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BASIC STATISTICS OF ESTONIA, 2009

LAND






	Area (km2)
	45 227


	
	Agriculture (%)
	18


	
	Forest, 2008 (%)
	47








	Major cities (1 000 inhabitants)
	


	
	Tallinn
	399


	
	Tartu
	103



PEOPLE





	Population (1 000)
	1 340


	Inhabitants per m2
	30


	Natural increase in population (1 000)
	– 0.3


	Net immigration (1 000)
	– 1








	Employment (1 000)
	596


	
	Agriculture (%)
	4


	
	Industry (%)
	32


	
	Services (%)
	64



GOVERNMENT





	Public consumption (% of GDP)
	22


	General government total revenue (% of GDP)
	43


	General government deficit (% of GDP)
	– 2


	Public debt, Maastricht definition (% of GDP)
	7







	Elections
	


	
	March 2007


	
	March 2011



PRODUCTION





	GDP, current prices (billion EUR)
	14


	GDP per capita (USD, current prices)
	14 373


	Gross fixed investment (% GDP)
	22








	Origin of value added (%)
	


	
	Industry
	26


	
	Services
	71



FOREIGN TRADE






	Exports of goods and services (% GDP)
	65


	Main exports (% of total merchandise)
	


	
	Manufactures
	33


	
	Machinery and transport equipment
	26


	
	Mineral fuels, lubricants and related materials
	16








	Imports of goods and services (% GDP)
	59


	Main imports (% of total merchandise)
	


	
	Manufactures
	27


	
	Machinery and transport equipment
	25


	
	Mineral fuels, lubricants and related materials
	19



CURRENCY


 As of 1 January 2011, Estonia’s monetary unit is the euro. Previously the Estonian kroon (EEK) was pegged at 15.65 currency units per euro.




Executive summary

Estonia continues to show a remarkable determination in policy making. It has established a business friendly regulation, avoided fiscal deterioration during the crisis and made it into the euro area, despite being hit by an accumulation of negative external shocks. Helped by strengthening foreign demand and increased competitiveness the Estonian economy is recovering from a deep recession, which drove the unemployment rate up to nearly 20% and left an overhang of private-sector debt. The main policy challenges are now to: avoid cyclical unemployment becoming structural; strengthen the fiscal framework; improve the framework of bankruptcy procedures to deal with non-performing loans; reap eficiency gains in government operations; and make more out of globalisation as a sustainable driver of growth.

The large increase in unemployment generates additional workload for the recently reformed public employment service. It is important that adequate, appropriately-skilled resources are available for this task. In terms of active labour market policies, greater emphasis on training measures is necessary to support the reallocation of workers.

Current procedures to deal with bad loans are too costly and cumbersome. Personal bankruptcy procedures should allow more flexible and out-of-court restructuring plans. Corporate bankruptcy procedures require very specific expertise, which could be provided by a specialised court.

Owing to government policies, the fiscal deficit and public debt have remained low. However, the pro-cyclical bias of fiscal policy should be addressed by introducing multi-year public expenditure ceilings. An independent fiscal institution should provide expert input for fiscal policy decisions and assess outcomes. The sustainability of old-age income replacement relies on low replacement rates, which risk providing insuficient protection against poverty.

Estonia has a large network of very small municipalities, making the provision of government services ineficient and of variable quality. Therefore it should follow the example of other countries in the region and establish a more eficient municipal network through mergers and joint provision of services.

Relatively high out-of-pocket payments for healthcare, especially for pharmaceuticals and dental care, risk excluding low-income households from appropriate healthcare. Additional spending will become necessary because remuneration in the healthcare sector is relatively low. Fiscal room for dealing with these spending pressures could be created by further rationalising the hospital network and improving its cost eficiency. Strengthening incentives for wider use of cheaper pharmaceuticals would reduce the burden of private health care expenditures.

Estonia is an open economy with a business friendly regulatory environment. Nevertheless it has not fully reaped the benefits of globalisation. Enterprise support should therefore focus more on making firms more productive and overcoming size constraints. Furthermore, an active approach to better market the advantages of Estonia as a location for export-oriented foreign investors appears warranted.




