, the concept of hysteresis is often used also for describ-
ing unemployment in Europe. Empirical studies for 1954-1989 confirm that after the
negative demand shock retreated, persistent unemployment (hysteresis) manifested
itself much more in Europe than in the United States, i.e. in the case of a rigid labour
market more than in the case of a more flexible one. If labour market hysteresis is
extensive, unemployment can remain high for a long time when the negative demand
shock retreats and employment will not recover per se for several years after the
output volume has reached its potential level. Therefore, the role of active labour
market policies is considered very important in the European Union. Helping the
long-term unemployed and the discouraged to find a job will be especially difficult.

In the Estonian labour market, the existence of hysteresis cannot yet be statistically
estimated. At the time of the first known strong negative demand shock (1998-1999),
wage growth slowed down and the rate of unemployment increased; when the shock
retreated, wage growth started to accelerate already at the end of 1999, but the

4 See Blanchard, O., Summers, L. (1986). Hysteresis in unemployment. NBER Working Paper, 2035; Summers, L.
(1986). Hysteresis and the European Unemployment Problem. NBER Macroeconomic Annual, p. 15-78;
Summers, L. (1987). Hysteresis in Unemployment. European Economic Review, 31, p. 288-295.

5 Lindbeck, A., Snower, D. (1987). The Insider-Outsider Theory of employment and Unemployment, Massachusetts
Institute of Technology Press.
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unemployment rate did not respond with a decline, continuing to increase instead
(see Figure 7). The unemployment rate characteristic of 1998 recovered only three
years later, which implies that the development of unemployment showed features
distinctive to hysteresis. One episode is still not enough to conclude that hysteresis
in the Estonian labour market can play an important role in future as well. Recovery
from the current economic decline will definitely provide necessary information in this
regard. So far it has to be admitted that lower demand in one period may affect employ-
ment and unemployment in the long run. It cannot be automatically assumed that the
initial employment structure and level will recover when the negative shock retreats.
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Figure 7. Average wage growth and the unemployment rate

Labour productivity

Both employment and wage developments always react with a lag to the dynamics of the
economy. So in periods when economic growth slowed down, turned downwards or when
the decline became faster, labour productivity indicators continuously decreased. In the first
quarter of 2009, productivity growth was still negative since the decrease in the number
of employees did not precede the economic downturn but was its result. In the second
quarter, however, when the economic decline started to subside on a quarterly basis, labour
productivity indicators began to show first positive signs. Productivity decline per domestic
employee continued, slowing down from 8.5% in the first quarter to 6.5% in the second
quarter year-on-year. Per working hour, productivity increased 0.8% in the second quarter.
Since many enterprises reduced the number of working hours, used part-time work and
sent employees to the partly paid vacation instead of lay-off, productivity per hour declined
less and the reaction to the economic downturn was faster and more adequate.

According to Eurostat, productivity per hour reached a positive level in the second quar-
ter in only four EU Member States: besides Estonia also Slovakia, Cyprus and Ireland
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(see Figure 8). In most EU Member States, productivity decline per working hour was still
smaller than productivity decline per employee, which means that labour costs were reduced
(in different countries with different intensity) by means of reducing the number of working
hours per employee on average.
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Figure 8. Labour productivity growth in the EU in Q2 2009 (y-o-y)

The comparison of Eurostat’s data with Estonia’s data on labour productivity per employee
and per working hour also provides information about how the working hours of one
employee have changed on average. Estonia’s enterprises started to reduce the number
of working hours faster than the number of employees. When during the first deeper decline
of exports in November 2008 it was not yet clear how long the recession would last and
how extensive it would be, enterprises did not instantly start reducing the number of employ-
ees. Nevertheless, the number of working hours per employee decreased already in the fourth
quarter (3.5%). In the first quarter of 2009, when the magnitude of global economic prob-
lems became more evident but the forecast for a fast solution was deeply pessimistic,
enterprises of Estonia reduced the number of employees 7.3% (domestically) compared to a
year ago and the number of working hours per employee 6.1%, decreasing the utilisation of
labour force 12.9% in total. Since the extent of the economic decline (15.0%) exceeded the
cuts, the productivity indicator continued to decline also per working hour (2.5% y-o0-y). In
the second quarter, the corrections continued in the case of both the number of employees
and working hours per employee, and the productivity indicator per working hour even
turned positive, i.e. reached 0.8% year-on-year (see Figure 9).

In the third quarter of 2009, when the economic decline started to slow down (from 16.1% in
the second quarter to 15.6% y-o0-y), productivity indicators improved even more. Domestic
employment was 10.7% smaller than a year ago and the number of working hours per
employee decreased 9.4% (y-o-y). While the productivity decline calculated per domestic
employee decreased to 5.5% in the third quarter, productivity per working hour increased
4.3% year-on-year. Therefore, in Estonia, necessary corrections in the utilisation of labour
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force in the conditions of economic decline were relatively quick and extensive. Enterprises
have found different ways for optimising costs in a changed economic environment. It is
also taken into account that should the situation improve, they would be immediately ready
to respond to the demand, which is why they avoid the lay-off of employees with suitable
qualification at the expense of higher-than-average labour force underutilisation.
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Figure 9. Productivity growth in Estonia (y-o-y)

Vacancies

Labour demand, declining as a result of the economic downturn, is clearly visible in the
slowdown of the creation of new jobs and a decrease in the number of vacancies.

According to the Labour Market Board’s statistics on vacancies, labour demand, consider-
ably declined in the first half of 2009, has recently shown signs of stabilisation. The number
of valid vacancy announcements submitted to the Labour Market Board started to decline
at an increasing pace already in 2008, and in December, for instance, the number of vacan-
cies decreased 62% year-on-year. In 2009, the rapid decrease in the number of vacancies
registered in the Labour Market Board continued, but the decline rate did not accelerate
so much any more. In October and November 2009, the number of offered vacancies was
approximately 65% smaller compared to the same period last year and 6.2 times smaller
than in the same months of 2007 (see Figure 10).

