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Tatjana Muravska University of Latvia, Riga

Political Economy of the Crisis in Latvia 2008-2016- Key Contributing Factors

Neo-liberal policy and economic transformation

The severe economic downturn in Latvia, 2008-20d#% provoked by the world financial and economisi€r2007-
2009. It had similarities with many other countriesthe world: rapid growth of domestic demand litated by
borrowing ease from banks, boom of real estatepmsitive growth expectations of foreign investmeiiespite the
similarities with other countries, the roots of tleeent crisis go down in the annals of the modestory of Latvia.
They also open a new scope of debate that conpaitential for change in economic thought that ewvalhy could
positively influence changes in the political amtb®omic structures of the country.

Latvia and the other Baltic States were the fagjestving economies in Europe following the accassim the EU.
GDP growth in Latvia was more than 10% per yeamdu?004-2007. In Estonia GDP growth in the sanropevas
4.5% and in Lithuania- 8.1%.1 Between 2000 and 2@@Bore the crisis), GDP per capita, measuredurcliasing
Power Standards, increased from 37% of the EU geeira2000 to 57% in 2008. According to the o#lcstatistics,
this was the result of a convergence in indicabdistandard of living that started with the progpeaf EU enlargement
and continued since after. This process could beepeed in two ways: as the outcome of EU integratbut also as a
precondition to it.

The apparent success of economic development iodbetry until 2008 and its economic transformatiwas based
largely on the concept of a neo-liberal economilicgoLatvia since regaining its independence i®91@long with the
other Baltic states, Estonia and Lithuania, hasliegpthe neo-liberal policies of the ,Washington rSensus”.
According to the neo-liberal concept and policythed Bretton Wood institutions, transformation tmarket economy
from a centralised and regulated market requiredldmentation of the first generation reforms anstiintional
changes aimed at building strong macroeconomicaomahtals. Institutional reforms, privatization aedtructuring of
large enterprises in all branches of national eoon radical fiscal reform, supported by the refarfriax policy and
tax administration as well as the reform of budgetarocesses, have been done accordingatépolicy package”
suggested by the “Washington consensus” and ragisgba “shock therapy” policyThe key fundamental suggestions
received from the International Monetary Fund (IMF@lates to the establishment of a rigorous mammoemic
framework. Technical assistance, provided by th& Bhd the World Bank, permitted for the first-geatiem reforms
to be completed by the mid 1990s.

During the transition period, and the implementaiid the first generation reforms (1991-199%he Latvian economy
underwent three major downturns. The first was frli881-1994 when the economy in 1992 shrunk by alrg86%
with a dramatic decline in production and livingustards. However in 1994, the rapid decline of GDRatvia
stabilised. This year can be considered as a wipdnt and the beginning of the economic succesy sf Latvia that
lasted until the crisis of 2008.

The second downturn occurred in 1995when the iatdranking and financial crisis damaged the econ@mystem of
the country. In 1996, the economy started to recover. BetwE@®6 and 1998, economic development began to
flourish with an annual growth rates reached 6%hefGDP and represents an example of the condiittmmevergence
theory. By 1997, growth in Latvia was the most pronounoédhe transition economieand the annual economic
growth of the country walsigher than that of the EU during 1996-1998. Howeire1998, a third downturn took place.

! EurostatFlash Estimatdl4 February 2008.

John Williamson (1990) What Washington Means blydy Reform Peterson Institute for InternationabBemics,

http://www.iie.com/publications/papers/paper.cfmesh|D=486, (5/03/11); Grzegorz W. Kolodko (20825t Communist

Transition and Post- Washington Consensus. The hegso Policy Reforms in Mario I. Blejer and Markkrgb (eds.)

Transition: The First Decade. The MIT Press, Cadgesj Mass.

In December 1999 the EU opened negotiations kdtkiia about the accession to the EU and the Goven of Latvia signed the

Joint Assessment with the European Commission onogaiz policy priorities for the country.

4 Fischer S, Sahay R, A Vegh C (1998) How Far isétagturope from Brussels IMF, WP/98/53, http://myibauni-
muenchen.de/20059/1/fischer-sahay-vegh-brussels5i68/11



Political Economy of the Crisis in Latvia 2008-2010 - Key Contributing Factors

This was the result of the Russian economic arahfifal crisis of 1998 that had a negative impacLatvia The 1998
rouble devaluation in Russia forced Latvia to realrits exports from Russia and the Common Inddeen States
(CIS) towards the EU countries, and thus abandoat wias once Latvia's main export market. HoweverRhssian
and CIS markets became problematic for Latvian peeds not only as a result of the weakened demandi$o due to
the strong Latvian currency, subject of the phifgsoand independent position of the Bank of Latliathe medium
term this loss of exports to Russia and the CISagagpensated in part by exports to the EU.

The impact of the Russian crisis on Latvia strorigluenced trade patterns and forced Latvia’'s pomas to reorient
trade flows to the EU countries, which grew by 184l per year by the time of the EU accession in 2G0w

accounted for approximately 50% of Latvian expogsestablishing the pre World War |l trade patteSteadily a
trend of inter-trade with the EU has changed toaintrade. The second-generation reforms have lmplemented
with the prospect for Latvia to become a membethefEuropean Union. Methodologically it is aknovged that the
second-generation reform process is focused orcogalergence, which requires structural adjustraedtovercoming
the income gap between Latvia and the EU level.

Related to the above described trends in trade Gineernment identified comparative advantages ef abuntry,
particularly as far as the product compositionraflé is concerned: wood and wood products domirextedrts, and
the production of these also made a decisive dnntan to the growth of GDP. Another important istty was textile.
Export of textile to the EU was stimulated by chéapour cost, as the industry is relatively labmtiensive. However,
this advantage has eroded over the following yedien Latvian wages increased to catch up with Wie&erope.

The economic progress of the country required wideding of the emerging composition of productioat would
have to be complementary or competitive to thectines prevailing in the European Union. Suppothote sectors of
the economy that should be developed in order teefitethe most from EU membership, was of crucmportance.
The economic structure as a whole has been transtbrsince the transition began in 1991. Post WVl I
developed large industrial enterprises and indalstrbased agriculture that has been predominatilt tive transition
started. These have been dismantled with the diesteration reforms and, in particular, through phizatization
process. Agriculture and manufacturing by 2001 aoted for 14% of the GDP, and the service sectoowtted for
70% of GDP® This pattern continued until the crisis of 2007:@0thus resulting in a serious impediment for izto
catch up and become a serious competitor withdhetcies in Europe. It is important to stress thdtatvia as in some
other countries in the EU, service and constructectors grew rapidly during 2000-2008. At the satinge
manufacturing lagged behind.

While employment in agriculture and industry haslighed, it has risen steadily in construction amali other service
sectors, apart from business and financial seryvlmaisincluding public administration, educatiorddmealth. Latvia's
National Development Plarior 2007-2013 at the time of its preparation if9@0put emphasis on the development of
knowledge-based industries to stress in the futamparative advantages in those sectors, whichid dtas. This
complements the traditional timber and textile isties with such sectors as biotechnology, timbeendstry,
pharmaceutics - all of which are knowledge basebraquire high technology.

Latvia has been generally following a set of monetnd fiscal policies demanded by the internationarket. Free
convertibility and the liberal foreign exchange ipglhave secured competitiveness on the foreigmaxge market.
The national currency (LVL) was pegged to the SBR 991 and since 2004 has fixed the peg rate ofatiseto the
euro. It has been quite stable since its introductiorg #me domestic money supply has 100% foreign exgdan

Bank of Latvia, http://www.bank.lv/eng/main/allfgafo/presrunas/latviainfocus/, 5/03/11

Ministry of Economy of the Republic of Latvia, ZD0

Muravska, Tatjana. Crisis inLatvia- Economic Trfansation: The Regional Dimension and Developmentsfraims (2012) in
Adaptability and Change- The regional Dimension€émtral and Eastern Europe, eds: Grezgors Gorzelak-Ching Goh and
Karoly Fazekas, SHOLAR, Warsaw,pp240-263.

Latvian National Development Plan 2007-2013.Miyief Regional Development and Local GovernmerthefRepublic of
Latvia, Ltd."Jelgavas tipogfija” 2006.

Since the beginning of 1994 when the Latvianengy was pegged to the SDR, the unit of accountitigeolnternationally
Monetary Fund (1 XDR = 0.7997 LVL). The Bank of Latwin December 30, 2004, has fixed the peg rateedfits and the euro
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Tatjana Muravska

coverage. Exchange rate pegs in Latvia have prdvaerencystability and significant progress with disinflatio
However, when the exchange rate is fixed, the bund@djustment in response to external shocks, orssiniftelative
competitiveness, falls elsewhere on the economyth€cextent that prices or wages are not flexibleugh, and the
real economy has to adjust.

As a result of comparatively stable and liberalreauic policies, the Latvian economy was successfldttracting

foreign direct investments (FDI) before the acamssio the EY’. This had a positive influence on the rapid

development of the foreign trade relations. Thereehbeen substantial changes in foreign directstmvents over time
including the modest investments in 1992-1996 theteased considerably in 1997. the greatest gafifsDI were

experienced after accession to the EU as the resaltombination of political and economic factdrke major part of
FDI influx has been in transport and communicatipart facilities, industrial sector, food and wopdocessing,
textiles, chemicals, base metals, metal products raachinery. It is important to mention that FDIshalso been
significant in real estate and construction

Since accession to the EU and until the recenisctiise FDI stock more than doubled in both goaus services. In
terms of the production of goods, a particularlgidaincrease of the FDI has been observed in tleeggnsector (by
almost 5 times), and more than 5 times in the coosbn sector. The dynamics of FDI was not so dapi the

manufacturing sector and has increased only bytim®&s!* However, the majority of the FDI were financial

transactions that are not included in direct andfpliio investment, but represented trade loankgotredits and
borrowings, cash and deposits, etc. The biggesedfahe financial influx belonged to commercialnzs. This trend
was stimulated by the open regime of the finanatalount and the fixed currency exchange rate. Nadd German
banks (Skandinaviska Enskilda Banken, Swedbankdé&r DnBNORD) mainly, have increased their stake
ownerships and new acquisitions in the financiat@e

In 2000, Latvia became an integral part of the Basm banking system. The real time gross settlesystéem was
introduced, which strengthened motivation of finahcapital to “settle” in Latvia. Since 2005 theating position in
FDI belonged to financial services. Influx of Fs percent of GDP, was the highest (8%) in 2006 taad was
reduced to 3% in 2009. The intensity of FDI flowsLiatvia, like in almost all countries in the warlid considerably
weaker than before the crisfsThe high levels of investment were the result lef tntensified influx of foreign
financial resources into the national economy adieression to the EU, while domestic savings weeceldéw, and
cannot be considered as a sufficient source ofsinvent. However, a number of potential risks fa thture of real
convergence existed and associated with the sdalkeocurrent account deficit and inflationary me®s. Stable
financing of the current account deficit due t@sty flows of FDI plus cross-border credit transfieesn Nordic banks
to their subsidiaries in Latvia, helped to sustnnomic development in pre-crisis period.

At the same time, inflation increased in 2004 ngsio 7.3 percent, reached 10% in 2007 and was 18 in 2008,
due in part to the rise in administratively regetaprice&’, the harmonization of indirect tax rates in thateat of EU

accession, and high world oil prices. A negativedain stimulating inflation was the growth of yaie sector credit
and real estate. Strong domestic demand and ao@ispiionate current account balance pushed infidbieyond the

at 1 EUR = 0.702804 LVL, which took effect on Jaiyukr2005 in line with the government approved gtarLatvia's
preparation for full-fledged membership in the Emmic and Monetary Union (EMU). Bank of Latvia,
http://www.bank.lv/eng/main/all/monpolicy/ls-euraipl/, 2/04/11

19 Foreign investors get national treatment, and #reyfree to engage in any activity, convert anddfer their earnings. Companies
established before 1995 received 4-8 years taxléngdi Since 2001, large investments — both domastidoreign — are eligible
for corporate income tax holiday of up to 40 petagfrthe invested amount, in line with the limit &y EU competition rules.
Companies manufacturing high-tech products enj@xdobliday of 30 percent of the investment; in ¢ase of small and
medium-sized enterprises it amounts to 20 perdérg.corporate income tax rate has fallen graduadhching 15 percent in
2004. The withholding tax on dividends amountsQgércent.

1 Ministry of Economy of the Republic of Latvia, 208808.

12 Ministry of Economy of the Republic of Latvia, 2011

13 According to the data provided by the Central SiatisBureau, in 2008, 11.46% of all goods and sewiisted in the Consumer
Price Index were services with administrativelyuleged prices. These include services that ardatagiliby the Public Utilities
Regulation Commission, services that are regulaydddal government regulators, as well as otherises that have regulated
prices.
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Political Economy of the Crisis in Latvia 2008-2010 - Key Contributing Factors

10% threshold. In 2010, the annual inflation reacBe5%. The main contributors to the inflation whe prices for
energy and food. For example, petrol prices ros&42%, whereas diesel fuel went up by 19.9%; hgaticreased by
19.4% and natural gas by 16.3%; food prices weryu@%:*

The economic downturn started in the first hal2008 and originated in the reversal of the domestt estate boom.
This worsened rapidly and affected GDP growth ratdsch dropped to 4.6% in 2008. The hardest dommtuas in

retail, real estate and construction. The budgititevas 1.6% of GDP in before the accession i02@nd below 1%
of GDP every year after 2004, before rising to 4ih%008 and 9% in 2009. The budget deficit wasavaed to 7.6%
(targeted at 8.5%) of GDP in 2010, and for the 20Was projected at 6 % of GDP and 3% in 2G12.atvia’s current
major financial policy goal is to enter the eurmedy 2014.

Large domestic consumption as a result of liberatlit policy by banks (majority of them are Scardian crediting
institutions) in Latvia, was one of the reasonstf@ loan- giving boom in the country when foreigmrency loans
have dominated. Experts from the European Commmis$MF as well as the European Central Bank haveadly
stressed the danger of this situation prior todhsis, but the ruling parties ignored warningsnfrthe international
financial community that the economy was dangesotmslerheated.” Too little was done and too lateatmid an
almost inevitable catastrophic outcome in terma ®fard landing™®

Unfortunately, the government’s decision to limausing loans through the requirement for buyergrtwvide co-
funding in the value of at least ten per cent @&f ¥alue of the purchase and the proof of taxedmecérom the State
Revenue Service, was introduced too late. TheiCRejister of the Bank of Latvia was also creaiaty in 2007 and
launched in 2008’ In addition, the Latvian population is still laokj experience in adjusting to the new rules of a
market economy imposed by the neo- liberal appraactconomic development, which resulted in arustifjably
high increase of housing and other types of Ioans

The catalysis of the rapid economic downturn wasahnounced insolvency in November 2008 of thersktargest
bank by total assets and the only Latvian commkbaiak - Parex Bank. Despite the nationalisatiothefbank, rapid
capital outflows continued and the government ohiied deposit withdrawal restrictions. Consequemibn-resident
deposits had in general decreased by 19.2 % inyeae by December of 2008 in Latfialn general, the global
financial turmoil put a blockage on credit channalsd investment flows into Latvia drained off. Tiharex Bank case
very seriously affected this process. The FDI agicgrto the Central Statistical Bureau amounted 23illion euro in
Q1 of 2009, down almost 94 % from 371 million eim@1 2008. CSB data shows that the adjusted G@Rdifor the
first quarter of 2009 was -18.0%ternational experience shows that economic grdwhnot always been a symptom
of economic overheating. The so-called “overhedtifgthe Latvian economy was and continues to lseused by
experts. However, no forecasts have been madei¢ébrdeep downturn as Latvia experienced.

On 23 March, 2010, the Latvian Cabinet of Ministepproved the restructuring plan of Parex Banklated submitted
the plan to the European Commission. Accordindéodian, a part of the Bank's assets were usethéocreation of a
new bank, Citadele, with a stable financial badee @ecision envisages that until 2014, no additistete budget
funds, apart from the Treasury’s deposit for cdigasion in the amount of 146.55 million euro fiomancing equity

14 Central Statistical Bureau of Latvia (CSB), 2011.

15 CsB April 18, 2011; Declaration of the Intended Aitis of the Cabinet of Ministersf the Republic of Latvia,
http://www.mk.gov.lv/en/mk/darbibu-reglamentejosiekumenti/valdibas-deklaracija-eng/ ,20/04/11

18 IMF (2008) World Economic Outlook: Housing and fesiness Cycle, April
08. Washington DC: International Monetary Fund, #fitpgvw.imf.org/external/pubs/ft/weo/2008/01/indetay 9/01/11.

17 Bank of Latvia, http://www.bank.lv/eng/main/all/labk/register/register/, 9/01/11

18 The Parex Bank restructuring component requiregeléunding as the Parex Bank (assets equivalenbte than 20% of GDP)
was taken over by the government following a rurdeposits and the consequent need to avoid defautie 775 million euros
(%1 billion) of syndicated credits due in 2009. fiteblems at Parex Bank were one of the main redsohstvia to apply to the
IMF and EU for financial help, since the syndicateedit had the right to demand repayment of the aemediately following a
change in ownership at the bank, and the governmeeded the institutional support to be able tegetiate and rollover the
debt. As a result the Latvian authorities have balgle to issue guarantee for the refinancing ofiated loans of EUR 775
million due in 2009 (euro 275 million in Februarmgdaeuro 500 million in June). The risk of furthexpasit withdrawals from
Parex Bank, especially by non-residents, will cargirdespite the effective nationalisation of thekbakt present negotiations
with the EBRD take place for EBRD to become a parthére@Bank.
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capital during the division phase, will be needEle decision does not provide for any other addaionvestment of
state capital in the Parex Bank or the separated.Rrime Minister Valdis Dombrovskis stated: “ &aBanka has
received state aid in amount of.565 billion eurng ahe decision provides for no more than 1.85dmilleuro of
aggregate state investments, including guarantdessamount is based on calculations by the Findfinéstry and the
Latvian Privatisation Agency as adequate for engusufficiency of both banks — the Parex Bank amatteer bank that
was separated from the Parex Bank. Harmonisatidhesie decisions with the European Commission edsiat the
restructuring model is viable and will not distedmpetition in the EU internal market. The previgusidespread
policy of lending without any in-depth researchoi@at loan applicant’s credit history was suddenplaeed by a much
more cautious approach. Together with an increasgalue-added tax, this has profoundly influencedscmer
behaviour.