Assessment and recommendations

The Estonian economy went through an extreme cycle of record-breaking growth up to 2007 and a precipitous decline in 2008 and 2009. Boosted by foreign demand and increased competitiveness, the economy has bottomed out, and is now generating some growth again. Unemployment is still high but positive inflation has already returned after a short interval of mild deflation. Unsustainable current account deficits have been corrected, although this improvement has not yet been tested by a solid recovery of domestic demand. This Survey focuses on the legacy of this major recession and the challenges going forward in the form of: the risk of a steep increase in structural unemployment; a high level of non-performing loans; the macroeconomic policy challenge of avoiding another boom-bust cycle in the course of euro adoption; securing the efficient use of public resources; and making the most out of globalisation. In order to keep the economy on a sustainable growth path in the future, work should be carried out towards developing new macro-prudential tools tailored to Estonia’s small open economy so as to better deal with a situation of excessive credit growth.

The extreme increase in unemployment risks becoming structural


Estonia has a flexible labour market; overall employment protection levels are amongst the lower ones in the OECD and nominal wages declined during the crisis. These strengths should help Estonia avoid current unemployment becoming structural. However, the risk of this is considerable, both due to the size of the unemployment problem and its structural aspects. Of the 100 000 jobs lost (a 16% employment decline) from the start of 2008 to mid-2010, around 80 000 were in the construction and manufacturing sectors. Many of these jobs, in particular in construction, will not reappear. This suggests that, despite the possibility of cross-border work in Finland, without retraining, a high proportion of the current unemployed are likely to become structurally unemployed. Such high unemployment levels, were they to become entrenched, might lead to ongoing high levels of hardship and poverty, and threaten social cohesion. Spending on training of the unemployed quadrupled from 2008 to 2009, but this still left its share in GDP a bit below the 2008 OECD average. Participation in activation measures and training should be compulsory where a need is identified by a Public Employment Service (PES) counsellor. For those unemployed identified as having Estonian language dificulties as an obstacle to finding a job, language training should be prioritised. A new training scheme, in which the unemployed can use a voucher to purchase training, has been tried out through to the end of 2010. There is evidence that training targeted to individual needs tends to have better results than general training programmes. The expansion of the voucher training scheme is welcome and should be swiftly implemented to help ensure training choices are tailored to individual needs.

The PES has come under significant pressure, even with the rise in staff numbers. PES clients account for only a small proportion of new hires and the proportion of registered unemployed that find a job using PES assistance is low. Overall registration at the PES is also low by OECD standards. The 2009 OECD Labour Market Review of Estonia found serious shortcomings in the resources available to the PES, including physical space and IT resources. Progress is now being made to improve IT systems. To meet these challenges, the financial and human resources of the PES should be expanded as much as is feasible. Consideration should be given to the following recommendations:



	developing a network of mentors (for example, retired business people, accountants) who could act as advisors in business start-up schemes;

	
exploring the scope for out-sourcing programmes to help alleviate pressure on the PES and tap into private sector expertise; this would require building competence in the PES to efectively contract out;

	further developing the PES Internet portal to enhance employers’ ability to regularly notify not just current vacancies but also the kind of skills shortages they anticipate.



Already high labour market flexibility can still be further improved at the margin. There is a very high proportion of full-time employment in total employment. The new Employment Contracts Act, effective from mid-2009, has reduced the risk of dualism by easing employment protection on permanent contracts. The new Act also made it easier to use fixed term contracts, but imposed the obligation for employers to pay for the loss of income to the end of contract term in cases of an early termination (except in the case of bankruptcy). While recognising the political economy obstacles, consideration should be given to putting a cap on termination payment obligations for fixed-term contracts.

It is unlikely that the private sector by itself will be able to generate enough jobs in the short term to absorb the large pool of unemployed. Therefore, at least some temporary and well targeted wage subsidies should be maintained. There has already been some reduction in the labour tax wedge for low paid and disadvantaged groups. However, the labour tax wedge in Estonia is still relatively high and there is additional scope to reduce the tax burden on labour in general and in particular for low wage workers. Consideration should be given to cutting social security or unemployment contribution rates.