The number of vacancies registered in the Labour Market Board, reflecting the creation of
jobs, showed clearer signs of stabilisation already in the second and the third quarter: while
in the first quarter, the decrease was 42% (y-o-y), in the second quarter, it was already 10%
and from June to November 6%. In October and November, the average number of job
announcements added in a month exceeded the figure of December 2008 (which is so far
the smallest known) to the extent of 68%. Although the creation of new jobs still remains at
a low level, there is no reason to expect this indicator to decline further.
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Figure 10. Job announcements in the Labour Market Board

The data of Statistics Estonia on vacancies shows all the vacancies declared on the 15th
day of a quarter’s second month, including vacancies resulting from freeing existing
positions and new but unfilled positions awaiting a suitable candidate from outside the
company or institution. Vacancies also include part-time jobs, whereas the number of jobs
is not adjusted to the work load.

According to Statistics Estonia, the number of vacancies sharply decreased in the first
quarter of 2009: 67% compared to the previous year and 45% compared to the previous
quarter. In the second quarter, the decrease slowed down on a quarterly basis (to 29%)
but reached the lowest level year-on-year (-75%). In the third quarter, the yearly decrease
of vacancies slowed down to 70%, but compared to the previous quarter, this figure
increased by more than a fifth (see Figure 11). Even though the decline in the number of
jobs occupied continued in the third quarter to the same extent as in second quarter, the
development of vacancies showed first signs of the recovery of labour demand.
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Figure 11. Filled and vacant posts according to Statistics Estonia
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According to the Labour Market Board, the third quarter of 2009 still faced an increase in
the number of the unemployed and a decrease in the number of vacancies. At the same
time, the occupation of the registered unemployed and the termination of the registration as
unemployed for other reasons increased. In the third quarter, 1.4 times more people were
employed than in the second quarter and 2.1 times more than in the first (see Figure 12). Ap-
proximately 2% of those known to be employed became business operators, approximately
2/3 of whom did it with the help of enterprise support received from the Unemployment
Insurance Fund (nearly 400 people in 11 months).
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Figure 12. Monthly changes in the number of registered unemployed

The Labour Market Board explains that the number of people actually employed is big-
ger than recorded because not all of those who find a job announce it and a part of the
unemployed, who do not inform the Labour Market Board within the defined time period or
wish to terminate their registration as unemployed themselves, have actually found a job.
The comparison of the data of the Labour Market Board and the Tax and Customs Board
has shown that the actual number of those employed is 10-15% bigger.

Unemployment

According to Statistics Estonia, in the third quarter, the unemployment rate increased to
14.6% and the number of the unemployed to 102,300. Unemployment growth has slowed
down in the last two quarters. While in the first quarter, the unemployment rate was 11.4%
and the number of the unemployed increased by 26,000 compared to the previous quarter,
the number of the newly unemployed increased by 13,000 in the second quarter and by
10,000 in the third quarter.

According to the data of the second half of the year, labour market keeps weakening in the
whole European Union, where unemployment continues to increase, the number of job an-
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nouncements remains much smaller than a year ago and enterprises lay-off more than hire.
Recently, there are increasing signs that such developments are withdrawing, considering
the slowdown in recession in the second and the third quarter. Production still remains
considerably below the last year’s level. Since all factors of production are still strongly
underutilised, the next 12 months do not foresee new large investments or creation of jobs.
This is why unemployment will remain high at least this and next year.

For instance, after the economic decline that ended in early 1990s, it took four years before
employment started increasing again. Morgan Stanley believes that when the current
economic decline is over, the active creation of new jobs in Europe may shift even further
in the future since during the period of decline, the reduction of working hours for adjust-
ing labour force contribution has been used a lot more. Therefore, companies would first
increase the number of working hours and only then hire new people.

Functioning of the European labour market is generally considered relatively rigid com-
pared to, for example, that of the United States. Yet in recent years, some flexibility increasing
changes have been introduced into local legislation — primarily changes related to work-
ing time (part-time, overtime, temporary closing of institutions) — which have enabled to
reduce working hours more actively instead of reducing the number of jobs. Also several
governments support maintaining jobs. For instance, German enterprises can reduce their
employees’ working hours and the government may partly compensate the salaries paid.
The German government now helps to finance the income of over two million people. On
the one hand, such measures enable to keep the growth of the unemployment rate under
control; on the other hand, it is believed that more aggressive reduction of jobs would help
people in the future to return to the labour market faster. Moreover, the artificial maintenance
of the old division of labour may hinder necessary structural changes.

Those who most suffer from unemployment are the young, male, immigrants and unskilled
workers. Such developments are characteristic of the whole European Union as well as
Estonia. In the third quarter, for example, the unemployment growth in Estonia continued
in every age group. The unemployment rate still continued to be the highest in age group
15 to 24. In the third quarter, it had increased already to 29.2%, i.e. by 2.2 percentage points
in a quarter and by 14.5 percentage points in a year. The unemployment rate of people in
their prime working age (25 to 49) amounted to 12.8% and that of the elderly (50 to 74) to
12.1% in the third quarter.

The large number of the unemployed young is a serious risk factor in other EU Member
States as well. According to Eurostat, the average unemployment rate of people aged 15
to 24 in EU Member States in September was 20.2%. Unemployment of the young was the
lowest in the Netherlands (6.8%) and the highest in Spain (41.7%) and in Latvia (33.6%).
Dropping out from the labour force or lower recruitment of the young can be often explained
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by a relatively short work experience or no work experience at all. Long-term unemploy-
ment of the young can at the same time cause the rejection of this age group on the labour
market where they will be unable to occupy themselves even if the demand recovers. Since
during economic decline, youth unemployment may stagnate more than average, the role
of active labour market policies is considered very important in the case of the young. If it
is impossible to create working habits of the young by employing them, in-service training
programmes, which increase their qualification and improve their skills, may prove effective.

In 2009, both the short-term and the long-term (persons who have been seeking employ-
ment for a year or longer) unemployment increased fast. At the beginning of the year, the
number of the short-term unemployed increased considerably faster and the share of the
long-term unemployed in the total unemployment rate decreased — to 26% in the first quarter
(see Figure 13). In the third quarter, however, these trends somewhat changed: the growth
in the number of the short-term unemployed clearly started to slow down (in the second
quarter, the number increased by 12,100 and in the third quarter by 3,100), but the number
of the long-term unemployed started to increase faster (from 1,100 in the second quarter
to 7,000 in the third).