In just a year, the economic boom was replaced byisés that made foreign borrowing unavoidableg@dvernment
programme to restore confidence and macroecondatidity has been initiated based on an agreeméhttie IMF.
This programme involves a .5 billion euro injectiohliquidity into Latvia, including contributionfom the EU, the
IMF the Nordic countries, and the World Bank.19sltwidely acknowledged by experts and the publitatvia that
fiscal management carried out by the governmehbfia prior to the crisis was pro-cyclical and imture. This could
be explained by the behaviour of political coatiscaimed at the redistribution of the state budigreds as a result of
the implementation of supplementary annual budgethe end of the fiscal year, which always incesagovernment
spending. As a result, the economy suffered frotmailances. Having the EU’s highest GDP growth (2007, largest
credit expansion, house price increases, and ifigtion, Latvia has currently the largest accodeficit of all EU
states as well as the highest private sector detbei CEEC.

Labour market and economic democracy

Social protection and employment policies represamwnt conflicting trends in the context of socio-somic system
development. this represents another feature irbthileling of a market economy in Latvia. The expade of the
country can contribute to the modern conceptuahtieim Europe of economic democracy and the tiansftom the
capitalist welfare state to democratic socialisine Thajor themes under consideration are focusatieofree market,
market socialism and socialisation of the market.

These debates are determined to great extend bgwexlish Model’ of socialism and theories of GoRthn, one of
the fathers of the ‘Swedish Model’, and Rehn-MeidMedel’ Rudolf Meidner. The most influential ecanic model
of the twentieth century is known as the ‘wage eafand$’. As a result of the economic crisis in the 197 2980s
and its consequences, these models became thevidest used in the Old Member States in the EU. fiimelamental
guestion remains whether market forces should pla@gntral role in the economy or whether they shduhction
under the pressure of democratic decision making.

The socio-economic democracy conégjs foreseen through the implementation of sociicy and social protection.
This concept is aimed to minimise a potential dohfin the decision making process on the subjédhe wealth
distribution in a society and is focused on sucués as the concentration of wealth and demogpaticiples. A
macro-level approach to this dilemma requires theolvement of a government to develop a mechaniem f
harmonisation of the interests of different sogabups. Besides, this approach requires certaatesfies for the
transformation of power and property by the proowtdf further democratisation of a welfare statd pablic sector,
corporative management, cooperatives and self-negneuqt.

19 The authorities reaffirmed their commitment totimgt the budget deficit on a rapidly declining p&iom 2010 onward in order to
meet the Maastricht criteria for euro adoption aigk]y as possible;
IMF, http://www.imf.org/external/np/sec/pr/2010/pd7 .htm, 5/04/11

20 Brian Burkitt, Phillip Whyman (1994). “Employee lestment Funds in Sweden: Their Past, Present ahdeFuJournal:
European Business Reviewol. 94, no 4, pp. 22-29; Lennart Erixon (2008)he Rehn-Meidner Model in Sweden: Its Rise,
Challenges and Survival” , Department of Econontitsckholm University, http://www.ne.su.se/paper/@p02.pdf, 9/01/11

2 Economic democracy is a concept that was develapetle 19th and 20th centuries with the main itee@pply democratic
principles in an economic system
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Countries that have rather regulated economiesagpty contra-cyclical measures experienced much tiebulence
during the recent crisis. For example, Germany,t#aisthe Scandinavian countries and Canada. Thesetries
pursued the classical path of protection of doroestdustry, public infrastructure spending, bankisgstem
regulations, and progressive taxation, public heaftd workplace safety regulations.

In Latvia, neo- liberal policy and the path of tlaglical free market economic reconstruction didprot/ide provisions
of an inclusive welfare state system. Developmédrgozial dimension in Latvia before the accessmhe EU was
significantly influenced by a conflicting trend sbcial protection and employment policies. Nevdetbg international
organisations such as the World Bank, United Natidavelopment Programme, International Labour Osgdion and
the European Union suggested and implemented proges and projects that help to establish a legahdmwork
required to provide a social safety net systempideghe fact that Latvia has signed several irtgomal agreements
on human rights, welfare as well as social prove2i, Latvian legislation does not provide an expldsfinition of the
term ‘social protectiorZ3. It is important to stress that major legislatsteps to develop the social protection system
were taken in the pre-accession period. The aaregsriod required the design and implementatiothefNational
Employment Plan launched in 2004 and National Actdan for Reduction of Poverty and Social Exclos{a004)
that was in line with the Single National Economiragy (2004-06) Joint Memorandum on Social Incls
(2003p4. The Ministry of Welfare in Latvia has issued twoportant strategic documents: the “Conceptionhaf t
Development of Labour Protection from 2007-2013d ahhe Programme for Development of Labour Protetfrom
2007-2010". At the same time, while the economiweligpment aspect and its various components afg ful
recognized, the social dimension is more diffused aot always fully integrated in the developmerdgess. This
increases the risk of increasing the lack of pubtinfidence regarding the stability and sustaiitgbdf the safety net
system in general.

A controversial issue in the development of thesg@msystem was the complete transfer of admitiggraights of the
state’s funded pension funds to the private setttdras lead to a high concentration of financedaurces within the
private pension plans and investments of thesairess abroad, especially the US bonds. consequémtiye resources
are not facilitating development of Latvian natibreconomy, but rather working against the Bank aitvia
intervention policy. The increase in economic atigs since 1999 has witnessed a significant degfemnvergence.
Latvia appeared to have a clearly positive develamnof GDP per capita from 2005 to 2007 and rosevalb0% of
the EU average.25

Over the period from 2003 and until the crisis @08, the employment rate increased by 6.5 percedtthe
unemployment rate decreased by 4.5 percent. Thbewuaoi average yearly benefits recipients decreakglitly every
year after EU accession, following the generaldrsimce 1999. On the contrary, the average unemmay benefit
and the associated social insurance expenditusstiglly increased. The rise in the unemploymenefiis linked to
increase of wages in the economy, but also to rfegalization of employment (or rather paying sod¢reurance
contributions from full salary, reduction of pregate of “ envelope wages”).

22 The Universal Declaration of Human Rights, Unitedtibns General Assembly resolution 217 A (lll) frbBnDecember
1948.European  Social Charter, Council of Europe Vreatadopted in 1961, revised in  1996.
(http://lwww.hrcr.org/docs/Social_Charter/socchanipd). Constitution of the Republic of Latvia (1992as amended,
www.likumi.lv - 9/01/11 assures that everyone has rights to Iseeizurity when old or in the case of work inakilior
unemployment.

2 EC Regulation Nr. 322/97 art.2.

2 National Employment Plan (European Foundation ftire Improvement of Living and Working Conditions.
www.eurofound.europa.eu/areas/qualityoflife/eufiifdex.php?template=3&radioindic=dDomain=3 3/034htl National Action
Plan for Reduction of Poverty and Social Exclusi@004-06 (accepted on July 23, 2004), that wasna ivith the Single
National Economy Strategy (2004- 06), /Tautsainihi&s vienat stratgija, 2004/.www.likumi.lv/doc.php?id=72377 3/03/11;
Joint
Memorandum on Social Inclusion (2003), prepared.dtyia together with European Commission (JIM)nsid on Decemberl8,
2003. The Ministry of Welfare in Latvia has issuge important strategy documents: the “Conceptiothef Development of
Labour Protection from 2007-2013" and ‘The Prograiar Development of Labour Protection from 2007:20

% Eurostat. 2008, http://epp.eurostat.ec.europaené| TY _OFFPUB/KS-SF-08-112/EN/KS-SF-08-112-EN.PBB3/11
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The expenditures on social protection have beat#yeincreasing since 2000 reaching almost 2 amlieuro in 2007.
However, this expenditure was around 30% in 200Bdlgium (30.1%), Denmark (29.1%), Germany (28.7Fsance
(31.1%), the Netherlands (29.3%), Austria (28.5%) &weden (30.7%), and below 15% in Latvia (12.2E&tonia
(12.4%) and Lithuania (13.2%). These disparitictece differences in living standards and also @atives of the
diversity of national social protection systems aridhe demographic, economic, social and insthal structures
specific to each Member StdteAccession to the EU has promoted discussion @itthend safety issues at the
workplace as the accession has re-opened inhemsibhs in the EU policy making in health and saet a result of
incompatible two objectives: the need to ensw@adh member state compliance with regulation aroagcked
minimum standards through active regulatory enforet and the promotion of voluntary initiatives the
management of work place risks and hazards in dodereate “a culture of prevention”.

According to the European Agency for Safety andItHeat work and estimating EU labour forces is appmately
about 220 million. The fatalities rate per milliare at 25 in the EU compared to over 50 in LatVlze estimated cost
of work place accidents in the EU is 20 million @er year. For Latvia alone it is approximatel 1fillion euro per
million workers. However, in view in the more thdouble workplace accident rates in Latvia usinglfa¢s as an
indicator, the cost of workplace accidents in Latwiay exceed 200 million euro. Thus, workplace deatis represent
not only human tragedy, but also a major economaidén that must be addressed urgently. As a restiie crisis, at
the end of 2009, the ration of jobseekers exce@d of the economically active population and wadesreased
significantly, especially in the public sector. Digethe labour market and crediting conditionspd&able income of
the population decreased. Government expenditusesulastantially limited in order to reduce the ketdigficit, which
rose due to declining tax revenues. Unemploymestduetinued to increase. In June 2010, the avesagsonally-
adjusted unemployment rate in Latvia was 20%.

Social exclusion and poverty are not sufficientgcagnised in the country and regional disparitiesetonomic
development remain very significant with the factéralmost 2 to 1 (comparing Riga with the ruratas). Since the
income in the country has increased the numbereople receiving social support from he municipasithas been
reduced by 2/3 between 2004 and 2007 —from 7476800 peoplé® the current economic crisis conditions have
undoubtedly worsened further and in turn will négay influence the demographic situation and labmarket in the
country.

The social assistance available to reduce poventypared to the EU has always been considerablyrlawe trends
indicate the deterioration of the situation. In Eld -27 through social assistance, the at-riskenfepty rate is reduced
from 26% to 16 % while in Latvia in 2004 the redantwas from 26 % to 19% and in 2007 from 27 to 2% he
State Employment Agency is the main institutionoliwed with unemployment issues and implementingvadabour
market policies, including the European Social Fprajects. special support has been granted tarteenployed from
socially vulnerable groups — persons with disabditlong-term unemployed, persons with less trererpl secondary
or professional education, elderly (over 50 yegpgpple with one or more dependents and ethnic nitis® These
activities are co-financed by the European Soadimld-

% Evidence suggests that in Europe there is a getezrdency for countries with relatively high leself GDP per head to have a
more equal distribution of income (as measured I Bdex), whereas with rapid economic developmasb the Gini index
increases, i.e., the gap between the rich anddbeipcreases. In Latvia the Gini index s incregdig about 1% every year since
2004 widening social gap in Latvian society. Incomenore equally distributed in most EU Member &athan in Latvia. The
Gini index in 2004 in EU was 32.7, while in Latwia85.5, which compares to US at 35.7.

Regional analysis of Latvia's per capita GDP reveamhother cause for concern: increasing regiorsadities in personal
disposable income. The Gini index measuring inetyuad the distribution of per capita disposabledme in 2006 was 0.36
compared to a level of 0.30 in 1996.

27 CsB, 2010.

2 Ministry of Welfare of the Republic of Latvia, 2008

2 Eurostat Database. In the “Laeken Poverty Indisittm monitor progress in the fight against povertyl social exclusion, the
income threshold used to measure poverty was fiké&® percent of the national median income in eaelmber state. This is
similar to the concept of the EU Regional and Cohlregiolicies. The absolute poverty line defined bg World Bank is not
relevant to this context. See for more informatorld Bank Report No.38437 LV “Latvia: Sharing thegHiGrowth Dividend
A Living Standards Assessment”, Poverty Reductiotht Bnonomic Management Unit Europe and Central AsigidRe March
28, 2007.
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Economic out-migration of the working populatioorr 15 to 65 years old, including people of reprdisecage from
15 to 49 years old, has intensified during theisffs Major reasons for migration are the followingcame level,
unemployment and poor social security system, tyuafilife and lack of career opportunities. Eusdststimate® by
2030, the population of Latvia is expected to fall2 million, and to 1.8 million by 2050. The prafion of the
population over 65 years was 17% in 2008 (12.7%hénEU), but is expected to rise to 22% in 203@, 24% in 2060.
The old age dependency réfits expected to reach as high as 65% in 2060. ditiad, life expectancy is also growing
which means that people over 80 years old is irstnga The proportion of the population that hasised to live over
80 will increase from 3.6% in 2008 to 12% in 2068Me economically active population will fall, anketinactive
population will grow. This means people will hawebecome more productive to provide for the livaanditions of
the elderly based on the current le¥dk may also turn out to be the case that it wilt he the young people who will
care for the old, but rather the old who will césethe even older.

Lack of labour is an important constraint to comesifbr economic recovery and the further develogméthe country.
In itself, the demography implies increasing sotiatiget requirements including a need for moretheate, social
houses, care work. Social policy decisions suchasntially increasing the retirement ages alspired but heavily
debated in Latvia and amongst World Bank expetts dbvious that in order to prevent further papigin outflows
,attention must be focused on making Latvia a rhospitable place for its own people to live and kmavhich requires
effective policy choices for sustainable developthamd Cohesion policy implementation; given tha tountry’s
human resources for successful economic restragtarie limited.

However, the administrative implementation of tbeial and employment policies is a complex process
requires the active involvement of a number of gorent departments and agencies such as the Mioistr
Welfare, Ministry of Health, State Employment Aggrand etc. It also requires ensuring a social diatiah

the stakeholders. Currently, the EU policy makeesanfronted by conflicting social and economialgp
i.e., high levels of productivity and growth andetimaximization of social protection, inclusion and
cohesion. However, the EU Social policy and théars Strategy can be a tools for EU Member States in
the process of adapting to the more competitivérenment brought by the new economic environmeat th
resulted from the crises and expectance neo-lipalalies for development of this is critically iimant for

the further reform of the European social and egmknt policies. Given the diversity that existfporm

can only be addressed at the national level.

Conclusions

The crisis clearly shows, that the model of a serldased economy and excessive dependence onnfdireagce and
cost advantage, did not create an immunity to tiesc National economic policy should be readydact proactively
and take contra-cyclical measures. The GovernmmeahtParliament should work together and respondhéoctrrent
crisis in improving legislation that will foreseeditimate actions to respond to economic disasbgrfiaving financial
reserves to keep macroeconomic fundamentals strong.

%0 The average estimated number of people, leavingtepin 2009, might be average 30 000 persons. @siv2004 and 2008, 76
000 social security numbers were granted in theddH Ireland to persons from Latvia; another 4 O@Bewegistered in other
countries of the EEA. After a peak in 2005, work® emigration slowed down in 2006-2007 and reghimementum in mid-
2008 and especially 2009. According to CSB, the remalh people leaving a country for a purpose dhtivor working in 2008
had 43,6% increase comparing to 2007. The numbkatyfan citizens and non-citizens registered |t in the 1st quarter of
2009, namely 4 400, was much higher than in angragbarter. Even in Ireland, which has been pdetbuhard hit by the crisis,
the number of registered persons from Latvia infitst 8 months of 2009 was the same as in theesponding period in 2008,
namely 2 500. Countries of destination: Great Brjtdialand, Northern Europe and Germany. Mostly wadwvorkplaces by
sectors and groups of professions are: occupatiomgriculture, forestry and fishing, constructiaocommodation and food
services, transportation sector and human health.

31 EUROPOP, 2008, convergence scenario.

%2 Old-age dependency ratio - number of persons &§eand over expressed as a percentage of the fmjeamber of persons
aged between 15 and 64.

33 Cunska Z., Muravska T. Cunska Z. Muravska T. (20@cial Policy Implementation in Latvia: Post EU dession” in
Promotion of Social Policies- an Investment in Bugure, Riga: EC Representation in Latvia and the &isity of Latvia.
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The current economic situation requires fulfilliagiual task: to maintain the long-term goals ofgbeial policies and
to respond to economic and social challenges. TleSEcial policy and the Lisbon Strategy can be gdor EU

Member States in the process of adapting to theernompetitive environment brought by globalisatard current
crisis. The fundamental question remains whethpur@ neo-liberal approach to economic developm@ng more
ridged set of state regulations related to econdmaf@viour of private companies and financial toitns, taking into
account the democratic decision making processjldhie implemented in Latvia?

Economic democracy as a concept that was develapddstrengthened at times of economic crises inynizh
countries should be also implemented in the New beEmStates, according to the same principles abkenother
European countries. The challenge to balanced egienand social policies agendas is also a majotiesige in
countries struggling for economic and social cogeace with the rest of the EU, as is the case &itvi&.