Legal procedures should be streamlined, notably to deal with non-performing loans


The boom-bust credit and asset price cycle, exacerbated by global financial developments has left a sizeable legacy of debt overhang. Estonia’s non-performing loans (NPLs) ratio of 5.2% is high and similar in magnitude to those in Spain and the United States in 2010. NPLs peaked in 2010 and are likely to continue to fall providing the economy continues to recover, but, this would still leave the burden of reducing the current stock. If left to linger and/or resolved inefficiently, NPLs might unduly constrain both credit supply and demand and hence impede credit growth and the recovery. More generally, inadequate legal procedures for debt recovery and bankruptcy risk constraining economic dynamism.

Debt recovery is currently decentralised, being creditor-led by the banks, which imposes some additional burden on them. High levels of NPLs will put pressure on formal bankruptcy procedures, which appear to be inefficient by international standards. Reforming these procedures would not only improve the efficiency of resolving NPLs but also contribute to making Estonia a more attractive place to invest by enhancing the legal environment for firms. The recently legislated Debt Restructuring and Debt Protection Act provides for an out-of-court negotiated, but court-approved, debt restructuring procedure for individuals, including allowing a reduction in principal payments. On the corporate side, an international case study suggests that around 50% of the residual value of a company would be spent in formal debt recovery procedures in Estonia compared with less than 10% in Finland. It also takes around 3 years on average for insolvency procedures to be completed in Estonia compared with around 1 year or less in the best performing OECD countries, including Finland. Debt restructuring procedures allow outside expertise, but it is almost never used because debtors must pay for the experts and they rarely have the funds to do so. The decision to liquidate or rehabilitate a company requires specialised legal and economic/financial knowledge, which many judges do not possess. Liquidators are in short supply and not subject to sufficiently well defined obligations, allowing them to act in an arbitrary way. Finally, company directors are often too late in petitioning for bankruptcy, waiting until recoverable funds are almost exhausted. To improve foreclosure and bankruptcy, consideration should be given to the following recommendations



	implementing the debt restructuring procedure for individuals;

	establishing a specialist bankruptcy court with expertise in debt restructuring and bankruptcy issues;

	ensuring the court has the capacity to determine whether company directors have met their obligations to petition for bankruptcy;

	developing quantitative indicators as a stop-gap measure to determine when company directors have met their obligation to file for bankruptcy;

	giving courts the power to require the creditor to pay for experts, particularly in more intricate corporate cases.



The crisis put a severe strain on public finances…


Estonia has earned a strong reputation for fiscal discipline. In practice, prior to the crisis the Estonian government had followed a strict “balanced budget or better” rule, and has never been subject to the Excessive Deficit Procedure for EU member countries exceeding the ceiling of the Stability and Growth Pact. Gross public debt was lower than in any OECD country at 3.7% of GDP at the end of 2007, well below the level of government financial assets. However, with the benefit of hindsight, it is clear that the structural fiscal position deteriorated during the boom preceding the crisis, as cyclical revenues were used to finance an increase in structural public expenditure. This fiscal loosening occurred to a large extent due to the overestimation of the structural component of revenues, as in several other OECD countries, linked in turn to overoptimistic assumptions of potential output. When the crisis struck fully in 2009, the spending overhang coupled with the working of automatic stabilisers on the revenue side would have led, under unchanged policies, to a large fiscal deficit.

… and prompted a sizeable fiscal adjustment


In the light of limited market financing options and the need to support confidence in the currency board, the government decided to implement a large-scale fiscal consolidation and to move towards euro adoption as quickly as possible. The latter decision was an important factor in determining the scale of consolidation, as the general government deficit had to be kept under 3% of GDP to fulfil the budget criterion for euro entry. Several fiscal consolidation packages were approved during 2008-09, amounting to about 9% of 2009 GDP in total. Part of the improvement of the budget balance in 2009 was achieved by temporary and one off-measures, such as extra dividends from state-owned enterprises and the suspension of state contributions to the second private pension pillar. The accelerated use of EU structural funds partly offset the negative impact of fiscal tightening but there is little doubt that this pro-cyclical policy aggravated the downturn, although quantitative estimates of fiscal multipliers in a very small, open economy are surrounded with uncertainty. At the same time, meeting the euro adoption criteria under such difficult circumstances generated positive confidence effects. Anyway, this policy has left Estonian public finances in a strong position. Indeed, reaching the medium-term objective of structural balance will require comparatively little additional effort. At the same time, sustainability of old-age income replacement relies on low replacement rates, which risk providing insufficient protection against poverty. Protecting the second pension pillar is therefore important. The government should ensure that the contributions for the second pension pillar are higher in the near future to counterbalance the suspension of contributions in 2009-11 and publish a detailed old-age income replacement sustainability report.