The long-term unemployed, who have been inactive for a longer period of time, have relati-
vely bigger difficulties with returning to the labour market. Some of them become discour-
aged, which means that they give up searching for a job. Although the growth in the total
number of the unemployed starts to slow, the structural changes of unemployment move
towards deeper stagnation.
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Figure 13. Short- and long-term unemployed

In addition to cyclical factors, a part of unemployment is becoming structural. Nearly a
fourth (over 20,000 people) of the registered unemployed come from the construction sector
and they are mostly unskilled workers. Even if the volume of economy recovers, it cannot
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be predicted that the structure prior to the decline will recover as well, which means that
employment development in the construction sector will remain modest compared to other
sectors, which is why a majority of these unemployed people requires retraining.

The development of registered unemployment and Eurostat’s estimate concerning the
number of the unemployed compiled on its basis® do not recently coincide with the unem-
ployment estimate provided by the labour force survey (see Figure 14). Besides general
development of unemployment, the activity of the registration as unemployed is affected by
the related compensations (health insurance, unemployment benefit), which appear more
or less attractive to the unemployed in different stages of the economic cycle. In the third
quarter, the discrepancy between these indicators increased again because the share of
the registered unemployed in the total number of the unemployed continued to increase.

While in the fourth quarter of 2008, 53% of all unemployed people had been registered, in
the first quarter of 2009, their share increased to 59% and in the second quarter to 69%.
In the third quarter, the number of the registered unemployed amounted to 71.6% of the
total number of the unemployed, i.e. 73,200 people on average while 29,100 unemployed
people did not find registering necessary. Out of those registered, the average of 29,300
people (40% of the registered) received unemployment insurance payments and 20,200
(28%) received unemployment allowance. Altogether slightly below 50% of all unemployed
people received different benefits and more or less the same number of people did not
receive any benefits at all (did not consider registering necessary or were not eligible).

=== unemployment insurance benefit recipients unemployment allowance recipients
——unemployment (Eurostat) registered unemployment (Unemployment Insurance Fund)

———unemployment (Statistics Estonia)
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Figure 14. Registered and total unemployment according to Eurostat and Statistics
Estonia

6 Adjusted according to the actual unemployment indicator based on the data of the second quarter of every year.
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According to the explanations of the Labour Market Board, several conditions must be
met in order to receive benefits. First of all, it is necessary to be registered. Unemployment
insurance is paid to insured persons if they have paid the insurance premiums for at least
12 months during the 36 months prior to registration as unemployed. Nearly 30% of the
new unemployed do not have a right to receive unemployment insurance benefit because
they did not work before the registration (for example, due to studies, raising children or
military service). Some of the unemployed have not worked long enough in order to receive
benefit or have not paid the insurance premiums. Nearly 20% of the new unemployed have
left employment on their own initiative or by mutual agreement. They are not eligible for
unemployment insurance benefit either. Since the benefit is paid only 180 to 360 days, some
of the unemployed do not receive the insurance benefit because they have already received it
in full. Unemployment allowance is paid to a person who for 12 months prior to the registra-
tion was self-employed, studied, raised a child of certain age, took care of a person who
needed the help of others, was in military service, in jail or under arrest, underwent hospital
treatment or was away from the labour market due to incapacity for work. Unemployment
allowance is paid only for 270 days and, once again, a part of the unemployed has already
received the whole allowance but has not still found a job.

Although the number of people who received unemployment insurance benefit continued
to increase in the third quarter as well as in October and November, the amount paid out
started to decrease from August. While in August unemployment insurance benefit was paid
in the amount of 142 million kroons, in September this figure amounted to 140 million, in
October to 135 million and in November to 139 million. The decreasing sum of payments and
the tax rates, which were increased on 1 June, enabled the Unemployment Insurance Fund
even to achieve a small surplus. In 2010, there should be no problems with payments either.

Beveridge curve

Changes in the number of vacancies and the unemployed occur in opposite direc-
tion during the economic cycle. In the growth phase, there are usually plenty of vacan-
cies while the number of the unemployed is relatively small. The downward phase,
however, is quite the opposite — at the time the unemployment rate increases, the
number of vacancies becomes smaller. This inverse relation is called the Beveridge
curve. The Beveridge curve is a graphical representation of the relationship bet-
ween unemployment and job vacancy rate. The position of the curve indicates the
current state of the economy in the business cycle. Traditionally, the 45-degree line
is taken as a psychological limit of economic situation: high level of unemployment
and low level of vacancies indicate economic downturn (below the 45-degree line);
low level of unemployment and high level of vacancies show growth (above the
45-degree line).
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In reality, such a “clean” line cannot always be seen. For instance, the Beveridge
curve of Estonia did not exceed the 45-degree line even in the years of economic
boom (see Figure 15). This may be caused by poor statistics (statistics on vacan-
cies, for example) as well as the historical divergence of average levels. If the natural
unemployment (frictional plus structural unemployment) rate is relatively high, an
increase or decrease in the number of vacancies does not necessarily have a
considerable effect on it.

From 2005 until the third quarter of 2007, in Estonia, the number of vacancies
increased while the unemployment rate decreased. The Estonian labour market was
in the growth phase. The turn in the trend in the fourth quarter of 2007 lasted until
the second quarter of 2008. During that period, the number of vacancies started
to decrease but the unemployment rate remained at a low level. From the third
quarter of 2008, which was the beginning of the economic decline, the Beveridge
curve of Estonia followed a classic path: the number of vacancies decreased, the
unemployment rate increased. In the third quarter of 2009, there was an interesting
shift — along with the growth in unemployment, the number of vacancies slowly
started to increase as well. However, one observation is not sufficient to claim with
certainty whether this is related to the higher inertia of unemployment or rather
shows the growth in structural unemployment.
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Figure 15. Estonia's Beveridge curve from Q1 2005 to Q3 2009

Beveridge curve shifts may occur for several reasons. For instance, when the op-
portunities of employees to find a new job become better (more efficient matching
process), the curve may shift towards the origin (zero point) because finding jobs
faster includes filling vacancies and employing the unemployed. Secondly, the
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shift may be caused by the labour participation rate — as the number of jobseekers
increases relative to total population, the unemployment rate increases, shifting the
curve outwards from its origin. Thirdly, the curve may be pushed outwards from the
origin due to an increase in long-term unemployment, which could be caused by
deterioration of human capital or a negative perception of the long-term unemployed
by the employers (there are vacancies but the long-term unemployed are not hired).
In addition, it is considered possible that the shift of the curve may be caused by
the developments of frictional unemployment. A decrease in frictions reduces the
number of companies searching for employees and the number of the unemployed
searching for jobs, which altogether shift the curve towards the origin.