References

Constitution of the Republic of Latvia (1992), asemnded, www.likumi.lv 9/01/11

LR Saeima. The Law on Budget and Financial Managefi®©94)

LR Declaration of the Intended Activities of thelzet of Ministers
http://www.mk.gov.lv/ien/mk/darbibu-reglamentejosiekumenti/valdibas-deklaracija-eng/ 20/04/11

European Council, Copenhagen (1993),
http://www.consilium.europa.eu/uedocs/cms_data/gpoessdata/en/ec/72921.pdf 20/04/11

The Universal Declaration of Human Rights, UniteatiNns General Assembly resolution 217 A (l11) frbdn
December 1948.

European Social Charter, Council of Europe Treadippted in 1961, revised in 1996.
http://www.hrcr.org/docs/Social_Charter/socchavipd. 9/01/11

Latvian National Development Plan 2007-2013.Ministf Regional Development (2006) and Local Goveminué
the Republic of Latvia, Ltd.”Jelgavas tipagja”.

LR National Employment Plan (European Foundatiartiie Improvement of Living and Working Conditions
http://www.eurofound.europa.eu/areas/qualityoftifelife/index.php?template=3&rdioindic158&idDoma’9/01/11
National Action Plan for Reduction of Poverty armtial Exclusion (2004-2006)

Joint Memorandum on Social Inclusion (2003), onéeber18, 2003.

Ministry of Welfare of the republic of Latvia “Coaption of the Development of Labour Protection fr2007-2013".
Ministry of Welfare of the Republic of Latvia, Laan Labour Market 2009-2010, March 2010.

World Bank Report N0.38437 LV “Latvia: Sharing tHeggh Growth Dividend A Living Standards Assessment”
Poverty Reduction and Economic Management Unit feignd Central Asia Region, March 28, 2007.

Bank of Latvia Statistical database.

Eurostat database.

LR Central Statistical Bureau database.

Ministry of Economy of the republic of Latvia, Rap®(2000-2010).

IMF (2009). Republic of Latvia: Request for Stand-&rangement - Staff Report; Staff SupplementsBiieelease on
the Executive Board Discussion; and Statement &yettecutive Director for the Republic of Latvia. FM
http://www.imf.org/external/np/sec/pr/2010/pr104mh5/04/11

IMF (2008) World Economic Outlook: Housing and tesiness Cycle, April
08. Washington DC: International Monetary Fundp itivww.imf.org/external/pubs/ft/weo/2008/01/indietm9/01/11

Brian Burkitt, Phillip Whyman (1994). “Employee lastment Funds in Sweden: Their Past, Present ahdefu
Journal: European Business Revjewl. 94, no 4, pp. 22-29;

Cunska Z. Muravska T. (2009) “Social Policy Implertaion in Latvia: Post EU Accession” in PromotoiiSocial
Policies- an Investment in the Future, Riga: ECrBsgntation in Latvia and the University of Latvia.

Fischer S, Sahay R, A Vegh C (1998) How Far is étasEurope from Brussels IMF, WP/98/53 http://miploauni-
muenchen.de/20059/1/fischer-sahay-vegh-brussebs(adl1



Political Economy of the Crisis in Latvia 2008-2010 - Key Contributing Factors

Grzegorz W. Kolodko (2002) Post Communist Trangitemd Post- Washington Consensus. The LessonsofiyP
Reforms in Mario I. Blejer and Marko Skreb (edstafsition; The First Decade. The MIT Press, Cangarid
Mass.

Lennart Erixon (2008), “ The Rehn-Meidner ModeBweden: Its Rise, Challenges and Surviva”, Departrog
Economics, Stockholm University http://www.ne.s{psger/wp08_02.pdf 9/01/11

Muravska T. (2009) The EU Approach to Socio-EcormbBemocracy and the Post EU Accession Latvia boak ,A
Litmus Test Case of Modernity. Examining Morderm&bilities and the Public Domain in the Baltic t8&at
he Turn of the Century”, ed. Leonidas Donskis, LamdPeter Lang AG .

Muravska, Tatjana. (2012) Crisis inLatvia- Econorili@nsformation: The Regional Dimension and Dewvelept
Constrains in a book ,,Adaptability and Change- Regional Dimensions in Central and Eastern Europds,
Grezgors Gorzelak, Chor-Ching Goh and Karoly FazeWsarsaw SHOLAR.

Williamson, John (1990) What Washington Means bljcdreform Peterson Institute for InternationabBomics
http://wwww.iie.com/publications/papers/paper.cf@8BarchiD=486 5/03/11

State of the Region, Report (2010): The Top of parBecovery: Regional Lessons of Global CrisistiBal
Development Forum, InPrint Riga, Latvia

10



Kalev Kukk

Kalev Kukk Tallinn, Estonia

Estonia's Roller Coaster Ride

Introduction

The restoration of independent statehood and thepse of the Soviet central planning system in118Bowed for a
renaissance of Estonia’s national economy. Accgrdinestimates of thEuropean Comparison Prograrkstonia’s
GDP per capita at current prices was only 5 pet akthat of Austria in 1993 Austria’s purchasing power paritggp)

was five times greater than Estonia’s. Such a #igmt backlog was typical of all European postiali&t countries
(Table 1).

Table 1: GDP per capita in some European Post-&isticountries compared to Austria in 1993 (Austri 100)

Onpppbasis At current prices
Slovenia 48 28
Czech Republic 44 13
Hungary 31 16
Slovak Republic 30 9
Belarus 26 6
Russia 26 2
Poland 24 10
Bulgaria 22 6
Croatia 20 11
Estonia 20 5
Lithuania 19 3
Romania 19 5
Ukraine 17 3
Latvia 16 4
Moldova 12 1

Source: Bundesministerium fir Wirtschaft (1996)

It was difficult to believe that the Baltic couretsi economies could return to Western Europeardeafeer 50 years of
Soviet annexation. The open scepticism dominatedtinking of politicians, economists, and Soviegits. Jirgen
N6tzold represented such a point of view:

“The destruction of a unitary monetary system andeeonomic area with an integral economic systeadddo the
decline in production and income and to increasingjoeconomic destabilization caused by the cadlayizhe planned
economy. It may be assumed that at least half efdécline in outputs has been caused by the iptoruof trade
between the descendant countries of the SovietrlJnio The marketing of their [Baltic countries] prads remains
dependent of the CIS markets. The exports of anpraducts can be reoriented to Western Europe ibiytibopen

markets can be found there. In industrial good espmothing can replace the CIS markets. The oaintg economic
decline in the CIS countries and the insufficienflification of industry for export in the West @sathe Baltic
countries to continuous economic stagnation. Thimteraance of economic relations with the successbtle Soviet
Union, primarily with Russia, need not mean memniipersn some economic or monetary alliance, but eiasion

agreements with Russia are still indispensabledtfbld 1993: 55). The bottom year of the transitioisis in Estonia
was 1994. According to estimates of the EBRD, tl#PGon the basis of ppp) in that year was 62 pet cethe level
of 1989 (EBRD database). The fall in Estonia, meegpwas even one of the smallest of the formerieddynion’s

territory, and Estonia’s economy was one of thst fio grow. Since 1995, it is possible to followwarbroken path of

1 According to Statistics Estonia, the GDP per eapftEstonia was 976 euros or 1,155 US dollar9881
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GDP growth, with a short exception in 1999, whes Russian crisis caused the GDP to decline 0.8gx@r Exports to
Russia fell 43 per cent (total exports 0.6 per c#mt year. The Estonian economy exited quickbnirthe Russian
crisis, however, and the growth rate for the ye@@®@was already 10.0 per cent — the highest amostgocialist
Central and Eastern European countries. This atdjowth lasted until 2008.

From acceleration to overheating

Since the mid-1990s, Estonia has successfully iated into the global economy. Together with poditiintegration
into the European Union (and to NATO as well), B&its credibility as an attractive place for invarst— both foreign
and local — has increased rapidly. A huge infloloséign direct investment and an excessively espancredit policy
of commercial banks, financed by their parent baaik®ad, followed Estonia’s accession to the Euanpénion and
NATO in 2004. All of the biggest Estonian commeldianks were subsidiaries (Swedbank, SEB, Sampd)Bam
affiliated branches (2005 entered Nordea Bank)aain8inavian banks. The share of the three subgitinks in the
total assets of the Estonian residential banks98z%...97.8 per cent in 2003—-2007.2 Within three laalfl years (from
the end of June 2005 to the end of 2008), theialeilities of commercial banks to foreign credistiitutions increased
11-fold, from 526 million Euros to 5.9 billion EsoThe amount of the banks” liabilities to theirgra banks reached 9
billion Euros before the global financial crisi®ése.g. Eesti Pank. Financial Stability Review.2@8). The ratio of
their net liabilities to foreign credit institutisrto GDP increased from 3.7 per cent in 2003 t@ p&r cent in 2008.
This reveals a huge difference between the Battimtries and Central European post-socialist caastr

Domestic credit to the private sector in Estoniatvia and Lithuania increased 2.5, 3.4, and 4.8-thlring the three
years after joining the European Union (2005-20@he five Central European countries, the inozsasere “only”
1.5...1.8 times — Table 2).

Table 2: Monetary expansion in Baltic and some @éfuropean countries

| 2004] 2005| 2006 2007 2008 2009
Domestic credit to private sector (y-on-y, in pent)

Estonia 30.0 325 40.7 32.6 7.9 -4.9
Latvia 40.0 67.6 53.4 32.9 17.9 -10.5
Lithuania 32.( 56.1 34.9 40.6 17.4 -7.1
Poland 4.2 13.8 23.0 27.0 32.5 8.6
Czech Republic 01 1.7 22.0 19.5
Slovak Republic 141 14.9 23.3 20.3 25.5 -10.9
Hungary 14.1 16.3 18.5 12.8 185 -35
Slovenia 241 20.2 21.6 249 14.9 7.6

Domestic credit to private sector (as a percentaf&DP)

Estonia 39.6 56.6 76.5 86.1 91.7

Latvia 50.3 67.8 87.0 88.3 90.1 103.3
Lithuania 28.8 40.9 50.1 60.4 63.0 69.8
Poland 31.0 334 38.5 44.6 55.0 55.2
Czech Republic 31/6 35.7 39.9

Slovak Republic 304 35.1 38.7 42.4 447 511
Hungary 44.% 49.9 54.4 59.5 67.3 66.5
Slovenia 48.1 56.3 65.8 78.8 85.2 92.7

Broad money (M2; y-on-y, in per cent)

2 The market share of the two biggest resident b&wedbanlandSEB and the two biggest affiliated branchs®(dea Banland
Danske Banlas successors 8ampo Bankwas 90.1 per cent at the end of 2010 (as a pexgernf total assets).
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Estonia 16.6 42.4 27.6 14.1 6.2 0.8
Latvia 26.9 38.7 39.7 14.4 -4.4 -2.8
Lithuania 21.4 31.9 215 21.4 -0.4 0.7
Poland 75 12.6 15.9 14.2 20.2 8.2
Czech Republic 45 10.6 13.7 16.3 8.3

Slovak Republic 5.[7 5.8 8.2 11.8 55 6.4
Hungary 9.9 13.0 11.8 8.6 10.8 -0.8
Slovenia 6.6 7.8 8.2 10.6 5.2 0.4

Source: EBRD (2011)

The supply of broad money (M2) increased in Estdlia per cent, in Latvia 122 per cent, and in Lathia 95 per cent
over the same period. By comparison, in Centrabpean countries, the increase was 28...49 per cableT2 also
answers the question: “Why Slovenia got the Eurdd@7 (and Slovakia in 2009) but Estonia and Lithadailed?”

The growth rates of GDP neared double digits (@4gent) in 2006 and reached them (10.6 per cer2p07. These
figures were among the highest in post-socialistope (Table 3). The positive impact of the accesdm EU on
economic and social development is characteritat @ost-socialist member states of EU (see &llger et al., 2010).

Table 3: Real GDP growth rate in some post-sosfdtiuropean countries (in per cent)

2004 2005 2006 2007 2008| 2007/2003
Estonia 7.2 9.4 10.6 6.9 -5.1 39
Latvia 8.7 10.6 12.2 10.0 -4.2 48
Lithuania 7.4 7.8 7.8 9.8 2.9 37
Poland 5.3 3.6 6.2 6.8 5.1 24
Czech Republic 4.5 6.3 6.8 6.1 2.5 26
Slovakia 5.1 6.7 8.5 10.5 5.8 34
Hungary 4.5 3.2 3.6 0.8 0.8 13
Slovenia 4.3 4.5 5.9 6.9 3.7 23
Bulgaria 6.7 6.4 6.5 6.4 6.2 29
Romania 8.5 4.2 7.9 6.3 7.3 30
Croatia 4.1 4.3 4.9 5.1 2.2 20

Source: Eurostat

The growth, however, was unbalanced and largel§isStal. “The Economist” characterised this “deymhent”

ironically: “Your money, my growth” (The Economi2007: 30). Foreign money inflow created new johs, flyst and

foremost in closed sectors like construction anghilrdrade. From the total increase of employmeht4®,700,

construction and trade accounted for 44,700 perdestonia reached full employment. The labour miankeed into
the employee-market. Wages skyrocketed and gedeadtttional inflation. This was similar to Germainythe 1950s,
which Ludwig Erhard characterised as the time opffmger [head hunters] (Erhard 1990: 81-82). In 220e

quarterly growth rates of average wages were ni@e 20 per cent (y-on-y). On the other hand, damdsimand was
driven by active lending stimulated by the ovemgitimism in the economy and society as a whole landhe

expansive “cheap” credit pressure from banks ‘figgitfor the clients.

The rapid growth of wages and increased confidéeitéo a typical backlog of demand and generatedcaeleration
of demand-pull inflation: between January and Oetd008, the HCPI on y-on-y basis was more thapetCent. In a
currency board system, the ability to manage thapdizations of extremely rapid inflows of foreigmreency (see
Table 4) was limited. A single increase of mandat@serve obligations by the central bank from d35% per cent
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from 1 September 2006 did not play a role anym8ethe surplus of the state budget — to replaceyewstonian
kroon that was withdrawn by the surplus of the idhje banks threw to the market additionally fknaons.

Table 4: Key indicators reflecting the overheatofg=stonia’s economy

2008/

2003| 2004| 2005/ 2006| 2007| 2008/ 2003
GDP real growth (%) 7.6 7.2 9.4| 10.6 6.9 -5.1| 32%
HCPI (%) 1.4 3.0 4.1 4.4 6.7] 10.6| 32%
Producer price index of industrial output (%) 0.2 2.9 2.1 4.5 8.3 7.1 27%
Construction price index (%) 37 6.5 7.3| 10.3| 12.7 34| 47%
Average monthly gross wages growth (%) 9.48.4| 10.8/ 16.5| 20.5| 13.9| 92%
Current account deficit (bn EUR) 1.0 1.1 1.1 2.1 2.6 1.6
Current account deficit (% of GDP) 11.311.3] 10.0f, 15.3| 16.2 9.8
Gross external dept (bn EUR) 56 7.5 9.7| 12.9| 17.4| 19.0| 240%
Net liabilities of credit institutions on foreigmexit
institutions (bn EUR) 0.3 0.5 1.0 2.7 4.8 5.9|1732%
Loan portfolio of individuals with credit instituths (bn
EUR) 1.2 1.9 3.2 5.2 7.0 7.7 527%
... for comparison: deposits of individuals with credit
institutions (bn EUR) 15 1.7 2.3 3.0 3.4 3.8| 154%
Increase of loan portfolio of individuals with cied
institutions (%) 48.0f 52.3] 70.0 62.9| 33.9| 11.1| 527%
Growth of money supply (M2; %) 9|9 16.6| 42.4| 27.6| 14.1 6.2| 157%
Growth of revenues of general government (%) 13.38.5| 14.1] 22.6| 21.1 20| 87%
Growth of expenditures of general government (%) 2(9. 84| 14.2| 19.8) 21.0f 18.0| 112%

Source: Statistics Estonia, Eesti Pank [Bank obHist]

This money concentrated more and more into theagtalte business and through this sector into atisin. Such a
process had similar futures to crowding out phenmanen the financial market. The number of persanpleyed in
construction doubled within a couple of years agalched the maximum of 87,400 in the third quarfe20®7. The
share of construction workers in the total numbé&remployed persons reached 13.2 per cent (TableNB
construction workers were mostly unskilled, unergptb workers or former policemen, rescue workesctiers, etc.
who were looking for higher wages. The value adiledonstruction increased 192 per cent over 2003#4@.g. in
manufacturing 65 per cent and in the Estonian exynon average 78 per cent; Table 6).