The crisis highlighted the need for more vigilance concerning macroeconomic imbalances


The strong commitment to a “balanced-or better budget” was not sufficient to prevent the erosion of the structural position in the boom preceding the crisis. Economic policies in general should have paid more attention to the accumulation of large macroeconomic imbalances, such as large and widening current account deficits, surging housing prices and the expansion of private debt. The crisis emphasised that fiscal policy should be viewed in a broader context of macroeconomic developments.

Fiscal rules and institutions need to be strengthened to make fiscal policy more cyclically neutral


To address these challenges and further strengthen fiscal performance, the budgetary framework needs to be enhanced with a well-designed fiscal rule (consistent with the Stability and Growth Pact) that would help to attenuate, rather than amplify, the cycle. This is particularly important in the absence of independent monetary policy.

The recent legislative proposal to enshrine the balanced budget requirement into law would reinforce fiscal discipline, but do little to address the issue of pro-cyclicality. A target for the structural balance is a useful benchmark for fiscal policy in the medium-term, but the difficulties of accurately assessing the cyclical position of the economy and, therefore, estimating the structural balance limit the effectiveness of such a target for guiding fiscal policy. Nevertheless, assessing the cycle is critical for fiscal policymaking and the government should therefore further augment its work on the estimates of the structural balance and publish more detailed information about the underlying fiscal position, reflecting associated uncertainties.

A public expenditure rule is likely to be helpful by restraining expenditure growth during an upswing. Such rules are easy to implement and monitor, and have counter-cyclical properties by allowing the full working of automatic stabilisers on the revenue side, where the stabilisers operate. The budgetary framework should thus be enhanced with multi-year expenditure ceilings, which also largely take account of tax expenditures. When setting up the ceilings, the cyclical position of the economy should be taken into account in order to ensure the structural budget balance in the medium term. The rule-based framework would be further strengthened by establishing an independent fiscal institution to provide expert input for the budget preparation, assess budgetary outcomes and act as a “fiscal watchdog”. These tasks could also be assigned to an existing independent institution. Nevertheless expenditure rules do not prevent pro-cyclical changes in the tax system, which characterised fiscal policy in Estonia in the last cycle. While revenue-neutral reforms, which make the tax system more growth-friendly, are welcome, tax reductions should be assessed in terms of their cyclical appropriateness and, relatedly, their effect on fiscal sustainability.

The tax system can be enhanced to support fiscal consolidation and economic growth


Estonia’s tax system is simple and transparent. The efficiency of the tax structure can be further improved by reducing labour taxes and compensating the revenue shortfall with less distorting taxes



	The VAT system is relatively efficient, but compliance suffered during the recession. VAT efficiency can be further improved by strengthening administration, phasing out exemptions and by applying the standard rate to all goods and services for which the reduced rate is still in place. There is also scope for increasing the standard rate, which is below the rates prevailing in Nordic neighbours in particular.

	Property tax receipts are lower than in all OECD member countries. Currently only land, and not buildings are taxed; land valuations are infrequent and are now out of line with market prices. The government should increase the share of property taxes by bringing land valuations in line with market rates. Consideration should also be given to introducing a property tax on buildings.


	Well designed environmental taxes both raise revenue and address environmental challenges. The share of environmental taxes in GDP has increased over the recent years and is above the OECD average, but below the average for the EU. Estonia does not impose a tax on the use of motor vehicles (except for heavy vehicles), nor on their registration. This is unusual and not in line with the environmental objectives, as the government itself recognises in its Ecological Reform Programme. The government should continue with ecological tax reform, pursuing both environmental and revenue-raising objectives. It should consider introducing a tax on the use and possibly also on the registration of motor vehicles, differentiated by the air pollution and energy consumption characteristics.