LABOUR COSTS AND PRICE PRESSURES

Average wages

Due to the high inertia of wage changes, changes in wage developments appear later than
in normal economic growth. At the time of economic decline, besides general inertia, the
developments of average wages are influenced also by increased payments that arise from
lay-offs, holidays without pay, part-time work, etc. Therefore, the periods of strong decline
are characterised by an increase in unit labour costs and a drop in profits as a ratio of GDP.
The stabilisation in the share of profit depends directly on the stoppage of the increase in
unit labour costs, which occurred in the second half of 2009 as expected earlier.

Tensions related to wage pressures started to wane gradually already in the second half
of 2008. In the last quarter of the year, nominal wage growth slowed down so much that
remained below the inflation rate and so there was a real decrease in wages. In the first
quarter of 2009, the level of average gross monthly wages declined for the first time also
in nominal terms (1.5% year-on-year). At the same time, the real wage decline accelerated
from 1.3% to 4.5% (see Figure 16). Gross hourly wages continued to increase in the first
quarter (2.4%), which means that initially the wage cuts concerned to a greater extent the
more flexible parts of income from employment (bonuses, additional remunerations, etc.). In
the second and the third quarter, the acceleration of the decline in average nominal wages
continued (5.9% in the third quarter), whereas hourly wages started to decline as well; yet
the decline rate of real wages stabilised near 5% (due to the deflation, the decline in real
wages was smaller).

Estonian enterprises have approached the reduction of base wages in a thoughtful and
careful way. As of mid-November, six out of ten large enterprises of Estonia have not reduced
base wages at all, yet many of them have cut other benefits.
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Figure 16. Average wage growth

According to the Estonian Business Association, besides the reduction of base wages,
another efficient measure used was the reduction of performance bonuses. In Swedbank,
for instance, performance bonuses accounted for nearly 20% of total wages. Several
companies have managed to maintain base wages by reducing the number of employees.
At the same time, other options of reducing the spending or cutting the functions of lesser
priority were used extensively. Several managers of large companies considered the new
structure of costs more effective. It was also considered significant that costs were cut in
different ways, taking into account the contribution of the employee, his/her position and the
share of such bonuses in his/her income, which depend on financial performance (BLRT,
Eesti Telekom). Some wage cuts were established as a temporary measure (at the end of
summer, Tallink agreed with shore personnel upon reducing wages for one year by 5 to
20% based on the principle that “the larger the wages, the bigger the cut”). Other costs
reduced are, for example, phone and gas compensation of employees; also several other
benefits to employees (training costs, business trips, collective events and single benefits)
have been cut, frozen or completely lost.

Wage developments in the public sector are generally more inert compared to the private
sector. Wages in the public sector still started to decline in the second and the third quarter
(see Figure 17). Several decisions concerning the reduction of public sector wages were
made in the third quarter, which is why the cuts are not yet reflected in the average indica-
tors of the quarter. In the future, wage decline in the public sector will accelerate. This is
confirmed by the fresher data of the Tax and Customs Board concerning wage payments.

In November, the wage costs of enterprises registered in the Central Commercial Register
(excl. self-employed persons) decreased 22.8% year-on-year; the reduction of the number
of salaried employees (16.9%) helped to cut expenses the most, whereas the role of the
reduction of wage payments was more modest (7.1%). In government and state agencies,
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wage costs were reduced 15.2% while the number of salaried employees decreased 2.8%
and wage payments 12.8% on average (y-o-y). Since demand for services provided by
the public sector has not declined to a comparable extent with that of the private sector,
big cuts in the number of salaried employees are not possible in this sector. Nonetheless,
cutting down on expenses due to smaller tax revenues led to bigger reduction of wages
compared to the private sector.
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Figure 17. Average wage growth in the public and private sectors

In the third quarter, average gross monthly wages declined most in construction (13.8%),
agriculture (13.6%), mining, (10.6%) and public administration (10.3%). Wages increased
only in electricity, gas, steam and air conditioning supply (2.7%) and marginally also in
finance and insurance (0.1%). In manufacturing, average gross monthly wages decreased
4.3% and in wholesale and retail trade 7.9%.

Wage decrease in construction was well expected because in that sector, both employ-
ment and wages grew much faster than the average during the real estate boom. Therefore,
lowering the wage level in the construction sector enables to achieve greater compliance
with the developments of productivity during the downward phase. Since average wages do
not reflect the extent to which the wage decrease was caused by changes in wages and to
which by changes in the structure of employees, additional information on the labour costs
of the construction sector can be obtained from statistics on the construction price index in
which labour costs are measured based on typical posts. According to the statistics on the
construction price index, in the third quarter, labour costs decreased 18.2% in a year. Yet
it was exactly the third quarter when the stabilisation in the rate of wage decrease began:
monthly decline started to slow down (see Figure 18).

The reduction of wages continues due to the need to keep wage costs in compliance with
the decreased sales revenue of enterprises. According to national accounts, in the
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Figure 18. Labour cost growth according to the construction price index

first quarter of 2009, GDP in market prices decreased 11.6% year-on-year; companies’
profit sharply dropped during that period due to a slower decrease in wage costs (6.2%)
(operating surplus and mixed income decreased 44% y-o0-y). In the second quarter, deve-
lopments improved a little, but by the middle of 2009, it was not completely clear, whether
the decrease in the wage fund would eventually be sufficient for the decline in profits to
slow down. Developments in the third quarter brought about the long-awaited certainty
that the course was towards more balanced developments. The decline rate of wage
costs accelerated to 14.9% (incl. wage payments decreased 16.5% and social taxes paid
by employers 10% y-0-y) and the decline rate of profit continued to slow (together with
the depreciation of fixed assets to 22.3%). The developments were even more impressive
compared to the previous quarter: compensations decreased 8.5% while the profit increased
9.2% (see Figure 19).
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Figure 19. Compensations of employees and profits
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Wage costs are expected to continue declining also in the near future. Nominal wages will
be reduced further at the expense of additional remunerations and reduced working time
as well as by concluding new agreements with lower base wages. According to the data
of the third quarter, this process is about to slow down. More extensive corrections have
probably been made already, and if the economy does not face an additional unexpected
demand-side shock, the future reductions will be considerably smaller.