Table 5: The number of employed persons in consbruand their share in total number of employedspas
Number of employed persons (thousands) Percenfagmployed persons (per cent)
1Q nQ nQ IV Q 1Q Q naQ IV Q
2003 40 41 48 48 6.9 6.9 7.8 8.0
2004 48 43 51 49 8.2 7.3 8.6 8.1
2005 44 46 53 52 7.4 7.6 8.6 8.5
2006 53 62 66 75 8.3 9.5 10.1 115
2007 74 83 87 84 114 12.6 13.2 12.9
2008 82 85 83 75 12.4 13.0 125 114

Source: Statistics Estonia
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Table 6: Growth of value added by economic actifgtyrent prises; 2003=100)
2004/ 2005/ 2006 2007 2008 2009/ 2010

Agriculture, forestry, fishing and hunting 1p7 112 119 142 128 100 142
Mining and quarrying 104 114 133 169 177 182 203
Manufacturing 106 121 142 165 167 122 151
Construction 114 157 228 292 277 186 161
Wholesale and retail trade; repair of motor

vehicles etc. 111 130 155 179 171 140 143
Hotels and restaurants 115 142 164 185 189 144 143
Transport, storage and communications 109 114 131 144 150 133 146
Financial intermediation 112 120 156 195 203 138 158
Real estate, renting and business activities 113138 162 191 202 175 175
Value added total 110 127 151 178 184 154 163

Source: Statistics Estonia

Estonia’s economy overheated, which weakened itspetitiveness in foreign markets. A decrease ingifoevth rate
to developed markets can measure these tendetiéeEstonian exports to EU-15 and EFTA countriesdased 9.5
per cent over two years (2006 and 2007). At theesime, exports to the third countries increase® §&r cent. We
have to agree with the conclusions made by EBRD:

»A key explanation for the rise in core inflatioies in capacity constraints in the region’s labmoarkets. Employment
has expanded rapidly in recent years and unemploymates have fallen to historically low levels. & but six

transition countries, the unemployment rate in 268d fallen below 10 per cent, while in eight coigstit was below
5 per cent. Strong demand for labour accounts fostrof these developments, although demographioraand

migration have also played an important role; satitsdl labour emigration has been recorded in regears in

Bulgaria, Latvia, Lithuania, Moldova, Poland, Rongaand the Caucasus region [this was not so typaraEstonial.

Tightening labour market conditions have led toatge wage pressures throughout the transition medio most

countries annual real weight growth has risen whtive 10 per cent without corresponding labour petdity gains.

In fact, a significant gap has opened up since 2#&een real wage and labour productivity growitmst countries.
In sectors experiencing rapid growth but an insigfit supply of labour, such as construction andrfcial services,
wage growth has been very marked. This in turnrbeaslted in rising unit labour costs which, combingith the

effects of other rising costs of production, have pignificant pressure on firms” profit marginsdamtimately on

prices, particularly in sectors with low competitio(Transition Report 2008: 9).

From overheating to crisis

Such extensive growth was not sustainable. Imbakame the economy deepened. The high deficit indineent
account — 15.3 per cent of GDP in 2006 and 16.2ceet in 2007 — revealed the external imbalance, the
acceleration of inflation reflected the internalbatance (HCPI reached in 2008 10.6 per cent — aigle ¥). The
imbalance in the labour market was expressed tnatsformation into an employee-market.

The expected slowdown in economic growth startedrddver, the external environment has been coraditiefess
favourable for the Estonian economy since mid-200Re turmoil in global financial markets (in pattiar the
“examples” of small countries like Iceland and tattungary and New Zealand) increased the risksneésting in
Estonia. The rise of prices on the world market atsached the Estonian economy directly at thec#rD07: in the
third quarter of 2008, average import prices wefedr cent higher than in the respective quarténeprevious year.
Meanwhile, the press published several articlesudising the devaluation of the Estonian kroonuidiclg one written
by the former Governor (1982—-93) of the SwedishsBéink, Bengt Dennis. These articles increasedrbertainty in
the economy. In the last quarter of 2007 and irfisequarter of 2008, the GDP fell against theyious quarters on a
year-on-year basis. The volume of industrial outgegan to fall in the second quarter of 2008. Urleympent started
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to increase in the fourth quarter, and employmeanrtesd to decrease in the first quarter of 200% d@avelopment of
main cyclical indicators in 2008—2010 is charastediin Table 7.

Table 7: Key indicators of business cycle in 20@82
2008 2009 2010

01 - - - -
GDP real growth (%) 22| 26| -45/107|14.6| 16.6| 15.4| -8.8| 26| 31| 50 66

Volume growth of industrial

production (%) 12| -24| -2.3/16.4|23.5|31.3|27.3|12.4| 5.7 | 18.9| 24.1| 34.6
Number of employed persons

(thousands) 657 657 661 6%3 612 593 598 b8l |554 |F®MB| 593
Number of unemployed

persons (thousands) 20 27 44 b4 79 92 (102 |107 [12B | 106| 93
Unemployment rate (%) 42 40 62 76 11¥3.5|14.6|15.5|19.8|18.6|15.5|13.6
Number of persons employed

in construction (thousands) 82 8 83 715 54 b5 |59 |581 | 41| 55| 54

Percentage of employed person
in construction (%) 12.413.0| 12,5/ 11.4| 10.4| 93| 99| 96| 7.3 74 9.6 9.

"
o

Average monthly gross wages
(EUR) 788| 850, 800 838 776 813 7H52 783 Y58 822 [75%24 |8

Average monthly gross wages
in construction (EUR) 832 88D 918 899 747 756 790 [ 723| 787 816 853

Exports (bn EUR) 20 22 2 p 15 16 17 178 21| 23| 26

1A
N

Loan portfolio of commercial
undertakings with credit
institutions (bn EUR) 73 75 7.

O
\l
OT
\l
~
\l

3 13.1771| 69| 6.8/ 6.6

Loan portfolio of individuals
with credit institutions (bn EUR)| 7.2 7.

OT
N
~
~
~

.67 76| 75| 75 74 73 7B 1R

Growth of money
supply (M2; %} 11.3| 9.6 | 115/ 6.2 | 34| 0.2 -0 08 27 50 3/0 30

HCPI (%; last month of quartér)| 11.2| 11.5| 10.8] 75| 25| -05 -1.47 -1.9 14 34 38 54

T0On annual basis
Source: Statistics Estonia, Eesti Pank

There were features similar to the so-called debiscin South America at the beginning of 198Ggqezially in Chile,
and also to the Asian crisis of the mid-1990s. Afterds it was possible to determine that Estonia @ree of the first
countries in the transition world affected by thésis (Transition Report 2009: 6). At that timegthuestion of soft
versus hard landing was discussed in Estonia.

In the autumn 2008, a global financial crisis broke. The flow of foreign capital into Estonia spagl (at the end of
2010, the net foreign liabilities of commercial kawere 1/3 smaller than at the end of 2008). Tise“fsictims” of the
crisis were real estate business and construdiiohthe main setback hit exports. The precipitoeslide of demand
for Estonia’s main export markets led to a rapill ¢ industrial production, 16.4 per cent in theufth quarter
compared to the previous year. The hope of a anftihg disappeared. Moreover, the main export nsideEstonia —
Finland, Sweden, Russia, Latvia, Lithuania and Gemyn- proved to be the biggest losers in Europeiriéhare in
Estonian exports was 63.4 per cent in 2008 (Taple 8
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Table 8: Changes in import demand of Estonia’s nic@ding partners in 2009 and 2010 (per cent; onREbBSIS)
Decrease of | Decrease of |Increase in |Increase in |As a percentage of total exports of
import Estonian import Estonian Estonia
demand of the exports to this| demand of | exports to
country in country in the country | this country
2009 2009 in 2010 in 2010 2008 2009 2010

Finland -30.0 -22.8 18.0 23.9 18.4 18.5 17.0
Sweden -24.7 -30.2 29.9 67.7 13.8 12.8 15.6
Russia -33.9 -31.7 44.0 40.9 104 9.3 9.7
Latvia -37.4 -27.3 25.2 28.5 10.0 9.5 9.0
Germany -17.,5 -7.8 21.2 154 5.1 6.1 5.2
Lithuania -37.9 -35.6 34.5 38.9 5.7 4.8 49

Source: National statistics boards

Estonian exports shrunk 23.4 per cent in 2009 aactwomparable to the turnover of exports in 200% total
percentage of the six main export partners decdebge.4 percentage points — to 61.0 per cent.ldta and global
crises fed into each other. The fall of domestid arternal demand also led to a rapid decline ipleyment. In the
first quarter of 2010, the number of employed pess(b53,600 or 15.7 per cent fewer than in 2008pbwed out and
unemployment peaked (136,900; see table 7). Thebauwf persons employed in manufacturing decre24¢8l per
cent and 50.2 per cent in construction .

The average monthly gross wages and salaries il @8 15.5 per cent lower than in the previous.yPacreasing
demand started to press down inflation. Deflatigntandencies in Western Europe also reached Estbrian May
2009 to February 2010, the inflation rates (HCPRgnyy) were negative. On the other hand, the fglimport prices
and weak internal demand for consumption and imvest goods turned the huge current account déficita surplus
in 2009 and 2010: 4.5 and 3.6 as a percentage &, &3pectively.

From fall to new growth

At the end of 2009 or beginning of 2010, severalopaan economies began to improve. For Estonig,stnified a
recovery of external demand. Estonia’s GDP increéeesgain at the end of 2009. After having decredsechine
quarters, GDP turned to growth in annual figureshie second quarter of 2010. The recovery of denmarfdreign
markets, above all in Nordic markets, was followsdrapid growth of industrial output and exportsalfle 7). The
number of employed persons started to increasaua@ohployment decreased. The GDP growth of 6.7 @etr (§-on-
y) in the fourth quarter of 2010 was the secondeftsamong EU countries after Sweden.

External demand has been the main driver of ecanstabilization and new growth. This growth wagéy based on
the increased utilisation of production capaciti@apacity utilisation in industry in Estonia wadyoB8.1 per cent in
2009, the second lowest in the Euro zone afterakdrepublic. In the other Euro-countries this feywanged from
65.4 to 77.4 per cent (excluding Ireland). Accogdito preliminary estimates, the capacity utilisatim industry
increased to 73.5 per cent in the first quarte2@ff1; nevertheless, this level is one of the loweshe EU (Deutsche
Bundesbank. Monatsbericht 2011, Statistischer Beir’).

In January 2010, exports started to increase. dta of exports in 2010 was 34.9 per cent highantim the previous
year and also bigger than in 2008. The obviousise was distinctive for all main directions, eggcfor exports to
Sweden3 and Russia (Table 8).

Nevertheless, the deep recession had several &stigd consequences on the labour market. Due dedring
productivity and structural changes, unemploymeititolviously stay high for a long time, despiteetfact that in the
first quarter of 2011 the number of unemployed pesswas 27.5 per cent lower than in the same p&mi@®10. The

3 The rapid increase of exports to Sweden was largehted to extended production of 3G and 4G netvemuipment and
broadband network installations (Ericsson Group).
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number of employed persons increased first ofrathanufacturing: 22.4 per cent in the first quaae2011 (y-on-y).
The increase in employment was supported by a Ipibssiof cross-border work, mainly in Finland. the fourth
quarter of 2010, 4 per cent of employed persongegbabroad, including 27 per cent of constructors.

Statistically, the crisis of 2009 was deep. Amolng EU countries in the period of 2008-2010, Esteramplitude of
quarterly growth and fall rates of GDP on year-@aybasis was the highest (Table 9).

Table 9: The amplitude of quarterly growth and fates in some European countries in 2008—2010r(yy)

Highest Deepest Amplitude tcr;]reo}'(\;t:]rtiﬂ

growth (percentage | Turning to new quarter of

(%) fall (%) | points) growth (quarter) 2010 (%)
Estonia 6.7 -16.6 23.3 11/2010 6.7
Latvia 3.6 -19.1 22.7 [11/2010 3.6
Lithuania 7.3 -15.9 23.2 [1/2010 4.8
Poland 6.5 (0.6) 5.9| continuous growth 4.1
Czech Republic 3.7 -5.1 8.8 1//2010 3.0
Slovakia 9.5 5.4 14.9 1/2010 3.5
Hungary 2.3 -8.0 10.3 1/2010 1.9
Slovenia 6.3 -9.6 15.9 [1/2010 2.1
Bulgaria 7.2 -7.6 14.8 [1/2010 3.1
Romania 9.4 -8.7 18.3 Continuous fal -0.6
Finland 5.5 -9.9 154 [1/2010 55
Sweden 8.2 -7.1 15.3 1/2010 8.2
Denmark 3.5 -7.4 10.9 [1/2010 3.0
Germany 4.3 -6.8 11.1 1/2010 3.8
Ireland (-0.3 -9.3 9.0 Continuous fal -0.7

Source: Eurostat

The recovery is extremely sensitive and vulnerablglobal developments, particularly in small anqmk economies
like Estonia, which is heavily dependent on the ellggments in Finland and Sweden. On the other hémel,
introduction of the Euro at the beginning of 20X accession to the OECD in 2010 have given Estadditional

advantages. According to preliminary calculatiadhs, annual growth rate of Estonian GDP in the fitsarter of 2011
was the highest in EU (8.5 per cent).

Public finance

The cyclical development of the Estonian econonmgilected in public finance changes. The expangieavth of the
economy, which was based on an inflow of foreigpited, escalated tax revenue in the budget (TaBjeThe creation
of new jobs and the rapid growth of wages increasedme tax revenue; increases in consumption avestment led
to a revenue growth from VAT and excise duties. feherevenue increased continuously until 2008uitiag in 2006
and 2007, when the increases were 20.4 and 22.8eperespectively. Nevertheless, the income téex\nas reduced
from 26 per cent to 21 per cent in 2003-2007. Sirkyi] public expenditures also increased rapidliie general
government budget in 2001-2007 had a surplus, pgakith 2.4 and 2.5 per cent of GDP in 2006 and720be share
of general government consolidated debt from GD&aeadsed in the same period from 5.7 per cent tqp8r7cent,
which was the lowest among EU countries (Table ©f).the other hand, the accumulation of centralegowment
reserves amounted to 1.4 billion Euros, which antedi for 8.6 per cent of the GDP at the end of 2002008, the
general government balance became a deficit: ii8 20@ 2009 the deficit was -2.9 and -1.8 per aespectively. The
deficit was first covered by the reserves. In thddie of 2009, the value of the central governmrestrves decreased
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to 0.8 billion Euros (at the end of 2010, 1.0 bitlior 6.9 per cent of GDP). The share of generaegonent
consolidated debt in GDP increased to 7.2 per iceB009, the main reason being the shrinking of inainvalue of
GDP.

Table 10: Increase or decrease of revenue and alpea of general government (per cent)

2004 2005 2006 2007 2008 2009 2010
Revenue 8.5 14.1 22.6 21.1 2.0 0.9 -3.4
of which
Taxes 9.8 16.6 20.4 22.9 5.7 -9.9 -1.5
of which
Personal income tax 1.9 2.3 20.0 25.4 8.0 -22.0 -1.5

Corporate income
Tax 17.Q -1.0 25.1 30.8 2.0 -3.8 -24.4

Social security

contributions 10.4 15.2 19.9 25.4 14.8 -11.3 54
VAT 1.1 29.8 27.0 19.6 -7.9 -8.5 3.8
Excise duty 26.1 24.4 7.7 16.6 9.5 9.4 6.2
Expenditure 8.4 14.1 19.8 21.0 18.0 -2.5 -7.4

Source: Statistics Estonia

Table 11: Public finance in some European countine®007—2010 (as a percentage of GDP)

Deficit (-) or surplus General government gross dept

2007 2008 2009 2010 2007 2008 2009 2010
Estonia 2.5 -2.8 -1.7 0.7° 3.7 4.6 7.2 6.6
Latvia -0.3 -4.2 -9.7 -1.7 9.0 19.7 36.7 44.7
Lithuania -1.0 -3.3 -9.5 -7.1 16.9 15.6 29.5 38.2
Poland -1.4 -3.7 -7.3 -7.9 45.0 47.1 50.9 55.0
Czech Republic -0.)7 2.7 -5.9 -4.7 29.0 30.0 35.3 38.5
Slovak Republic -1.8 2.1 -8.0 -7.9 29.6 27.8 35.4 41.0
Hungary -5.0 -3.7 -4.5 -4.2 66.1 72.3 78.4 80.2
Slovenia -0.1 -1.8 -6.0 -5.6 23.1 21.9 35.2 38.0
Bulgaria 1.1 1.7 -4.7 -3.2 17.2 13.7 14.6 16.2
Romania -2.6 -5.7 -8.5 -6.4 12.6 13.4 23.6 30.8
Finland 5.2 4.2 -2.6 -2.5 35.2 34.1 43.8 48.4
Sweden 3.6 2.2 -0.7 0.0 40.2 38.8 42.8 39.8
Denmark 4.8 3.2 -2.7 -2.7 27.5 34.5 41.8 43.6
Germany 0.3 0.1 -3.0 -3.3 64.9 66.3 73.5 83.2
Ireland 0.1 -7.3 -14.3 -32.4 25.0 44.4 65.6 96.2

&To the surplus led single receipts from the sglbhassigned amount units to Kyoto Protocol.
Source: Eurostat

Conclusions

The “OCED Economic Surveys: Estonia” comments ol ldst business cycle in the Estonian economy thieh
following words: “The Estonian economy went throumh extreme cycle of record-breaking growth up@672and a
precipitous decline in 2008 and 2009” (OECD 2011 :T®is is correct. The amplitude of quarterly fatld growth rates
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of GDP (y-on-y) in Estonia during the period 200832 was the highest among EU countries. Howeveryéy sharp
decline did not mean a collapse. The peak in 20@62007 did not reflect the real situation in ticereomy. The peak
of the cycle was, in essence, the unique time ight consumption and investments based singutarithe excessive
inflow of foreign money.

On the other hand, this verified the thesis thatgbaks and bottoms of the cycles may be sharpethahentering and
exiting from the crises may be faster under theenuay board arrangement compared to classical mgngolicy.

The contraction of public expenditure helped prevke fall into the debt trap. The ad hoc risehaf VAT rate from 18
to 20 per cent in the peak of the crisis (1 Jul§P0wvas non-traditional, but at this moment it agppeao have been the
right decision. Estonia fulfilled the Maastrichtfidé criteria in the peak year of crisis also.latfon was pressed down
by import of deflation tendencies and by givingtrgditional Keynesian deficit spending policy. Sint January 2011,
Estonia is the 17th member of the European Monédaign.
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Estonia’s recent Developments in the European Union

Introduction

There is often regularity in economic life: the romy rises and falls, economic recessions arevieltbby upswings.
In order to avoid or limit unexpected negative depments, it is necessary to constantly and congmsikiely monitor,

analyse, and evaluate the situation in individualndries, regions, and throughout the world. Thiparticularly true

during periods of economic upswing, lest setbadctsun It is, moreover, particularly important fomall national

economies that depend on global trends. Euphodaeamtion have no place in any area of the econ@uth were

present in Estonia, where the excessive profintai@n of commercial banks led to loan-relatedofens because of
their uncontrolled favouring of both real estatd aonsumer credit.