Public spending eficiency needs to be raised


The two spending areas examined in this Survey are health care and local government, both of which are experiencing strain as a result of falls in budgetary revenues. Healthcare will be particularly susceptible to rising expenditures as a result of population ageing, increasing income levels and a global tendency for health costs to rise relatively quickly. Fragmented local governments in Estonia are very financially dependent on the central government, and have little incentive to provide efficient and high quality services.

Healthcare reforms could bring better outcomes and provide more cost eficient services


Estonian healthcare system performs relatively well, yet in terms of life expectancy it lags behind and there is scope for efficiency improvement. Total health spending at 6.1% of GDP is well below the OECD average of 9% of GDP. However, additional spending pressures will rise from convergence of currently relatively low wages in the sector compared to some neighbouring countries. The division of spending between public and private resources (out-of-pocket payments) is at OECD average levels, with approximately three quarters coming from public sources and one quarter from households. OECD analysis suggests that if Estonia moved towards the efficiency frontier defined by OECD best performers considerable gains could be achieved in terms of life expectancy while maintaining the current level of resources.

Current low pay and working conditions in the health care sector are not sustainable


While the number of practicing physicians per head of population is just above the OECD average, nursing staff per head population is well below. Estonia suffers from the close proximity of the Finnish market, in which the attractiveness of better remuneration is boosted by relatively low language barriers; better paid jobs outside the healthcare sector also make it difficult to attract people to the sector. Moreover, the tradition of a doctor-centred system is still prevailing, when more medical tasks could be carried out by well qualified nursing staff thus making them more cost efficient. With the economic downturn, migration pressures have reportedly eased somewhat, but upward pressure on health-sector wages can be expected. Existing remuneration and working conditions for health care professionals should be reviewed with a view to attracting adequate stafing, in particular in the countryside. Fiscal room to meet these spending pressures should be created by efficiency gains in the health care sector, in particular rationalisation of the hospital sector and better optimisation of care by boosting the role of general practitioners.

The hospital network can be rationalised with more emphasis put on primary care


Estonia has a national health system with a single state insurance fund and almost universal coverage. Family doctors serve a partial gate-keeping role, but as hospitalisation rates from some parts of the country show, the performance of primary care could be improved. A network of hospitals is owned either by the state or local municipalities. Healthcare is financed from a social tax (13% on wages) and transfers from general taxation. The system has been streamlined significantly but further scope for rationalisation in the hospital network remains. To ensure consistent quality of care and cost eficiency, the plan for active treatment hospitals should be updated in the light of changing needs and settlement patterns and the authorities are currently working on it. Given the small size of the Estonian healthcare market, international co-operation might be an opportunity to improve the efficiency of the system by reaping scale economies and specialisation opportunities but also for establishing quality benchmarks. Also, prevention programmes can play an important role in containing future spending pressures.

Healthcare may become less accessible due to high out-of-pocket payments


Out-of-pocket payments, both fees and co-payments for drugs, have grown significantly over time and have become regressive, with the largest burden falling on single pensioners. There is no cap on the payments as such, but higher spending qualifies for additional partial reimbursements. Access to dental care, which is not covered for adults, has been identified as the most problematic issue in terms of financial accessibility. Consideration should be given to introducing a means tested cap on out-of-pocket payments. Access to adequate healthcare and in particular dental care by financially distressed households should be ensured.

Wider use of less expensive medicines can ease the burden of private spending


Pharmaceutical expenditures are high compared to other EU countries and represent the largest share of out-of-pocket payments in Estonia. A number of studies point to low use of the least expensive drugs in Estonia. To tackle this issue, the authorities passed a decree in March 2010 obliging pharmacies to offer the cheapest drug and have launched a welcome public campaign to enhance awareness of the least expensive and generic drugs. Yet, anecdotal evidence shows that the cheapest drug is not always available and lack of competition in the pharmaceuticals market might be to blame. Doctors are already required to prescribe only active substances (rather than brand name drugs). In addition, the authorities should also require the pharmacies to dispense the cheapest pharmaceuticals. This should be followed up by monitoring prescribing and dispensing patterns, facilitated by the newly introduced e-Prescription system; disseminating information on best practices for physicians and pharmacists; investigating those that deviate excessively from norms. Contracts with the national health fund for non-complying providers should then be reconsidered. Moreover, given the smallness and structure of the pharmaceutical market, the authorities need to remain vigilant to ensure competition and explore possibilities to increase the supply of cheaper generics.