The flexibility of the labour market should, according to general understanding, show how
quickly the labour market responds to different shocks in order to get the optimal or at least
better distribution of resources. The key factor of wage flexibility in Estonia is considered to
be, in international comparison, the relatively wide usage of performance-related bonuses.
According to the 2009 survey by Eesti Pank, besides the correction of the number of
employees and base wages, wage payments are actively reduced also with the help of
other measures, such as reduction of the number of working hours and cuts in additional
remunerations and non-job related costs (see Annex 1).

Unit labour costs

During recession, the flexibility of the Estonian labour market is characterised by the dyna-
mics of real and nominal unit labour costs. Based on the data of the third quarter, it can
be said that cuts in labour costs in Estonia were relatively quick and extensive. Real unit
labour cost growth slowed down in the third quarter to 1.8%; nominal unit labour costs
stopped increasing (see Figure 20).

The real unit labour cost indicator compares the amount of expenditure per employee
(mostly wages and taxes on labour) and labour productivity (per employed person) in
current prices. Basically, the share of the value added spent on wages is calculated. The
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Figure 20. Unit labour cost growth by GDP statistics
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growth rate of unit labour costs is positive when labour costs per salaried employee grow
faster (or drop slower) than labour productivity in nominal terms. Nominal unit labour costs
compare labour costs per employee with real productivity, not with productivity calculated
at current prices. The aim is to analyse inflationary pressures arising from wage growth,
as enterprises have to increase prices of their products in order to retain profitability when
wage growth exceeds productivity.

In the third quarter, real GDP declined 15.6%, nominal GDP 14.4% and benefits to employees
14.9%. A slightly larger decline in the number of salaried employees compared to the total
number of the employed (10.2% and 9.5% respectively) raised unit labour cost indicators
by 0.7 percentage points.

Unit labour cost indicators, just like productivity indicators, were greatly influenced by the
decrease in working hours per one employee. Therefore, unit labour cost indicator started
to decline already in the second quarter; in the third quarter, the decline became even
faster. According to Eurostat’, nominal unit labour cost in Estonia decreased 4.3% in the
third quarter of 2009; its growth rate had decreased by 17.4 percentage points in a year.
Real unit labour costs decreased 2.8% (y-o0-y) in the third quarter. Compared to Estonia,
the decrease in unit labour costs was faster only in Lithuania (see Figure 21).
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Figure 21. Nominal unit labour cost growth in EU countries
INSTITUTIONAL DEVELOPMENTS OF THE LABOUR MARKET
Tax changes

On 18 November 2009, the government approved the unemployment insurance premiums
of 2010 at the current 4.2% level. The tax rate applied to employees is 2.8% and to emplo-

7 Eurostat’s data on unit labour costs is working-day adjusted.
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yers 1.4%. In the second half of 2009, during the period from 01.06.09 to 01.08.09, tax
rates of 1.0% and 2.0%, respectively, were in effect and before that period 0.3% and 0.6%.
In the second half of the year, raising the tax rates enabled to stabilise the Unemployment
Insurance Fund’s financing gap, which stopped increasing from July.

On 26 November 2009, the Riigikogu approved the amendment, which left the income tax
rate to the level of 21% in 2010. The amount of non-taxable income remained at 27,000
kroons per month.

Changes in the procedure for the payment of sickness benefit

On 1 July 2009, the procedure for the payment of sickness benefit was changed, applied
for certificates for sick leave according to which leave from work begins on 1 July 2009 or
later. Sickness benefit started to be paid to the insured person starting from the 4th day
of the illness (before it was paid starting from the 2nd day). According to the Occupational
Health and Safety Act, from the 4th to 8th day of the insured person’s iliness, the sickness
benefit shall be paid by the employer in the amount of 70% of the employee’s average
wages of the last six months. Starting from the 9th day of illness, the sickness benefit shall
be paid by the Health Insurance Fund.

Changes in the funded pension

According to the changes made into the Funded Pensions Act, state contributions to
the funded pension have been suspended fully from 1 June 2009 until 31 December
2010 and by half in 2011. Those who have joined the 2nd pillar may continue with contribu-
tions (2%) from 1 January 2010. In such a case, the state adds 2% in 2011 and compen-
sates for the difference in 2014 to 2017 (contribution of the state 6%). If those who have
joined the 2nd pillar do not continue with contributions themselves, no money is added to
the pension fund during 2010. State contributions will continue again in 2011 but only to
the half amount: personal share 1% and the state’s share 2%. The earlier scheme of 2% +
4% will recover in 2012.

There are no changes in the procedure for the payment of funded pensions. Depending
on the value of the units of a pension fund, the person has a right to withdraw all money at
once, receive regular payments directly from the pension fund or receive payments in the

form of annuities, i.e. periodically payable amounts on the basis of the insurance contract.

Increasing retirement age

On 16 December 2009, the government sent to the Riigikogu a draft act that stipulates
the increase of retirement age to 65 years as of 2026. There are two main reasons for the
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increase in retirement age. First, the future pensioners must be sure that their pension
would not be lower than it currently is and that, if possible, it would even increase. The
second reason is to alleviate the labour shortage accompanying the decrease in the active
population on the labour market.

The increase in retirement age, in the proposed form, will mainly affect those people who
are now up to 50 years of age. Those people who are currently 50 to 56 years old, whose
retirement age will arrive in 2017-2006, will remain in the transition period. All people who
are older than 56 will retire according to the order valid earlier.

At the moment, the retirement age for men is 63 years and for women 60 years and
6 months. By 2016, the retirement age for women will also be increased to 63 years. As of
2017, the retirement age would gradually increase for everyone, that is, by three months a
year, and by 2026, it will be 65 years for both women and men.

The Unemployment Insurance Fund launched the pilot project of training
vouchers

The purpose of the training voucher is to provide the unemployed and those who have
received a lay-off notice, in-service training, which will help them to find a new job. The
training voucher can be used by people with professional education or experience, who
must improve their current skills and knowledge in order to find a job. The training voucher
does not provide training for developing managerial or general social skills or initial level
professional training. The prerequisite for the training is a grounded necessity for in-service
training. A consultant from the Unemployment Insurance Fund will help to determine the
necessity for in-service training and to find a suitable course and a training provider. Cur-
rently, the selection is between 110 training providers. The Unemployment Insurance Fund
compensates for a training that costs up to 15,000 kroons.