The objective of this paper is to give a brief aiew of recent economic developments in Estonia, BEstonian
government’s economic policies regarding the ecaaasrisis, and of the further orientation and peshé in the
development of the national economy as a Europeaonimember state.

Both the causes and consequences of the econasig; erhich can be delimited with the period 200812 (with the
main emphasis on 2009), will need to be analysect imroughly and in more detail once the duratibthe crisis can
be more specifically determined. Regardless, iteisessary to take immediate measures to ensuoaahtteps with
respect to the choice of economic policy and oatons in exiting the economic crisis and in achigvthe
development. This is topical today for the sakéheffuture.

This paper is based on different evaluations, ¥peeences of other countries as they concern kEsteaveral research
studies in analysing the economic crisis, and titea’s own positions. These personal positionsbased on official
statistics and materials, long-term personal assass of the economic situation, as well as onsyeamworking with
students in seminars of different subjects relédestonomic policy.

1. General situation of the Estonian economy in 2@32010

Evaluations of the economic crisis cannot yet bsetlaon specific economic analyses. Although then@ty is

recovering, the economic crisis is not completehgro and the current situation of Estonia is ndtglear. Has the
economy stabilized? Is the recession continuindhas an upswing occurred? These questions remindobitiee

economic crisis of the 1930s, when the first effectinalysis and evaluations were performed yeftes the end of the
crisis (Amin et al. 1982; Berton 1990; Klein 1984rga 1974 and many others).

Moreover, the Estonian economy depends on the egionsituation of other — larger — countries. Fastof the
economic growth, possible crises and the reformiglwbontribute to exiting from them are necessanytifie success.
Many economists (such as Krugman, Obstfeld 2006:881) have pointed that out. In Estonia, exitihg ¢trisis does
not just mean a return to economic growth, but als@extensive series of administrative, socialcatianal, and health
care reforms, among others.

State and local governments, organizations, corepaaind households made many changes during 2e90€rst full

year of the current economic crisis. They cut cagistricted activities, and cancelled plans. Thesee often ,efforts
to survive.” Many companies terminated their atitd& or went bankrupt. Some individuals declareéentbelves
bankrupt.

The Bank of Estonia has also not taken definitetipoms and not all necessary possibilities wereduseset conditions
for the operation of commercial banks. Also, Esitmiiberal economic policy contributed towards #o®nomic crisis.

The most important processes in 2009 were theviatig:

21



Estonia’s recent Developments in the European Union

- state budget expenditures had to be cutl corsiglas revenues remained lower than expected,;
- unemployment increased considerably as many coi@paeduced or terminated their activities;
- economic growth slowed, i.e. the economic reocessaused by decreased demand was considerable;

- investments and exports of businesses dramatidalireased (there were no possibilities for expgrtheir products
because other countries also suffered from the @mancrisis);

- business development was severely inhibited évthé estimated proportion of profitable entrepramsein Estonia is
approximately 2% of the labour force, the samenesiitd proportion in more developed countries isdemore times
higher);

- the products manufactured and the services affeféen proved too expensive due to high laboutsc@mother
important reason was low labour productivity);

- local governments got into financial difficultjesften because their obligations were not in caonity with the
financing, i.e. they had not been secured withrthedget; also numerous cases of corruption wespsated in local
governments;

- activities related to real estate were in a sfgraint decline (real estate issues can also largeyregarded as an
important trigger of the economic crisis).

The Estonian state budget was cut twice in thessoof 2009 through negative supplementary budgetthe state
budget of 2009, revenues was initially establisteelde 97.8 billion kroons by the Riigikogu, whilependitures (taking
into account also the additional cost cutting ped)nwere 96.7 billion kroons (Riigieelarve 2009)teh the first
negative supplementary budget of 2009, revenueg wkmned to be 88.2 billion kroons (reduction ®6-billion

kroons) while expenditures were expected at 9ll@mikroons (a reduction of -4.8 billion kroondg)udget of 2009 +
supplementary budget of 2010).

The second negative supplementary budget of 20f¢cea revenues by -3.9 billion kroons and expenrefitly -2.6
billion kroons. Thus, revenues of the 2009 stateéglett were 84.3 billion kroons and expenditures &8ll&n kroons

(State 2009 Second Supplementary Budget Act). ethmevenues for the 2010 state budget were 84iérbikroons

and expenditures were 89.7 billion kroons (201@eSBudget Act). Based on statistics presented hyisits Estonia
and the Bank of Estonia, many economic indicataslided considerably in 2009. For instance, GDPlined by

14.1% in 2009 compared to 2008, industrial produrctiecreased by 26.1%, and the volume of consbruatiorks

decreased by 34.2%. The number of new cars decrbgse5.6% compared to 2008 (and by 70.9% compard07).

The unemployment rate was 13.8% in 2009. The rbtewism decreased: the number of foreign toudstsreased by
6.5% in 2009 compared to 2008 (and by 51.6% conoptye2007). Moreover, the number of Estonians whuak t
foreign trips in 2009 decreased by 28.8% compace@008. Capital investments of businesses locateHstonia

decreased by 27.6% in 2009 compared to earliesyéaesti majandusnaitajad ... 2010; Enim ... 2010 a,b)

Based on these statistics, as well as factors asiememployment, decline of salaries, decreaserimdd, and budget
cuts, we can state the following about Estonia:

- the added value created in manufacturing andtirensectors of the national economy decreaseduasbsses got
fewer orders;

- construction projects decreased as the demanddur living (and office) space had decreased;

- as incomes decreased, the pressure on repayraEbtmnk loans increased; also, the possibilitiesdnd interest in
buying new cars and durable goods and in traveltiegreased;

- the sales of consumer goods and food producteedsed as people bought less, chose more careéuity,bought
cheaper goods;

- competition led to the reduction of prices oftaar goods and services; sales and discounts weeel in trade and
services (incl. in food products, consumer goods@mstruction materials, hotels, restaurants,)etc.

- businesses were not able to make the requiregsiments, therefore product development and inimvauffered,;

L If we compare, for instance, the Estonian statégbtithat was initially passed for 2009 and théeskaidget after passing the
negative supplementary budgets, we can see thahueg decreased by 13.8% and expenditures by talaulations by the
author). Thus, the state budget of 2009 was negatithe higher amount of expenditures was lagmlgred from reserves.
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- as a consequence of reduced resources of bussgssth their import and export volumes declined.

Considering comparisons with 2007, it appears sghabnsiderable economic downturn was already evithe2008.
The Estonian government, however, did not takeripsisly.

No information has been presented on the increasabour productivity or its comparison with theciease in the
average salary level. Thus we were in a situatidrch unfortunately continues, in which the incie@sincomes is the
primary objective rather than achieving higher dualmore productive and more competitive work, gwots and
services.

Registered unemployment went above 90 thousand@othe first months of 2010 and there were aditamhal 20—
25% of people who had not been registered. Basdfairsituation, more than 1/5 of the Estonian petjpan capable
of work was unemployed.2 Persisting high unemplaytnievels constitute a risk for the society as abt@nsions
increase, leading to higher crime rates, migratio, At the end of March 2011, the number of teged unemployed
people in Estonia was 65,831, i.e. 10.2% of theualforce. (Registreeritud ... 2011)

The activities of Estonian economic policy insiitais (above all the decision-making institutiongfdse and during
the economic crisis were often characterised bynety decisions and constant delays.

Sometimes, however, delays were followed by raglisims. For example, the decision to immediatelge the VAT
rate in mid-June 2009 on most goods and services 8% to 20%. Probably both the government andigahs
lacked the proper will in economic policy, an adatguevaluation of the situation, and clear objegtivAt the
beginning of the economic crisis, they were noedblevaluate the situation adequately or respoiidrt due time.

2. Attempts to stabilize the Estonian economy andkpected trends

In 2009-2010, different measures were taken in tlemt to stabilize the Estonian economy. Somehef most
important of these were:

- The Employment Contracts Act came into force dualg 2009, intended to proceed from the principidlexicurity
for both employees and employers3 ;

- The VAT rate for most goods and services wagdairom 18% to 20% on 1 July 2009; the reduced Y&t& was
raised to 9% and is now applicable to books, wodisn newspapers and journals, medicinal producty] a
accommodation services;

- Income tax rates for both individuals and legatiges remained at the 2009 level of 21% durind@@despite the fact
that an annual reduction of the income tax ratel®y had been planned before the crisis;

- Excise tax rates for motor fuel, alcohol, tobagroducts were raised on 1 January 2010, and fectecity on 1
March 2010;

- The payment of the land tax became more tensee there now two deadlines for 2010 — 31 March ahdctober —
while there had previously been three deadline§ Agril, 15 July, and 15 October;

- A patient contribution of 15% for rehabilitatiomeatment came into force on 1 January 2010, wiiiis had
previously been financed by the Sick Fund.

The Estonian Strategy for Competitiveness for 2@094 was adopted to achieve greater national eciengrawth
and higher employment levels. The following objeet were set as priorities for the next few yeaaling to the
strategy (Uuendatud ... , 2010: 29):

- implementation of a conservative macroeconomiicyonhich will make it possible to:
- keep the government budget deficit below 3% ef@DP;
- join the euro zone in 2011;
- keep the increase in public debt under control;

- preserve Estonia’s ability to make investmentthe next few years

21n 2010 the employment rate of 15—-74-year-olds 5iad% in Estonia. The highest employment rate énpriod 1995-2009 had
been in 2008, namely 63.0% (Eesti majandusnaitaj2910).
3 Until then, the opportunities and positions of émgprs seemed to be better than those of the emgoy
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- improvement of the exporting capacity of busiasswhich:
- supports the creation of the favourable envirentfor the improvement of productivity;
- retains export volumes at the 2008 level;
- increases the attractiveness of Estonia folidargvestments;
- development of employee skills by
- increasing the financing of life-long studies;
- focusing on further training and retraining;
- making use of the low level of employment by inoying the skills level of 50,000 people by onegsta
- maintaining the employment level by
- developing the business environment;
- increasing the volume of public investments;

- supporting the retention of jobs in order taoes the earlier general 63.5% level of employnign2011.

Joining the euro zone is thus no life jacket far tlevelopment of the Estonian economy, but ratheoleamong many
for the implementation of a rational economic palic

3. Activities for alleviating and exiting the econmic crisis

Emergence from the economic crisis requires pufpbsend effective actions and the adoption of eenigopolicy
decisions.. The structure of the national econorifiycertainly not be the same after the economisisr There will be
important shifts, both in the proportions and canht different economic sectors and in the brasabfethe economy.
This will assume a comprehensive and intensiveairgtrg of labour all over the country, which thetst should
coordinate and encourage through its institutithsil now the state has been quite half-hearteiisimctivities. It is
appropriate to emphasise here that the public s&et® not sufficiently cut its expenditures or edighe efficiency of
its activities. The current cuts of expendituresehaot led to rational activities of the state.hdltigh there have been
some salary cuts and several government agendiegistitutions have been merged, it is now necgdsarofficials to
take comprehensive measures that would be moretigéan all respects; moreover, until now the wtigs of several
agencies have often been overlapping.

Foreign experts from well-known economic newspap@is journals, international central banks, andh@iations have
made different forecasts concerning the Estonimm@my. These forecasts have been both positivenagdtive. At

the same time, we can generally state: such positioe interesting, sometimes even necessarynieustmuld not take
them very seriously as such evaluations usuallyadorsubjective and sometimes misleading conclssiBuach experts
do not have sufficient information about Estonid do not know the actual situation and conditiongstonia. It is not
possible to make adequate evaluations based ole stajistics. It is also necessary to know thekgemund and the

factors influencing it. In order to exit the ecoriororisis, Estonia has had to focus attention enfttiowing:
- Favouring the development of production actigitiencluding manufacturing. This area has not reedi sufficient
attention in Estonia until now. It has often bebnught that intermediation, transit, tourism, resdtate activities, IT

development, etc. would be sufficient. These apeitant areas of development, but real economiautficcan only be
achieved by creating manufacturing jobs, includingking efforts to develop national industries;

- Improving labour productivity on all levels (théssumes also the use of modern engineering ahddéxy, access
to information, etc.). It is important to monitoorstantly the ratio between the growth of proditiand the increase
in salaries.4 Also, the creation of a favourabledstment climate is important;

- Improvement of the economic and business envieahand favouring their functioning in all respects

- Favouring long-term investments in municipalitigsluding lending support for significant projegt

* The ratio between the growth of productivity ahe increase in salaries is not taken into accauriistonian economic policy
making. At the same time, it is important to beamiind that the growth of productivity is fasteaththe increase in salaries.
Statistics Estonia has not paid sufficient attentto the labour productivity indicator either. Alsthe General Director of
Statistics Estonia supports the need for constaftulation and publishing/monitoring of the aboventioned indicators
(Potisepp 2010).
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- More specific definition of the functions of thate and municipal levels in order to better dévithe financing
between the two entities;

- Improved use of the EU funds.

These orientations can be better implemented ihdesl for balanced regional development and alsthéoconduction
of the administrative-territorial reform are takieo account. Regional development in Estonia tsesmely unstable,
confirmed by regional comparisons of almost allbB&n economic indicators).

4. Economic crisis, general economic situation, ungloyment, and increase in prices

The economic crisis had a deep impact on the Emtoeconomy and brought along a recession (see Tablehe
unemployment rate in 2010 was at an unprecederigdd lavel of 16.9% (Enim ... 2011). The official maxim
unemployment rate reached 19.8% in the first quat®010 (Kiire ... 2011). This unemployed rate igaaceptably
high in Estonia; according to different evaluatiotiere were approximately 120-130 thousand uneyadipeople in
Estonia in 2009-20105, or approximately 20% of Estonian labour force. In addition, a large proportof the
population has not been recorded as unemployedf(agerson has not started work within one y&aan he or she is
taken off the register of unemployed people; akdarge number of people have never registered dblwes as
unemployed, although have been without a job farge Such a situation is not a positive charasaéion of the
economic policy of the country. When Laszl6 Andtre EU Commissioner for Employment, Social Affaiesd
Inclusion met with journalists in Brussels on 11rbta2011, he directed attention to Estonia and rSpaicountries
with a high unemployment level. Among other things, said: ,high unemployment level refers to thiéufe of the
economic policy of the government” (Kérge ... 201MJ)e probably have to agree with that.

The extremely high unemployment level referredht® poor labour market policy of the state. It aisferred to the
fact that
- first, not all unemployed people are interestedeturning to work or able to acquire retraining

- second, the business communities are not cedagut their need for employees (with which spesliand which
qualification and how many employees are requiregvwhere; also separately for highly qualified enygles and
engineers)

- third, employers have no clear interest in payitg costs of retraining and raising the qualificat of their
employees

- fourth, local businesses have relatively litffeany, interest in making investments (which waqaiovide an increase
in labour productivity in the long term); at thersa time, businesses are often very profit-oriented.

In September 2010, the Bank of Estonia mentioneéts isconomic policy statement (Toormehindade01():
- The Estonian economy has overcome the recessibstarted to grow above all with the support giats
- The Estonian businesses and the state have riseefficiency of their activities

- During the second half of 2010, unemployment aglirease in Estonia but long-term unemploymertingiease in
2011

- The decrease in salary levels and prices dudééoetonomic crisis has proven to be short-termlaner than could
have been assumed from the extent of decreasefh GD

This were relatively optimistic evaluations. In-tle@nalysis of the situation, however, may not gsvprovide such
hopeful results.

Table 1: Main indicators (2007—2009) and forecadtsheir changes (2010-2012) in Estonia comparetthéoprevious
year

Indicators 2007 | 2008 2009 2019 201p 201p
GDP (bill. euros) 15.8 16.1 13.9 0.5 0.8 1.1
GDP change in constant prices (%) 6.9 -5.1 -139 5 1. 0.1 0.5
Inflation of harmonised consumer prices (%) 67 610. 0.2 1.2 1.6 0.4
Change in private consumption in constant prices (% 8.6 -5.6 -18.8 4.7 5.1 0.5

5 The number of people capable for work at the dgE5e74 years was 686.9 thousand in Estonia in 2@bdrding to Statistics
Estonia.
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Change in investments in constant prices (%) 4.0 5.01 -33.0 -9.0 6.3 -0.5
Change in exports in constant prices (%) 115 04 8.71| 65 -1.7 0.1
Change in imports in constant prices (%) 718 -71.0 32.6 11.7 1.4 -2.9
Unemployment (%) 4.7 5.5 13.8 1.8 0.3 0.2
Change in employment (%) 1.4 0.7 -9.2 -2{3 1|8 -0.4
GDP change per employee in constant prices (%) 5.45.2 -5.1 4.1 -1.7 0.9
Change in average gross salary (%) 20.4 1B.8 46 4 @4 1.8 0.1
Change in loans volume at the end of the period (%) 30.2 7.3 -6.4 -1.3 -1.4 2.4
Gross foreign debt (% of GDP) 109(8 118.2 125(5 2-4. -85 -13.3
Budget balance (% of GDP) 2.6 -2.8 -1.7 11 1{1 0|5

Source: Statistics Estonia, Eurostat, Bank of Hston

The respective Maastricht criteria had to be figifilby 2010 in order for Estonia to adopt the eamdl January 2011.
Meanwhile, the authorities consistently told theeyal public throughout 2010 that the euro woultimagse the prices.
Indeed, it was not the euro that led to the risprafes in Estonia. Rather, entrepreneurs and risamlgportunistically
increased prices. This began as early as May 28idthe higher prices were already in place onnbaly 2011 so
that they could remain on the same level. Priceselver, continued to rise in January—February 28&# also Table 2
below), and will continue to do so in the futureférring above all to global price increases intfegket, etc).