Local government spending can be better organised


All municipalities are responsible for the same set of public services regardless of their size, creating concerns, at both the central and local level, about the adequate capacity to ensure quality and efficiency. The central authorities have attempted to reduce the number of municipalities, most recently in 2009, but with little success. Currently fragmented local government units should either be merged or required to co-operate for eficient service provision. Consideration should be given to imposing minimum population requirements for provision of services and reviewing the existing grant system from the central government. Tightening the equalisation formula is another option. Furthermore, developing indicators to monitor the quality of services could help to build momentum for further reform.

Currently, local governments have only limited revenue raising opportunities and about one half of their revenues come from transfers from the central level. Matching revenue raising and spending responsibilities more closely would create better incentives for management of local issues and enhance accountability of local governments. It would also create an incentive for growth-oriented economic and fiscal policies, as municipalities could reap the benefits of their initiatives through increased tax revenues. Hence municipalities should be given more scope to raise revenue, for instance by allowing greater freedom in rate and base setting for the land tax.

Economic openness and a business friendly regulatory environment should be maintained


Estonia has a reputation for maintaining a market oriented, business friendly and open regulatory environment. Nevertheless, in contrast to some other new EU member countries, the export sector has not gained as much market share since EU accession. The productivity gap has been reduced considerably, but is still responsible for the considerable difference in income per capita relative to the EU27 average. The outlook for a ready absorption of laid-off construction workers and new jobs for uncompetitive manufacturing workers is not very promising , warranting policy action. While Estonia’s position as a business-friendly regulatory environment should be maintained, it is nevertheless worthwhile to deepen discussions to find strategies for how to develop comparative advantages in order to boost export market share and make most out of globalisation.

The business friendly environment should be enhanced with better targeted support programmes


Estonia has not been as successful as other market friendly Central and Eastern European economies with increasing export market shares, despite an overall business friendly regulatory environment. Current programmes need to be made more effective and targeted by better co-ordinating them behind the common goal of higher productivity, which will also help enterprises to more successfully reap benefits from globalisation. Providing international supply chains with ready-to-use business infrastructure, especially in areas with high unemployment, would give local firms better opportunities to enter such supply chains. Being a very small economy the success of small firms is decisive for reaching overall goals. Developing firm clusters would promote networking and co-operation among small firms, and would be particularly valuable in enhancing outputs. Consideration should be given to promoting clusters by providing financial support for start-up costs. EU member countries are obliged to regularly review regulation with respect to effectiveness and compliance costs. In this context it would be useful to extend regulatory impact analysis to existing regulations and introduce an ex post assessment of new regulatory interventions. Experience in other OECD countries shows that the cost of regulatory compliance is particularly high for SME, and that access to innovation networks and financing is hampered by the lack of own funds. Adequate seed capital should be made available by developing a local capital venture market.

Growth can be promoted through high technology


Considerable support for innovation and globalisation activities is channelled through EU structural funds but is subject to criticisms of being overly bureaucratic. In particular, grants are used, rather than tax incentives, and there is a tendency to channel support into “high-tech”. In order to avoid a not very promising “picking winners” strategy, more consideration should be given to introducing tax incentives for R&D. The sectoral basis of support programmes should be broadened to include those non-high-tech areas that could benefit from high-tech inputs in order to contribute to closing the productivity gap.

Enhancing skills and human resources


High growth and a rapid pace of convergence must rely on a skilled and flexible labour force. While employment protection is light and work incentives remain high, the education system is still tilted towards soft sciences, which were in high demand during the boom years. By contrast, manufacturing and engineering appear to be unattractive. Completing the pedagogic...
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