Action plan for reducing unemployment and bringing the unemployed back to
the labour market

The priorities of the action plan are maintaining the working capacity and work readiness of
people, preventing and reducing unemployment, for the purpose of which several actions
are planned to be carried out. These actions are financed by European Social Fund (ESF)
co-funded projects and the budget funds of the Unemployment Insurance Fund.

Participation in active labour market measures has been clearly increasing through the
whole 2009: in October and November, more than 8,000 people every month took part in
labour market programmes, which was twice as much as a year ago and four times more
than in the first half of 2008.
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The objectives of the programme are the prevention of unemployment and alleviation of
the consequences of the loss of jobs as well as the increase in employment, decrease in
unemployment and reduction of the time of unemployment. It is also important that the
availability of the necessary information and services for jobseekers would improve.

The budget of the programme in 2010 is over 422 million kroons in total, out of which ESF
support is more than 353 million kroons. Compared to 2009, the budget has grown. In
2007-2009, the budget amounted to 407 million kroons (from which 319 million kroons in
2009).

Besides programme funds, state agencies, local governments, entrepreneurs and non-
profit associations and foundations receive support from an open call for proposals. At the
beginning of 2009, it was possible to apply for support from an open call for proposals for
150 million kroons; in 2010, the projects are financed in the amount of 200 million kroons.
The third call for proposals for submitting projects is planned to be opened at the end
of 2010.
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Appendix 1. Enterprises’ response to the economic crisis

Tairi R66m

In summer 2009, Eesti Pank in cooperation with the central banks of nine other EU Mem-
ber States conducted a survey of enterprise managers, which was carried out within the
Wage Dynamic Network (WDN).2 That was a follow-up to the extensive survey conducted
at the end of 2007. The purpose of conducting a new survey was to analyse the economic
behaviour of enterprises in the conditions of crisis and to compare it with the years at the end
of the boom. The survey covers four fields of activity: manufacturing, construction, services
and trade. In Estonia, 558 enterprises were questioned; the sample of ten countries includes
nearly 5,700 companies. The following is the overview of the main results on the survey.

First of all, data on to what extent the economic crisis had affected the enterprises of
different countries was gathered. The period covered was from the beginning of the crisis
until the summer of 2009. Responses on the extent of the decline in demand are indicated
in Table 1. This shows that out of the ten countries participated in the survey, economic
downturn has appeared particularly strong in Estonia. Nearly 81% of Estonian enterprises
consider the decline in demand strong or exceptionally strong. In terms of all ten countries,
the share of the enterprises provided such answer is about half smaller (39%).

Table 1. Consequences of the current economic crisis

Excep- Strong or
m':‘:gi?\/al Moderate | Strong tionaﬁy exceptgi'on- E::‘:
strong ally strong
Decline in demand

Austria 26.2 45.5 18.5 9.7 28.2 0.2
Belgium 21.7 36.2 23.7 18.3 42.0 0.2
Czech Republic 7.8 39.9 40.9 1.5 52.4 0.0
Estonia 1.9 16.8 41.5 39.4 80.9 0.4
Spain 19.0 40.6 28.0 12.4 40.4 0.0
France 19.1 43.9 24.8 1.5 36.3 0.7
Italy 14.8 41.9 35.5 7.3 42.8 0.4
Luxembourg 1561 481 29.5 7.2 36.7 0.1
Netherlands 34.4 29.2 231 12.7 35.8 0.6
Poland 16.9 59.6 18.7 4.0 22.7 0.9
Euro area 19.7 40.6 28.9 10.4 39.3 0.4
Non-euro area 14.0 53.0 25.3 7.2 32.5 0.6
Total 18.4 43.5 28.0 9.7 37.7 0.4

Notes. The estimates of the enterprises on how strong the impact of the crisis has been on the demand
for their products/services. The table gives the share of the enterprises (%) that have chosen the cor-
responding answer.

8 Besides Estonia, the survey was carried out in Austria, Belgium, the Czech Republic, Spain, France, Italy,
Luxembourg, the Netherlands and Poland.
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The second step was to find out, which channels the enterprises had been using for cop-
ing with the decrease in demand as a consequence of the crisis. This is demonstrated in
Table 2. The table compares the answers of entrepreneurs to the related questions
with responses to an analogous question gathered in the previous survey. A difference
between the two surveys, besides the macroeconomic environment at the time of the
survey, is also the fact that in the first survey, the entrepreneurs had to assess the
hypothetical situation: if there was a decline in the demand for the output of the given
enterprise, what the reaction would be. Besides, it was not specified how big the decline
in demand kept in mind was. In the second survey, however, entrepreneurs were asked
to describe a particular situation: how they reacted to the decline in demand arising from
the economic crisis. Although by countries, the responses to the first and the second
survey are rather different, the total sample shows that the estimates of enterprises the
demand for whose products/services has declined more sharply in the conditions of
crisis are more similar. The responses of Estonian enterprises to the first and the second
survey are also relatively similar. The previous and the current survey both show that
the most important channel for coping with the negative demand shock is the reduction
of costs. In the original survey 85% and in the follow-up survey 73% of the enterprises
considered that channel important or very important.

The enterprises were asked, which their main channel for reducing costs had been.
Answers to this set of questions are reflected in Table 3. The table shows that, compared
to the growth phase of the economic cycle, in the conditions of the current decline, cost
cutting strategies the enterprises use more are the reduction of working time (i.e. the
reduction of the number of working hours) and the reduction of performance bonuses. The
reduction of the number of employees with a non-fixed-term contract has also become
somewhat more important. Only approximately 1.7% of enterprises reduce base wages,
which is close to the level of the final years of the boom.