The change in the consumer price index in Marchl2idlEstonia compared to March 2010 was 5.2% aB&60.
compared to February 2011. The price of goods as@é by 7.0% and the services 2.1% compared tohveo¢0.

Regulated prices of goods and services increasedl3® and unregulated prices by 4.8% compared tci2010.

The index was most influenced by the 11% priceaase of food products, which accounted for appratetg one half

of the total increase. Approximately one half aéttonsisted in the 18% price increase of dairylpots and 12% price
increase of milled products compared to the peoibthe previous year. Also, the 14.2% price inceeamotor fuel

had an important effect. Compared to the same tm#010, largest price increases were for pota(8é%o), coffee

(48%), and apples (40%). Also, the prices of fuk(32%), cereals (31.6%) and milk (31%) have ias®d more than
30%. (Tarbijahinna-indeks ... 2011) The impact of terld market prices on the price increase of fpodducts,

which is much discussed in Estonia, is not cett@icause:

- No respective economic analyses have been pertbimmEstonia nor any facts presented.

- Observations and price comparisons of the authfahis paper when staying in the Federal ReputliGermany in
November and December demonstrated that while foices increased in Estonia, they did not increes&ermany
(there were massive and extensive price reductionGermany instead during the period before Chrisdn the
shopping basket of the author was 20-25% cheap@eimany than when living in Estonia.

- This raises the issue — did not the prices ofitbdd market have any effect on food prices inrary?

- There are also doubts about the seriousnesset#mpaign agreements started in the middle of 201Bstonia,

which were extensively advertised as the agreebetmteen traders and other businesses not to inerpeses during
the period before the adoption of euro; this wasdly announced to the general public (accordinghi® observations
of the author of this paper in the Estonian supekets in September—October, the prices were inedafter all

despite promises, sometimes even by 20-30%!).

It is appropriate to present the information of Benk of Estonia here: ,Inflation rates of the m&iade partners for
Estonia has also recently increased. Prices ofnigstdood products depend on developments in thkets of our

foreign trade partners and have therefore conditleiacreased within the last year. The Estoniaodf@rocessing
industry has reaped high profits from the priceréases, which were the highest ever in the fouutdrtgr of 2010.

These are even 1/6 higher than in the previousesiglevel achieved in 2008. ... High variations ofkaaps (M.R. —

greediness of traders) is also felt in consumeregriof food products and therefore the inflatiorEgtonia has been
much more hectic than in other countries. ... Atghee time, the foreign factors cannot be blamedhiincrease in
retail mark-ups which rose to record-breaking Isvagdain in 2010.“ (Lindpere 2011)

Public figures, including representatives of seMeale associations, have probably often been degiain Estonia in
their statements about producers and traders risingaprices, and businesses, including traders,e haeen
opportunistic.
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5. Adoption of euro and price dynamics in Estonia

The transition to the euro has often been regasdeah important objective for enlivening the ecop@nd achieving
economic growth. In fact, it is rather a tool of metary policy, which will not show its actual impamtil a few years
from now. Regardless, transition to the euro wdated to many activities in Estonia: budget cutsfilment of the
criteria for the adoption of euro; alleviation beteconomic crisis, and exiting from the crisis.

The current evaluation is based on the followingsjion: was the adoption of euro at such a priceHe Estonian
national economy — high unemployment rate, extrgn@l quality of life of many people, and many athsscial
problems — a timely step (or maybe too hasty) wusnthe development of the small country? Perpapty politics
played a greater role than stable welfare growtthefpopulation, improvement of the quality of lié& people, and
achievement of economic development.

It is interesting to look at the results of the seliolds budget survey in Estonia, conducted bisstat organisations of
all EU countries according to a harmonised methogiob A household member spent less in Estoni@ditd2han in
2007, but the proportion of compulsory expensesiimevitable housing and food expenses, incremstéw household
budget. According to the households budget surgagh household member spent on an average of 265 €139
kroons) per month in 2010, including 45% (119 eu@s compulsory food and housing expenses. Theoptiop of
compulsory spending has increased in the housdhadgets in the recent years. According to the dasbparable
survey of 2007, a household member spent 278 e @88 kroons) per month, including 40% (108 euros)
compulsory expenses. The increase in the propooficompulsory expenses in the budget shows a lgwality of life
as less money and opportunities are left for otix@enses. (Sundkulutuste ... 2011)

In 2010, a household member’s greatest expensdowv&sod (69 euros per month), which accounted26¥s of total
expenses. Fifty euros per month were spent on hgu&i9 euros on transport, 25 euros on spare tiieeuros on
household expenses, 12 euros on clothes and fogtams 10 euros on health care per household mer@benpared
to 2007, housing expenses have increased by appatedy a quarter. Moreover, expenses related teedjpae have
somewhat increased. Expenses related to clothefoatwlear have decreased most of all, by more ¢hehird. Also,
expenses for transport and eating out have dedte@bal.)

Price increases in Estonia during the transitiothtoeuro are characterised by some examples @it in Table 2.
The increase in the price of raw materials in tloeldvmarket partly drove the price increases, hatdpportunism of
businesses and traders also played a role.

The purchase price of milk was 23% higher in EstoniJanuary 2011 than it had been the previous(gea the price
has increased 29% compared to January 2009). Tiebgme price of wheat has increased 112% in 204fpaced to
2010, with a price increase of 84% compared toptiiee in 2009. The purchase price of pork increakd@bs during
one year. Compared to February 2010, dairy prodbegad, potatoes and vegetables have become eoaidsig more
expensive for consumers. For instance, the pricailifwas up 46.9%, sour cream 32.7%, coffee cr2@r@%, cheese
20.4%, kefir 18.2% and butter 12.9%. The pricepark and pork products decreased in the cours®d®,2but the
prices of beef, chicken and minced meat, and framdafs increased. The prices of white bread pradirctshops
increased 15.8% and black bread prices increas®d. 7The prices of fresh vegetables increased ipshacluding
head cabbage 226.3%, imported tomatoes 17.8%,tsaki5% and fresh cucumbers 1.4%. The price ohckgd

% The evaluations are based on the results of StatiEstonia’s households budget survey of 201@. [akt comparable information
is from 2007, as no surveys were conducted dutirgyears in between. In 2010, more than 3,600 halde participated in the
survey. A household is a group of persons livingh&t same address and using money in common, whesebers regard
themselves as belonging to the same household.uaehold is different from a family that is basedtdaod relationship or
relationship by marriage. In 2010, there were agipmately 600,000 households in Estonia, the avesie of a household was
2.3 persons. (Sundkulutuste ... 2011)

27



Estonia’s recent Developments in the European Union

potatoes increased 112.7% during the year. The pfieggs decreased 5.6% during the year. The gveedail price
of motor fuel (95E) in automatic gas stations waX)leuros/litre in February, which was 12% highlemta year ago.
Diesel fuel prices increased 18% during the yemwidukaupade ... 2011) This is another example ofaitteal price
increases.

Table 2: Dynamics of certain prices in Estonia 012-2011, before and during the adoption of euro

Order Goods / services Price in December| Price in February | Price increase
No. 2010(EUR) 2011(EUR) (%)

1. Rakvere frankfurters, 1 kg 2.70 3.61 34
2. Main course of pork chop 5.00 8.95 79
3. Solyanka soup 1.92 2.50 30
4. Fresh tomato, 1 kg 1.50 2.00 33
5. Fresh cucumber, 1 kg 2.27 2.99 32
6. Carrots, 1 kg 0.26 0.38 46
7. White head cabbage, 1 kg 0.46 0.65 41
8. Bananas, 1 kg 1.25 1.69 35
9. Pasta 0.95 1.25 32
10. Potato (unwashed), 1 kg 0.33 0.60 82
11. Vegetable oil (from rapeseed), 1 litre 1.91 92.5 36

12. Sugar, 1 kg 1.02 1.19 17
13. Light beer, 4.5% 2.24 2.50 12
14, Palmolive soap 0.30 0.44 47
15. Haircut (ladies) 8.50 12.20 44

Source: Pealinn 2011: 4-6

The Consumer Protection Board also notes that bssés have continued to adjust their prices afeetransition to
the euro by making the prices more attractive farketing. For instance, in January 2011, a littlerenthan 10% of
prices ended with the number 9, but in March 20i4dre were already more than 20% of such pricesti(Ees
toiduainetodstus ... 2011). These adjustments haeeladl to a certain increase in prices.

The prices of food, services, and several othedymts will combine with the price dynamics to graliiyi shape the
attitude of the population towards the euro in BstoConcerning the attitude towards the euros,itfor instance,
generally known that Germans were not as enthisiabbut the euro as they were about the Germark. nfdre
strength and stability of the mark had been enshyeaupmees 2010):

- the general knowledge that hard work and diligefed to success
- discipline and order in everything, includingane’s work

- extensive saving and economizing

- a high level of engineering

- high economic productivity (achieved throughth# above-mentioned factors).

Probably many countries, including Estonia, needotlow the example of Germany in many issues. €henomic

growth forecasts for Germany have been optimi§tig. instance, in November 2010 the economic grdaticast for
2010 in the European Union was 1.8% and in Gern3an%o. For 2011, the respective forecasts were hi&02.2%
(Tageschau 2010). Germany has also been regard#te a-called engine of the European Union fotirgithe

economic crisis (Ibid). For instance, in Novemb@t@ the consumer price index increased by 1.5%ginm@ny, above
all due to the price increases of food productsrantbr fuel (Regional 2010). At the same time, phiee comparisons
show that the price increases of goods and serincEstonia are almost double the average increasée EU (Pao
2011: 8). When we compare the prices of Februa®yl20ith those in February 2010, however, the changie

consumer price index in Estonia was 5.7% (Enim .1130Considering the economic situation in Germang the

situation of the euro zone, it is evident thatlgedership and economy of Germany is necessatahdize the euro.

Unlike in Estonia, the prevalent basic economidtpmsin Germany has been that the increase indapooductivity
has to exceed the increase in average salarieording to Statistics Estonia, the Estonian econamg the
Government of the Republic of Estonia are not paldrly interested in these indicators. In otherdgo there is no
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demand. Thus, the increase in average salary hpacad the increase in labour productivity in Egtaince regaining
independence twenty years ago. Economists haveddrtbe non-observance of that ratio (particularlyhe years of
high economic growth). The Estonian media has romatl it, but only in the context of the economitsist The
actions of the government in Estonia quite ofteninels us of the Soviet days, when suitable econamdicators were
carefully selected to characterise the positiveettgyments of the country.

Conclusion

The creation of many new private companies (abdiveniaro businesses and small businesses) supptieedapid
economic growth of Estonia in earlier years. Offaetors included active investment activities (itihg involvement
of foreign investors), the expansion of economiaotaots, and reforms in the areas of educationcalguwie, health
care, among others. Joining the European Union NA@O have also contributed to the development dbhis.
However, several wrong or half-hearted decisiométéid productivity in Estonia.

The economic crisis had an extensive impact onristdt led to decreases in exports, demand, ptamycthe
redundancy of labour, and a reduction of salafsskruptcies of companies also profligated, leadm@ dramatic
increase in unemployment, an increase in regianablance, and many other phenomena. The probleme nvest
evident outside larger cities, particularly in tBstonian rural areas. Exiting the economic crisigély depends on the
success of other EU countries and countries throuigihe world in overcoming difficulties.

The adoption of the euro in Estonia on 1 Januaf ZWhich is often officially regarded as an impmit objective for
the achievement of recovery and growth of the eagnowvas an instrument of monetary policy, but thual impact
of the currency will not become evident for at tem$ew years. Fulfilling the criteria for the adiom of the euro, the
related budget cuts, and operating in the situaifaine economic crisis have taken the Estoniama&aty to a difficult
situation. The economic crisis and the objectiveadbption of the euro have been a double burdeth@rEstonian
society and economy, especially in 2009-2010.

The extremely high unemployment rate will surelynagn for a long time. Although unemployment deceebi the
second half of 2010 and economic growth increasedny unemployed people are either not interestegiting a job
again or are able to learn and acquire retrairiihgreover, employers have no clear idea about theuiathey need,
nor do they have a clear interest in incurring éx@enses of retraining and further training thereel Neither
employers nor owners have particular interest ikingainvestments to update outdated equipment.

The central question is whether the adoption ofatim at such a price — high unemployment ratesemmely low
quality of life of many families, additional socipfoblems — was a timely step to ensure long-teéailes development
of the small country. Were the interests of panitigs in the foreground rather than the well-lgef the population
and the achievement of balanced economic develof®men

There are numerous additional activities, many bictv are interrelated. These include: the reduatibtihe number of
the unemployed through job creation and the foundiitnew businesses, despite the lack of quallibdur; economic
restructuring towards science-intensive activit@s] the achievement of a higher rate of produgti@evelopment of
national production activities and industry, rattigan relying on subcontracts and foreign invests)eis necessary,
.The quick completion of administrative and temigbreform soon (it has continued for more thamyears already) is
also important, as is achieving balanced regiogaetbpment. It is also necessary to complete the: taform to enable
private owners (rather than merely agriculturalducers) to cultivate and manage the land. Otheessery reforms
include tax reform, which is necessary to achievead justice, and educational reform, which wolddd to higher
quality. Finally, the further and closer cooperatif the three Baltic states — Estonia, Latviahu#tnia — should be
regarded as important. In short, Estonia needsveldp from a society of officials into a sociefycilizens.
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Changes in Lithuanian labour market during period of economic recession

1. SOCIO-ECONOMIC CONSEQUENCES OF THE ECONOMIC RECESSION

Recessions have far-reaching impacts on a rangeafomic and social outcomes. Rapid falls in exghanates are
often viewed as the key indicators of a recessiwh subsequent GDP contractions (Baldacci et al2Rdconomic

crises that usually occur as the result of suddeanticipated shocks (e.g. the shock that arisem farge capital

outflows) lead to a sharp decline in output, artdrofo substantial price increases (Prennushi,et@99; Sumner et al.,
20009).

Economic downturn affects labour markets and theatieur of individuals in employment. The most imjpmt
consequences of the recession towards labour msasketreduced demand for labour, and thus loweloyment,
reduced wages, and lower labour income (Prenntisthi,1999; Sumner et al., 2009; Knowles et a9

Studies also show that economic recession causeduation in the labour force employed by both phivate and
public sectors. The falling labour demand has areleging effect on formal sector wage rates. Crasesgenerally
accompanied by increased health risks and decredf®dability of health care (Gruzevskis, Zabakait, 2010 by
Knowles et al, 1999). Furthermore, evidence suggtsdt recessionary periods have detrimental effeat social
indicators that are greater than the gains duripgjvalent periods of growth (Gruzevskis, Zabaraiigk&010 by
Edstrom, 1999). Despite of the first signs of eaomorecovery, Lithuania is still experiencing iteapest recession
since regaining independence. When the economyeslodown, sales and production in most economicosect
declined, and unemployment increased simultaneoushancial crisis triggered inflation, unemployrhedrop in
purchasing power, and the growth of public delb# @bvernment may have to devalue the national wcyrer borrow
from the International Monetary Fund) and otherai{€kas, Vasiliauskadt 2010).

The Lithuanian economy from 2004 to 2007 was ongheffastest growing in the EU. In 2007, the natletonomy
grew at a rate of 9.8 percent. Since 2004, GDP trtnas been impressive: average annual growth edaclé percent.
The main factors of this economic development waped household consumption and investment grolmttrease in
employment and labour shortages led to wage gromt2008, Lithuanian economic growth began to shayidly,
falling to 2.8 percent. A decrease in domestic deingas one of the main causes of this decline.dBepening global
financial crisis and weakening external demandchingd the Lithuanian economic downturn. In 2009 PGjpowth was
negative and amounted to -15 percent.

Figure 1. Lithuanian GDP growth dynamics in 200420
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Source: Lithuanian Economic Survey 2009/2010.

A significant increase in the unemployment rate whserved in the country since the end of 2008 oAdiag to the
data of Department of Statistics, the average ut@mpent rate in Lithuania in 2009 was 13.7 per centomparison
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with 2008, unemployment more than doubled.. Natitladour Force Survey data showed that the unempdoy rate
was 18.1 per cent in the first quarter of 2010.

Figure 2. Average unemployment rate in Lithuagig04-2010 (per cent)
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Statistics Lithuania shows that in 2009 the averggess earnings (including individual enterprisgsthe country
amounted to 2,056 litas (or about 596 Euro) perttmds percent less than in 2008. In 2010, the @esgross earnings
amounted to 1,990 litas (almost 577 Euro), or 3geett less than in 2009.

Figure 3. Average gross wage (in litas) in Lithuavith the exception of individual enterprises)
2004-2010 (percent)
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The consumption expenditure that had steadily aswd during 2004-2008 decreased in 2009. Accortinthe
Statistics Lithuania, household consumption expgengliat current prices during the first quarter26fl0 was 12
percent lower than in 2009 Q I-III.
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Figure 4. Average consumption expenditure per egpir month, 2004-2010 (Lt and annual change)
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The significant economic recession in Lithuaniaattivas caused by the real estate crisis, precakiank lending
policies, and ineffective political decisions rdpidiestroyed the achievements of previous econataielopment.
Moreover, the global financial crisis had a strangiect on the Baltic states than elsewhere inEble According to
estimations of experts, the current economic régeda Lithuania is more severe and will last longiean in 1999
(Nausda, Taurait, 2009).

The economic downturn created a big budget deifici2008-2010. In 2008, Lithuania's budget defigihched 3.2
percent of GDP, and in 2009 - 9.5 percent. Compaiigid 2008, Lithuanian state budget revenues in928éclined
10.8 percent while expenditures remained the same.

Table 1. Lithuanian state budget revenue, experadiand deficit in 2004-2009 (bin. Litas)

State budget items 2004 2005 2006 2007 2008 2009angehin % 2009 compared with 2008
State budget revenue 118 141 16.8 20.7 23.2 20.7 -10.8

State budget spending 12.7 14(8 1B 21 24.6 24.6 0.0

Budget deficit -0.9 -0.7 -1.2 -0.3 -1.4 -3.9 178.6

The results of the empirical research of the shagdoonomy in Lithuania carried out by Krumg@y®010) show that in
2006-2009 officially unaccounted revenue, due soshadow economy, was between 15 percent and 888 of all

received revenue. Social consequences of econ@oéssion. Economic recession had devastatingteieca range
of social conditions. As indicated in the literaumany of the declines have persistent or irréviereffects — costs
that last for years after the financial consequemde crisis have been mitigated (e.g. workers loke their jobs for a

year or more during a recession may find it hargetarn to formal employment) (Edstrom, 1999; Cettth2009).

Earlier research shows that the incidence and isgvar income poverty usually rise during a crisisgquently in
combination with pressures on other dimensions @lf-bbeing. These include nutritional status, edicathealth, and
security. While these changes may affect peop#listrata of life, they can have a particularlyastating impact on

those living below or close to the poverty line $fdm, 1999; Baldacci et al., 2002).

Baldacci et al. (2002) argue that financial crisegpact poverty through several transmission medmasi
Approximately 60-70 percent of the poverty impaatsa recession are due to four factors: unemployiafiation,

reduced public expenditure, and GDP contractiorcofaing to him, the extent of the poverty rise dgrihe crisis
period depends on an aggregate level of changé®m and income inequality. At the household leitedepends on
household characteristics, education, and locatame of the poor will be protected by their gepgreal isolation

and poor connectivity with national and global negk(Ravallion, 2008).
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Historical evidence presented by Schmitt and B4&@08) shows that ,labour-market recessions ladbfager than the
technical recessions. Long after financial marletd employers have begun to recover from an ecandownturn,
workers continue to suffer from high levels of umpdoyment, depressed levels of employment, fallmgpmes, loss of
health insurance, and outright poverty.” Income gty and social exclusion. With Lithuania’s rathaeffective
unemployment insurance system, an increase inuhaer of the unemployed is closely linked with &asing poverty
in the country (especially as a result of incregdong-term unemployment when no income is earoednre than a

year). This fact is clearly revealed by a sharpbyréasing number of persons receiving social beniefiLithuania.

The statistical data analysis shows that sincehind quarter of 2008, the number of recipientsofial benefits has
dramatically increased in the country. In the sarter of 2010, social benefits were drawn by &l2d%.2 thousand
people in Lithuania, i.e. four times more thanha first quarter of 2008. Compared to the firstrtgraof 2008, the total
number of families receiving social benefits in @Q0umped by more than 430 percent (from 19.7 thodiga 85.2

thousand). Such a sharp growth in the number @biesds of social benefits was conditioned by fajlincome of the

population and particularly by the increased nundigob cuts in the recent periodl.

Figure 5. Dynamics of the number of recipientsagfial benefits in Lithuania in 2008 — 2010 (by cieay
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Source: Social map of Lithuania. Available via migt: <http://www.socialiniszemelapis.|It/index.pta2274078>

The data of the Survey on Income and Living Condigj collected by Statistics Lithuania, indicatbattthe
unemployed are particularly vulnerable in the Léhian population. In 2007, the unemployed’s at-a&lpoverty rate
was 57 percent, among the highest in the EU. Tleenpioyed were at risk of poverty roughly seven smeore often
than the employed.

Households where the main source of income isrtbenie derived from work are also at risk of poveTtye income
derived from work does not ensure a family membigceme level is higher than the poverty line, whis defined as
60 percent of median equalised disposable incore.HU-SILC survey conducted in 2009 shows thantimaber of
such households in Lithuania amounted to 10.4 pér(leU — 8.4 percent). The at-risk-of-poverty rat@mong the
unemployed was 5 times higher than those of thdaragd and made 54.3 percent.

A comparison of minimum monthly wages (MMW) and tieéative poverty line during the subject yearphkeainalyse
the problem of in-work poverty. In 2008-2010, th&/IM/ in net terms amounted to LTL 660.8 (about € 191e at-

! Social benefits in Lithuania are paid to a fanfdingle resident) if its average income duringpkeiod of three
months preceding the month when the family (sing&dent) applied for a benefit was below the stafgported
income (SSI) per family (single resident) (i.e. 350.), as well as if the value of the property owlrtzy the family
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risk-of-poverty threshold for a single person wad.1831 (about € 243) (SILC (2009) 2008 income yJlathe income
derived from work of a person living alone and recey MMW was 21 percent lower than the at-riskpufverty

threshold. Thus, people living alone who were betbes poverty threshold despite having been emplajethg the
working period and received MMW had no opporturiityescape from the risk of poverty. Persons reagitdiMW

and experiencing risk of poverty may be related mtieey work full time or have dependants with ncoime or whose
income (from work or social benefits) were lowearihthe poverty threshold. In addition, a familyfofir members
(with two persons employed and receiving MMW ana tshependants) also had no opportunity to avoidritie of

poverty, as their income per one family member wak 330,4 (about € 96) and at-risk-of-poverty threksl - LTL

436.5 (about € 127).

The percentage of people working full time and neng MMW has a tendency to rise among the totahbar of the
employed in Lithuania. The share of those receiWidW in 2007 constituted 7 percent; in 2008 - 7e&2qent; and in
2009 - 9.7 percent. The European Union Statistictnoome and Living Conditions (EU-SILC) also shawe=gative
changes in the indicator of the households whose meome source was the income derived from wbrkk007, the
at-risk-of-poverty rate in these households comstit 9.4 percent, rising to 10.4 percent in 20048 mhajority of low-

income workers live in rural areas in Lithuania.oAnd 32.7 percent of the rural population expegenthe risk of
poverty compared to 14.7 percent of those livingiiban areas. Comparing the qualification of thelrand urban
labour force, certainly, the qualification of rugdpulation is lower than urban population. On eéltleer hand, the in-
work poverty rate in Lithuania does not reveal tkal poverty situation because the relative povéntgshold in

Lithuania is extremely low2 compared to many EU NbemStates. Therefore, any household receivindptfidnigher

income than the poverty threshold is not classifectording to the methodology of calculation of thdicator) as a
household living in poverty (Blazién2011).

Table 2. At-risk-of-poverty rate and in-work poyerate in Lihuania and EU-27, percent

| 2005 | 2006 | 2007 | 2008 | 2009
Lithuania
At-risk-of-poverty rate 20.5 20.0 19.1 20.0 20.6
In-work poverty raté 10.0 10.0 8.0 9.4 10.4
EU-27
At-risk-of-poverty rate 16.4 16.5 16.7 16.4 16.3
In-work -poverty rate 8.2 8.2 8.5 8.6 8.4

Other indicators for 2009 that show the relevarfde-avork poverty in Lithuania are:

- The at-risk-of poverty rate among single employetividuals in Lithuania was 16.1 percent (EU-20:4
percent).

- The in-work poverty indicator of individuals witbwer than secondary educational attainment wak 21
percent (EU-27: 16.4 percent).

There were 191,000 part-time workers, which accodot 19.8 percent of the population employed i@ tiational
economy. By comparison, in 2008 the number of paré-workers was 156,800, or 13.7 percent of thal employed
population (Blazieé, 2011). The figures above suggest that havingyaoften does not provide adequate standards of
living. This fact together with the high unemploymeate are seen as a push effect, encouragindgémpook for
more attractive working and living conditions akatoa

does not exceed the fixed ratio of property vaLeesh social assistance is equal to 90 percenedfifference
between the SSI per family or single resident dedatverage monthly income of the family or singieident.

2E.g., in 2005 (latest data published by the EUR®@BTthe poverty threshold in Lithuania was EUR B2fr person,
whereas in France it was EUR 9,567.

% The share of persons who are at work and havejainadised disposable income below at-risk-of-poyéhreshold,
which is set at 60 percent of the national meéguivalised disposable income (after social trasfe

35



Changes in Lithuanian labour market during peribdamnomic recession

Emigration of population. Despite the fact that gration decreased (from 15.5 thousand to 12.6 thal)sin 2006 for

the first time since Lithuania’s accession to thé, Ehe pace of emigration has accelerated agaimgitine period of
the economic crisis. In addition, 7.7 thousand gesgor 14 percent more than in 2005) immigratetittouania. This

situation was mainly induced by falling or lost@mee, rising interest rates on consumer creditipasing loans (taken
in the national currency). Moreover, the social @ewdnomic policy implemented in the country hatlelifocus on

social problems . In 2008, the number of emigrénais Lithuania grew by 22.8 percent, as comparat 2007 (from

13.8 thousand to 17.0 thousand); meanwhile, the@se in the number of immigrants to Lithuania dtabmerely 8

percent (increasing from 8.6 thousand to 9.3 thodisa

Figure 6. Extent of international migration in Lithnia in 2004-2010
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The extent of emigration did not decrease in 20€8e According to statistical data, around 2h0usand persons
emigrated from Lithuania in 2009. Bearing in mitmttthe Lithuanian economy is foreseen to recomy im 2011-
2012, Lithuania is likely to see even higher radtemigration in 2010, along with the recovery obeamies of foreign
countries.

In April-August of 2010, the magnitude of emigratifsom Lithuania was high (average of 10.7 thousaimirants per
month). This can be explained by the obligatiorsd Hre stated in Lithuania’s Health Insurance La#vich demands
country residents pay health insurance premiumshitncontext, the change of residence from Litliaada a foreign
country could be declared by those migrants whaHaed abroad before. During the first ten month010, 74.1
thousand people declared their departure from hithay which is four times more than during the sgeeod last
year. According to the Department of Statisticergwsecond or third person who was absent fromukitia in 2010
did not declare his or her departure.4

As a result of increasing migration, Lithuania mage additional 100-150 thousand residents in ohng run. This is
particularly alarming because Lithuanian citizeinsl fit increasingly easy to adapt to the sociotgalt environment of
foreign countries (particularly English-speakinguntries) and they tend to stay there permanentigrebsed
emigration entails a wide range of long-term sociahsequences, having a negative impact not onlindiwidual

households but also on the country as a whole @neiconomic potential. Emigration entails a declim@opulation,
"brain drain", demographic ageing, and other pnuisle

Increase in the crime rate. The statistical datlysis provided by Gruzevskis and Zabarausk@008) has showed
that economic decline, accompanied by rising uneymeént and decreased household income lead tocaeased
crime rate. Although the total crime rate in Lithimwent up about 4 percent in the first quarte2@39, the number of

* General population and housing census 2011 wilaé clarification of the extent of emigration apdpulation for
2001-2010.
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economic crimes increased considerably: the nurabeases involving the counterfeiting of currenadasecurities
increased 158.6 percent (from 237 to 613 caseaudrecases increased 59.1 percent (from 915 to 1Eb@&hermore,
the unlawful production of alcohol and the numbéremes committed by persons under the influentalcohol
nearly doubled during the same period (as compaitdthe previous year). If such trends persisg, tiftal number of
criminal acts in Lithuania may increase by 27 petde 2012 (against 2008) and constitute aboutoBighnd criminal
acts per 100 thousand residents. The increase@ céta is expected to continue until 2012-2013 tduthe fact that
restraints on economic crimes take longer to develud are related to a rise in the standard afdivh the country
(GruZevskis, Zabarauskait2008). It also should be mentioned that in 20@t&uania led Europe in the number of
homicides, suicides, and car accidents caused unkdirivers (Eurostat). These facts indicate a reedestruction of
the social structure.

2. KEY INDICATORS OF CHANGES IN LABOUR MARKET TREND S

Employment indicators were uneven during the défiférperiods of labour market development. The aee@nnual
rate of employment until the decline (2001-2005jdreto grow quite rapidly (from 57.2 to 62.6 pet¢eEmployment
growth continued, and the average rate in 2007hezhits maximum level during the reference perigdlg percent).
However, in 2008-2009 it decreased significantly,60.1 percent. The lowest employment rate durirggeriod was
in 2001, when the employment rate was only 57.2qyr The key factors influencing employment growtre the
improvement of the economic situation by 2008 armmtives from the European Union. However, thesis & drastic
change during the entrenched economic crisis: emmat and unemployment rates significantly detatied. (Some
reached 2002 levels, which was before Lithuaniecession to the EU). In other words, during thé ttas years major
adverse employment and unemployment figures agtaoalicelled the positive trends in the labour miackanges that
took place over the previous five boom years (L2008).

Table 3. Core labour market indicators

2004 | 2005| 2006 2007 200B 2009 20[10
The total number of employed, thous. 14361373.9| 1499.0| 1534.2|1 520.(0 1415.9(1343.7
Employment rate, total (population aged 15-64Y6in 61.1 62.6 63.6 64.9 64.3 60.1 57,8
The total number of unemployed, thous. 184.4 132.89.3 69.0 94.3| 225.1 291)]1
Unemployment rate, total, percent. 1114 83 56 3 4. 5.8 13.7| 17.8

Source: Department of Statistics

Employment dynamics. While analysing the dynamicsiational labour market it is worth highlightiniget positive
changes in employment of elderly people. The empkyt level of the people aged 55-64 since 1998 frose 39.8
percent to 53.1 percent in 2007. Despite the fattthe situation got worse in 2008.

It must be stressed that the relatively high emplent of women is a distinct feature of the Lith@miabour market.
During the period of economic downturn, the womemployment rate dropped by 3.2 percent, but it stéishigher
than that of men.

The youth employment rate was lower than the empéoyt rate of other social groups. At the beginnifigthe
economic recession, the employment of young peopliee country shrank from 26.7 percent in 20021 percent
in 2009. Such a drop was the sharpest among aheut force groups. On the basis of the lessoms fhe ,Russian
crisis” in 1999, it is obvious that the outcomegh# economic recession on young people are vegreselt is probable
that the employment rate of young people will raraech more slowly than average once the economyoves.

Table 4. The employment rate and its dynamic byrthia target groups

2005 |2006 | 2007 | 2008 | 2009 2010
Employment rate (15-64) 62.6 63.6 64.9 64.3 60.1 .857
Women employment rate 59.4 61.0 62.2 61.8 60.7 7 58.
Youth employment rate (15-24) 21.1 23.7 25.2 26.71 1.52 19.2
Elderly employment rate (55-64) 49.2 49.6 53.4 53.151.6 48.6

Source: Department of Statistics
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Unemployment changes. The lowest number of unereplgeople in Lithuania was recorded in 2007, when t
unemployment rate reached 4.3 percent. Neverthdbgsthe end of 2008, when the economic recessegai, the
unemployment rate rose quickly. In 2009, it wasadml4 percent, and in 2010 it had climbed to litqd. The
changes in the unemployment level of different glogroups in fact are similar to the dynamics oférage index but
the changes in youth unemployment rate were edpepr@minent. In the period 2000-2007, it decrehfem 30.1 to

8.2 percent, but in 2008-2010 rose to 35 percent.

The variations of the unemployment rate of menwachen were lighter than for the young target gon2004-2005,
the unemployment level of women was higher than .nidswvertheless, the situation has changed sincé:20@
women's unemployment rate became lower than merteft in 2007, when the indices were equal). Ruthe
economic recession, the unemployment level of mereased faster than women. In 2010, it reachquegtent (QIll).

Table 5. The average annual number of unemployddtedynamics of the unemployment rate (thous. gerdent)

Source: Department of Statistics

2004 | 2005| 2006 2007 2008 2009 2010
Number of unemployed, (thous 184.4| 132.9] 89.3] 69.C 94.3 2251 291.1
Total unemployment rate (15-64), in %, of which 11.4 8.3 5.6 4.3 5.8 13.7 17.9
Women 118 8.3 5.4 4.3 5.6 10.4 14.6
Men 11.0 8.2 5.8 4.3 6.1 17.3 21.b
Youth (15-24) 225 | 15.7 9.8 8.2 13.4 29.2 351

It is clear that the dynamics of different indicey substantially. According to the data of Staiss Lithuania, the
situation of the national labour market startedeteriorate in 2008, but the number of unemployeabfe who belong
to certain target groups who registered in pubiiplyment offices were noticed as early as 200628@¥ . It can thus
be assumed that those indices were more sensdivtbet approaching economic recession. Even durirsirang

economy, people without vocational education haxeed unemployment problems more often. The numlber o

individuals who belong to this target group stateéhcrease as early as 2006.

In 2009, the number of registered unemployed acateld enormously. Compared to 2008, the numbenefmployed
men increased dramatically (from 11 to 217.2 thodsand the number of unskilled individuals inceshdrom 84 to

145.2 thousand.

Table 6. Job seekers and the unemployed (annuabeuaof registered individuals, thous.)