Cost-cutting strategies of Estonian enterprises differ from other countries that partici-
pated in the survey in several significant aspects. First, the share of enterprises that use
the reduction of base wages as the main method for cutting costs has increased here
remarkably in the conditions of crisis. While according to the previous survey this was
the case with 0.5% of companies, the new survey revealed nearly 16% — clearly more
than in any other country in the survey. There has also been a quite remarkable (over the
average) increase in the share of enterprises that cut costs mainly by reducing perform-
ance bonuses or working hours. In Estonia, the crisis has led to a situation in which
the reduction of non-labour costs has become much less important compared to the
reduction of labour costs. In the final years of the boom, 45% of companies considered
this the most important cost-cutting method; in the conditions of crisis, the share of
such enterprises is only 23%.
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Table 2. Strategies of enterprises for coping with the negative demand shock

Reducing prices Redl::;r:gigrofit Reducing output | Reducing costs

Original Fo::gw- Original Fo::gw- Original Fo:::w- Original Fo::gw-

survey survey survey survey survey survey survey survey
All enterprises 56.3 37 631 43.2 51.8 39.5 84.7 73.4
Country
Austria 37.7 30.2 57.3 44.6 54.3 43.8 82.9 84.3
Belgium 42.5 36.1 551 52.3 60.1 55.9 80.6 81.7
Czech Republic 51.3 34 54.4 40 52.2 48.5 86.7 88.3
Estonia 76.4 72 82.4 77.6 66.9 64.2 93.8 98.3
France 4 14.9 56.6 24 54.2 29.4 78.8 42.8
Luxembourg 48.2 26.5 64.1 321 43.8 24.5 89.8 88.3
Italy 58.3 41.5 na na 46 37.3 91 78.8
Netherlands 39.9 23.7 50.7 35.6 40.6 33.9 71.9 63.6
Poland 79.4 60.8 78.3 64.3 60.4 47.6 85.3 871
Field of activity
Manufacturing 56.3 37.8 60.4 43.9 66.5 57.9 86.3 76.5
Construction” 70.7 58.7 80.3 60.6 52.3 45.2 82.5 71.5
Trade 65.2 41.6 71.2 50.2 37.6 25.4 87.9 81.3
Services 481 31.6 57.3 36.5 40.2 21 80.8 64.5
Eg‘rfli‘c'a' intermedia- 64.8 10.6 796 321 30.6 27.3 88.2 88.5
Number of employees
5-19 65.4 40.5 71.2 451 451 321 80.2 69.7
20-49 60.7 4341 631 46.5 48.2 41.2 85.5 70.4
50-199 60.8 40.8 67.6 42.4 55 39.6 85.8 731
200+ 48.8 30.9 56.7 41.5 541 40.6 85.1 76.3
Negative impact of the decline in demand
None/marginal 60.7 277 62.6 29.5 47.2 16.7 83.7 55.6
Moderate 58.3 37 68.5 47.9 49.6 31 83.6 7541
Strong 52.2 45 56 50.2 53.6 60.1 86.7 83.4
Exceptionally strong 47.2 40.6 61.9 491 76.6 79.5 86.1 85.9
Negative impact of the decline in demand
2‘:);1% drgf;%”a' 59.3 33.6 65.7 41 485 25.4 83.6 68.1
asltl;osr‘t‘\;’o%;excep“o”' st2|  aa1|  s75|  a99|  s84|  ea1| see| 839

Notes. The table gives the share of enterprises (%) that consider the respective channel important or very
important. The table does not include the data of Spain because the corresponding question was structured
differently in their questionnaire.

* Construction sector is not covered by France and lItaly.

**Estonia, the Czech Republic and France do not cover financial intermediation.
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Table 3. Main channel for reducing costs

Base wages P onuses | fixadiierm contract | - tarm sontract | o hours "9 | Non-labour costs

Original | Follow-up | Original | Follow-up | Original | Follow-up | Original | Follow-up | Original | Follow-up | Original | Follow-up

survey survey survey survey survey survey survey survey survey survey | survey | survey
All enterprises 1.5 1.7 8.6 11.8 171 19.1 27.4 25.6 7.7 14.1 38.3 36
Country
Austria 0 0.4 10.9 15.8 ikl 1.2 6.5 1041 20.4 34.2 51.2 28.2
Belgium 0.3 3.4 10.3 16.7 29.3 35.7 29 45.6 5.1 32.5 26 40.6
Czech Republic 0 3.9 18.6 24.3 19 42.7 27 34.2 3.5 10.8 41.5 52.8
Estonia 0.5 15.7 17.3 23.9 17.2 24.4 15.7 3.3 4.9 9.1 44.5 23.6
France 4.8 1.1 5.8 5.9 11.7 25.8 57.5 42.4 5.6 5.7 14.6 19.2
Luxembourg 0 0.1 7.5 9.9 10.9 1741 28.4 33.9 10 12.4 43.2 26.2
Italy 1 1.3 9.3 8.8 16 174 28.9 20.8 9.8 18.2 35 33.8
Netherlands 0.3 1.2 3 4.6 3.2 8.4 37.7 40.1 2.1 5.8 53.7 39.9
Poland 3.5 2.2 8 17 31.4 15.3 8.7 10 5.2 6.4 43.3 47
Field of activity
Manufacturing 1.8 2.1 6.3 10.4 15.2 20.9 31.3 29.4 8.4 17.2 37.8 29.5
Construction* 0.1 3.5 7.5 17 27.6 14.5 15.7 20.5 10.5 5.7 38.6 44.8
Trade 2 1.8 9.8 10.2 21.2 20 24.7 23.2 6.9 1141 36.8 4241
Services 0.9 0.8 11.3 13.1 15.5 16 25.3 22.9 7.3 13.3 39.7 40.3
Eg‘;’lc'a' intermedia- 0 0 9.7 326 237 27.5 26.4 17.3 0.4 26| 39.8 34.3
Number of employees
5-19 1.8 1.3 7.7 11.8 201 17.6 21.9 14.2 8.7 8 39.7 481
20-49 0.7 2.3 9.3 11.2 15.7 17.4 23.4 17.5 7.8 15.6 43.8 38.7
50-199 1.7 1.1 10.4 14.5 18.3 19.6 25.5 26.2 8.4 141 36.2 35.3
200+ 1.6 1.7 7.7 10.8 16.3 20.1 32.3 33 6.9 151 35.9 31.2
Negative impact of the decline in demand
None/marginal 0.6 0.5 8.8 12.8 19.9 5.5 24 20 5.7 12 41 49.5
Moderate 2.9 1.9 9.5 11.5 17.5 17.5 24.2 25.6 9.2 10.2 37.9 39.8
Strong 0.7 2.1 8.2 12.3 15.3 25.5 30 27.9 8.4 18.6 38 27.7
Exceptionally strong 1.2 1 5.7 10.6 14.9 37.9 40.7 29.7 5.4 22.8 32.1 13.7
Negative impact of the decline in demand
None or moderate 1.9 1.5 9.2 11.9 18.6 13.6 2441 23.8 7.7 10.8 39.3 42.9
Strong or exception- 0.8 18 76 1ol 152 281| 323 28.3 77 195 368 247
ally strong

Notes. The table gives the share of enterprises (%) that consider the given method of cost reduction (reducing base wages, performance bonuses, the number
of employees with a non-fixed-term contract, etc.) the main channel for reducing costs. The table does not include the data of Spain because the corresponding
question was structured differently in their questionnaire.
* Construction sector is not covered by France and lItaly.
**Estonia, the Czech Republic and France do not cover financial intermediation.




Both surveys carried out within the WDN collected data on the enterprises that had frozen
or reduced base wages. In the first survey, this question covered the years 2002-2006:
entrepreneurs were asked whether they had, during five years prior to the survey, a) frozen
base wages and/or b) reduced base wages, and how big the share of employees concerned
by this was. The analogous question of the second survey covered the period from the
beginning of the crisis until summer 2009. The overview of responses to these questions is
presented in Table 4. The table shows that based on both the earlier and the new survey,
only a few enterprises have reduced base wages (2.6% and 3.2% respectively). Yet in the
conditions of crisis, the number of companies that have frozen wages has remarkably
increased. In 2002-2006, nearly 10% of companies froze wages while from the beginning
of the crisis, 35% of companies had frozen base wages and the same amount of enterprises
planned to do this in connection with the crisis. This data implies that in most EU Member
States, there is downward wage rigidity also in the conditions of crisis — a large proportion
of enterprises have frozen wages instead of reducing them.

Estonia is different from other countries participated in the survey because of the large
share of enterprises that have reduced base wages in the conditions of crisis. While there
were 3.2% of such enterprises in the sample on average, 44% of the Estonian companies
had done that. Why is there much more downward flexibility in the wages of Estonia than
anywhere else? First of all, because the decline in demand has been most extensive in
Estonia compared to other countries participated in the survey. Due to the extent of the
economic decline, the enterprises are suddenly forced to cut all production-related costs,
including the reduction of wages.

The second important reason, which has enabled Estonian enterprises to reduce wages
during the crisis, is the flexible institutional framework of the labour market. Several studies
in this area have shown that when employment relationships are more rigid and in countries
where the majority of employees are covered by collective wage agreements, wages are
more rigid as well. In Estonia, the share of collective wage agreements is the smallest
compared to all other countries participated in the WDN surveys. From the time the new
Employment Contracts Act entered into force in July 2009, also employment relationships
in Estonia started to be organised in the most flexible way.

Data on the reduction of wages given in Table 4 shows that in non-euro area countries
(Estonia, the Czech Republic and Poland), there has been more downward flexibility in wages
during the current crisis as well as in the earlier growth period. While in the euro area 2.1%
of enterprises have reduced wages during the crisis, this figure for non-euro area countries
is 6.5%. According to the first survey, the shares were 1.3% and 6.4%, respectively. At the
same time, euro-area countries had relatively more enterprises that did not reduce wages in
summer 2009 but were planning to do that. This indicates that the enterprises of non-euro
area countries have responded faster to the economic crisis.
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Table 4. Share of enterprises that have frozen and/or reduced base wages

Share of enterprises cutting wages| Share of enterprises freezing wages
Original Follow-up survey Original Follow-up survey
survey Did cut |Plan to cut survey Did freeze Plan to
freeze
Countries
Austria 1.5 1.7 1.5 9.3 1.8 8.4
Belgium 2.9 1 1.8 15.9 23.7 4.4
Czech Republic 9.3 9 3.2 31.4 54.6 11.7
Cyprus*** 3.4 1.8 2 15.3 20.6 5.9
Estonia 3.7 44.1 38.6 21.3 61.5 64.6
Spain 0.1 2.6 0.5 1.5 26.7 3.7
France 2.5 1.9 4.7 7.7 86 83.8
Luxembourg 0.7 2 4.3 3.8 31.7 62.8
Italy 7.3 0.3 0.3 8 46.8 44.5
Netherlands 1.6 2.6 3.8 25.8 15.2 8.7
Poland 5.7 4.2 1.6 9.7 18 8.1
All countries 2.6 3.2 3.1 9.5 34.5 34.5
Euro area 1.3 2.1 3.3 7.6 37.1 43.1
Non-euro area 6.4 6.5 2.7 14.8 27.4 10.3
Fields of activity

Manufacturing 3.1 3.9 2.9 8.2 35.5 39
Construction® 4 5.9 3.6 13.6 13.8 9.5
Trade 1.3 2.8 2.3 7 26.4 26.2
Services 2.8 2.4 4.2 12.2 42 39.4
Etr‘ei';fgiation” 1.6 0.1 0.5 11.9 26 7.2

Notes. The table gives the share of enterprises (%) that have reduced/frozen wages or plan to do this.
* Construction sector is not covered by France and Italy.

** Estonia, the Czech Republic and France do not cover financial intermediation.

*** The consolidated statistics do not include data on Cyprus.

Unlike in Estonia, in the Czech Republic as well as in Poland, the shares of enterprises
that have reduced wages are relatively equal in both surveys. In Estonia, more than 40% of
enterprises have cut wages in the conditions of crisis while based on the previous survey,
this figure is 3.7%. What is the reason for this difference? First of all, economic decline in
these two countries has been considerably more moderate than in Estonia. (Poland is the
only EU Member State where the year-on-year GDP increased as a whole in 2009.) The
second possible reason is the difference between exchange rate systems. Estonia uses
the currency board system while both Poland and the Czech Republic have floating currency.
The Polish zloty as well as the Czech koruna have depreciated against the euro from the
beginning of the crisis. Floating exchange rate system gives these countries an additional
channel for coping with the negative demand shock, which is why other cost-cutting chan-
nels (incl. the reduction of wages) are less important.
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To conclude, the surveys carried out within the WDN show that in Estonian enterprises,
there has been considerably more downward flexibility in wages from the beginning of the
economic crisis compared to other countries participated in the survey. In the conditions of
sharp crisis-driven decline in demand in Estonia, flexible wage setting has helped to prevent
the worst — if enterprises did not have a possibility to reduce wages, the employment decline
of 2009 would have been even bigger.
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