2004 2005 2006 2007 2008 2009 2010
Registered job seekers, of which: 221\6 178.3 176.7 186.4 241.0 383.2 312.1
Unemployed 204.3 163.9 160.8 166.7 214.p 369.4  2311.
Women 101.1 85 87.5 90.5 103.2 152)2 139.1
Men 103.2 78.9 73.3 76.2 111.0 2172 172.2
Youth 40.6 29.1 26.1 29.6 38.6 79.6 447
\Without vocational education 66.5 56.7 59.9 66.3 .084| 145.2
\Without job experience 19.3 22.3 24.5 47.3

The analysis of statistical data shows the chanfdéise situation in the labour market of differgxapulation groups,
especially the situation of vulnerable groups. Thest significant manifestations of the crisis weteserved in the
field of employment. Examining the structure of thbour force reveals that the effects of econosibevdown has
primarily impacted the most unprotected populatiorthe labour market. The changes in labour suplpising the
economic recession. The number of clients in publiployment offices, the increased number of peogdeiving
social benefits, and the changing structure ofuthemployed since 2008 created new conditions fptementation of

active labour market policies (ALMP).

During the economic downturn, the unemployed chdrigdooth quantitative and qualitative terms. A¢ tieginning of
the recession (end of 2008 - beginning of 2009 stiiare of people who recieved additional suppaatantees among
all unemployed people had decreased. In 2010, tilntion changed again. When the health insuraitgat®n became
clear, the share of unemployed without work expegeand long term unemployed stabilised. In 20t8,share of
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unemployed people without a work record consisted percent (in 2009 — 12.8 percent). Those whoagdp in
employment for 2 or more years consisted 22 per@e@009 — 14.3 percent).

Forty-one percent of clients of the employmentagffhave no vocational education. Although the slbénenskilled

people in total number of unemployed remained stédbout 40 percent), the absolute number of thesniricreased.
Comparing the years 2008 and 2009, the share ahploged men increased up to 60 percent. It thanedsed to 57.7
percent in 2010. Almost every fifth registered upéoyed person is older than 50 (18.6 percent). ¥Ef@urth is under
25 years old (24.4 percent). The number of indi@lduvho are entitled to the additional employmeamp®rt has
increased again since the middle of 2010 becauar amendment of the Law on Employment.

Among other problems related to the structure bbla supply, it is necessary to mention ratheradile territorial
disparities in unemployment. According to the datahe Lithuanian employment office from the end28f10, the
highest rate of working-age population registersdiaemployed was in the municipalities of Ignal{@a.3 percent),
Mazeikiai (19.8 percent). and Zarasai (19.4 pett.refhe lowest number of unemployed was in Neri(ga per
cent.), Birstonas (10.7 percent), and Siauliai 31percent). In Lithuania’s big cities, the rate wfgistered
unemployment was lower than the average in thetcpufLithuanian labour exchange, 2011). Role dfvaclabour
market policy measures during the economic recesgimm 2003 to 2008, the number of participantaative labour
market policies (ALMPSs) in Lithuania decreased. FBhare of ALMP participants among total number mémployed
also decreased.

Figure 7. Number of unemployed, persons in actibelir market policies,
and recipients of unemployment insurance benedit ypar)
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=& Participants of ALMP

400
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300 /
- /

200

. F + /

2005 2006 2007 2008 2009

Source: Lithuanian labour market in figures 200590

More significant changes in the application of ALMiRasures were observed in 2008. Compared to 2®nhumber
of participants of the measures decreased drarfigti€ae analysis of the data from the beginnin@068 and in 2009,
when the number of unemployed increased dramatjcaliows that during the same period the total rerndf
participants in ALMP was very low. The share of wvmand long-term unemployed among the participahthe
measures were also lower, but the young and didgdgleple have been actively involved in ALMP measur

According to the 2010 data, 57.8 thousand indivislugere involved with active labour market policyeasures.
Individuals involved in different ALMPs currentlyoaostitute 3.5 percent of the all registered uneggdo An analysis
of the targeting data of the different ALMP measudering the recession period (2008 — 2010) revaalscreased
volume of almost all the programs.
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Table 7. Number of people directed to the actib®la market policies (by measures, during the gbrio

2005 | 2006| 2007/ 2008 200 2010
Number of unemployed persons directed to Ps (total) 129.9| 99.8 72.1 36.3| 47.5 57.8
\Vocational training 19.8 19.6 24.4 9.8 13.9 6.5
Non-formal education 5.5 1.4
\Vocational rehabilitation 0.01 0.2 0.3 0.3 0.3 0.5
Supported employment. Of which:
Subsidised job placement 2.7 11.7 4.9 9 12.3
Support for acquisition of professional skills .. 31| 49 1.7 3.8 6.5
Public works 30.3 | 344 | 224| 16.4 184 31.9
Support for establishing of job places 4.8 3/8 2.4 1.4 0.1 0.1
Job rotation 0.1 0.6 0.4 0.6 0.6
Business license 4.2 7.1 7.0 7.7 14.5

Source: Lithuanian labour exchange.

During the period of economic downturn, ALMP coddd an important tool to reduce social tension amihtain

employment of vulnerable groups. ALMP measures ém@nt the following key tasks in order to mitigate

economic consequences and to speed up the recof/i¢hg country's labour market: promotion of labai@mand,
improvement of the quality of the work force, rethgcthe consequences of financial crisis for uneygdl persons,
and promotion of small business.

The changing structure of the unemployed and dedimabour demand creates a need for active lalncanket
policies. During the period of recession, it wolle appropriate to extend the list of the groups ah® entitled to
participate in ALMPs. More attention and more preixe measures should also be implemented in #&sarith mass
unemployment in order to forestall the breakdownso€ial structures. Unfortunately, the financidbedtions for
ALMPs from the state budget after the beginninghef crisis dropped three times (from 69,524 thétes in 2008 to
22,471 thous. litas in 2009) and the current lesfelmplementation of those measures was maintamedtly by
European Social Fund.

It can be argued that ALMP measures in Lithuaniaeweot actively used to reduce unemployment angdréserve
existing jobs during the economic downturn. Giviea extent of long-term unemployment in the couritrys a low
figure. Since March 2011, the number of long-temmemployed has increased by 140 thousand, a 12@mqtencrease
compared to the same period of 2010. At the same, tthe number of unemployed people receiving uheyngent
benefits declined from 70.5 thousand up to 45 thodsluring the same period.

Conclusions

As historical evidence shows, a general lessonaisdne must respond quickly to economic crisi®tgeft gets worse.
The measures selected should have a quick impatteoeconomy and population with the main focugmployment
issues. Unfortunately, analysing the macroecondndicators of the Lithuanian economy in the peradd004-2009
suggests that the public management system hadifficient potential to meet challenges of economgcession.
Significant variations in the employment rate aadnéngs indicated that there are no mechanismstédilizing the
economic fluctuation in the country.

A reduction in national production, an increasaioémployment (especially youth unemployment), gpdrmaverage
wages, a rise of prices for utilities, and a renuncof social guarantees all limit citizen partaijn in the Lithuanian
labour market. The migration flows — rising numbé&emigrants and shrinking number of immigrantiustrates this
point.

Another social problem is the worsening standartiviig of the unemployed. The number of unemploydtb lost

their right to unemployment benefits is increasiig.significant reduction in personal income ofteauses the
unemployed person (or family) to fall into the ran&f socially disadvantaged people. It should beechdhat the
reduction of unemployment benefits (from 1 Janu2®30 and December) has triggered protests and| sotigety.

However, a significant decrease in social secuaityl standard of living of unemployed persons halstte the

development of informal employment.
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While assessing the main drivers and obstacleedonomic and employment growth in Lithuania, théauourable
political situation and imperfections in public aiditration should be mentioned. Those factors exhlg affect the
opportunities for economic development. The deficie of institutional trust, which at the end of 2Odeached its
lowest levels, is concerning. Only 9 percent of tegpondents relied on Parliament (Seimas) and et@ept on
government and its subordinate institutions (Badtijyrimai, 2010).

Despite the economic downturn, which led to theefstsgrowth of unemployment in the EU (over 300cpat in the
period of 2008-2010), and the European Commissi@esmmendations, Lithuania has failed to increhseole of its
employment policy. During the recession, the nunifeemployees at the Lithuanian Labour Exchangednapped,
and the Lithuanian Labour Market Training Authorfitygs been abolished. Unemployment benefits havecegdwhile
the number of unemployed has increased. Althoughatlerage unemployment benefit was up to 35 peifetite
average wage, less than 20 percent of registerethployed have received it by the end of 2010. Adrgpowth of
long-term unemployment and the decreased avaihalafi business loans should also be mentionedlustiate the
importance of cohesive employment policy at pulgiel.

Lithuania's future is threatened by high structunaémployment, which should be prevented by curgavernment
policies. The Government has taken various meadoresrry out structural reforms. However, in ognindon, the
efforts were not sufficiently effective due to tolowing factors:

- the actions implemented were not compatible aedewot sufficiently complex;
- the actions taken are not supported by the puinlituding by different interest groups or tradeams);
- the actions do not directly focus on job creation

Growing numbers of the formerly unemployed who wereking under a business license showed that swdiP
measures could accelerate the development of sgifeyment during economic recession. More attensbould be
given to the development of small and medium bussies. Such measures are aimed at both the labppiy sand
labour demand, and could contribute to the accideraf private sector recovery. However, it isatl¢hat long-term
effects of such measures depend on an overall falsteieconomic climate for the development of simadliness.

The first modest observable signs of economic regoin 2010 suggest that the country managed to the economic
recession. Nevertheless, the situation remaingdiffin the national labour market and social sggsystem.
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Youth Intentions to Public Administration Development: Baltic States and
Germany Case Studies

Introduction and topicality

As in any other organization there is uninterrupdestelopment process in public administration gangor decades
and in some countries for centuries. Public adrrations in the Baltic States and Germany have dgbreugh many
changes — the foundation of the countries, the lo§éndependence, wars, regaining of independenaby booms,
changes in political regimes and economies, invokmt in international relations, population migoatiwaves. Not
only have the governments been changing every @atsy but also the generations, the people andptbisess of
change will go on as long as the human civilizatiol exist. In the next 10 to 30 years, the woekried out by public
administration will be taken over by the next geien, namely young people currently attending sthand
universities and receiving state services proviggéxisting policy-makers who are currently plarmnand ensuring the
development of public administration. They are iempénting various kinds of national and supranatigadicies,
including youth policy which in its turn is maintgrgeted at those young people who will replaceatiiag generation.
Will they? On the background of demographic stiaésfiow birth rates, high emigration) and econostatistics (high
unemployment, debts, lower income), which als@affdemographic statistics, as well as taking Bdtoount the
overall attitude to public administration, the apswo the abovementioned question might seem deleata

Youth have always been an important part of sociétyouth is our future” is a saying we can heaitguften in
speeches given by both experienced and new spdakeasous discussions on economic, social, maliticultural and
public administration topics. Although, for objeireasons, youth — being the future — is not euéry centre of
focus of public administration, nevertheless igiigen a significantly important part of public adnstration resources,
including, personnel, money, attention, time, plaegal acts and many other. There are countlesghypolicy
documents and programmes in European Urésnwell as in every counfry*° working toward different directions of
youth development and trying to cover all stageyafth needs in Maslow pyramid. The care of youathcourse,
comes back to public administration developmeniniiirect ways through nation’s sustainability, vee#, socio-
economic development, cultural and intellectuamMglp competitiveness and other ways.

Youth represents a specific, large and strategicafiportant group of state clients — receivers fates services.
According to the author — client of public admirdsion is everybody, every person of society, wlceives at least
one service given by any of public administratiostitutions, like, social security, state bordentcol and protection
and many others. There are different names amd titsed for describing public administration actiamich objective
is give benefits to individuals. Most commonly ugedms are public service, social service, goventnservice, and
public administration service. Public services iaaerial or nonmaterial benefits defined in legakahat are offered
to individuals by government institution in order énsure society’s need for receiving these setid@ustomer
relationship and effective strategic planning isaekably topical and still improvable process tisabeing recognized
as good practice of management and at the sameittme makes healthy competition in public adstirstion and
private business sector. For instance, in UnitedeStcustomer satisfaction is being regularly eatalliin all business
and public fields using a common methodologfmerican Customer Satisfaction Index (AG8lhich is defined as

! European Commision Directorate-General for Educagiod Culture, EU Youth Strategy 2010 — 2018;
http://ec.europa.eu/youth/news/news1458 en.htm

2 Estonian National Youth Council. Youth Policy Ptath 2010.
http://www.enl.ee/UserFiles/Organisatsiooni%?20teksbortepoliitika/ENLi_noortepoliitika_platvorm_EBLpdf

3 Ministry of Social Security and Labour, RepubliclGhuania. Youth Policy. http://www.socmin.lt/ied.php?-1855022895.
* Council of Europe. Country Sheet On Youth Policysermany. http://youth-partnership-eu.coe.int/youth-
partnership/documents/Questionnaires/Country/2010itpwsheet_Germany_2010.pdf

® Ministry of Education and Science, Republic Of liatwouth Policy. http://izm.izm.gov.lv/youth.html

5 “State and local government's services electrdioizanodel. Guidelines for implementation of pulsiervices electronization
project”, The Secretariat of the Special Assignmédvinister forElectronic Government Affairs, Riga, 2006.
http://www.eps.gov.Iv/files/ELM.EPAK.NOD.EMODEL.Vdidijas.1.1.0.2006.07.31.doc
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the weighted average value of the three surveycatdis: perceived quality (Perceived quality), pered value

(Perceived value) and customer expectations (cust@xpectations). Normally the assessment restétdigher for

products, services and the lowest, lower - the @ovent and public authoritiésA lot of public and private sector
institutions and companies are very interestedkpiagation of new ideas and research methods andtsan this field.

Researching, developing and discovering questibrsistomer relationship and effective strategiaplag, and rapid

implementation of solutions have become a true sgtyefor progress of social, political, and ecomahprocesses.

Private business sector in contradiction to puadiministration for longer time already admits tthet most important
is the client but not the profit, quality or otHassiness matters. Both quality and profit depentherclient. The client
defines these matters and the customer relationsaigesment has been rapidly developing in privattose€ompanies
are trying hard and take lot of effort to know theients better, to individualize service, to keseqp attract clients, to
systematize the relationship using information ngemaent equipment including web based technolBgielsich now
allows to determine which client has the greatesiaict on profits and apply the appropriate segnientanethod of
customer behavior analysis. In addition to imprgvaustomer satisfaction, it is possible to dirdetnt to appropriate
services, based on information and knowledge abastomer. In private sector's customer relationship manageme
youth is specifically distinct group both in terwisclients as well as in terms of overall businesgironment shapers —
their skills, abilities, attitudes, perception athéeving results help enterprises across all disgip adapt and enable
best performanc¥.

In recent decades similar ideas have come alsoublicpadministration. A new public administratiomlture is
developing, at the center of which attention isdp& the client's needs and desires. Public insits are
implementing the principles of private businesgufing more on cooperation, cost reduction andatigevement of
results. Cooperation between the client and puldiministration has to become as simple as possibtader to
diminish the administrative burden on individuatel @usinesses so as to save customers’ time andynama support
the further development of businesses. The signifie of the client in public administration hasergty become more
apparent in the objectives of national and EU egiatdocuments that underline expanding the avéijalbf public
services. Many public administrations in Europeinogeasingly focusing on a particular strategifeotive, namely to
become a service organization so that clients’idenshem to be client-orientated.

Human resources, personnel development or talemagemnent, the latter being the newest trend in exnal
human resources management process, are cruciabfparganizations’ sustainable development. Thaesdevel of
importance and attention in planning an organirasicsustainable development is devoted to bothp&reonnel or
internal clients and external clients — consumdr®rganization’s products and services. The higher level of
customer satisfaction and the better the imagéd@forganization, the better it is perceived by hgfies of clients.
Besides, people interact closely and are even Bingcwithin these groups, thus one affect the othaigher level of
satisfaction of organization personnel (internarts) will lead to a higher level of customer s&tttion and other way
around. The interaction between these two groupesrig sensitive and important, especially if wek@a it through the
perspective of future personnel and the developrokan organization, both, private or state. Pultieninistration’s
strategic planning in terms of human resourcesaustomer relations management are as important #eiprivate
sector. Public administration has to cover everimneeds for public services while the private sed willing to do
so and may cover the specific part of society dmartneeds according to company’s specializatidthofigh the
impact of customer relationship management andopeed management are very interconnected, in spdaeifms of
development, as every organization, also publiciagtnation must ensure its own sustainability.tBe organization
must plan ahead both, the customer service andwits development in order to stay flexible in nowglaapidly

"W.B.Lin “The exploration of customer satisfactiomael from a comprehensive perspective”, Taiwanjdwal Formosa
University, 2006.

8 F.wang, M.Head “How can the Web help build custoreationships? An empirical study on e-tailingntario, Canada,
University Avenue West / McMaster University, 2006ww.sciencedirect.com

9H.S. Park, D.K. Baik “A study for control of cliemilue using cluster analysis”, South Korea, Kyariglomen’s College / Korea
University, 2005, p.5-6.

10 3ohn C. Beck, Mitchell Wade, How the Gamer GenenddReshaping Business Forever. Harvard BusinessBehess. 2004.
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changing environment and keep covering the needis afients and ensure their satisfaction andttwsch is very

important precondition of organization's existeri€ient satisfaction is a key to keeping clierfs't is important that
a government policy-makers and performers havear gosition on the involvement of younger generesti This will

make it possible to develop an appropriate youticp@lanning documents. It is also important todveare weather
the expectations contained in stand of the cumgermernment leaders and youth policy planning docusare in line
with young people's desires, ideas and their stafiis, in its turn, will enable appropriate anéai mutual contact,
mutual understanding, thereby promoting the paigdn of civil society and more efficient publidrainistration,

increasing its membership and customer satisfact@mmsequently, author defines the main researoblggm as a
challenge to create a clear relationship betweencilrrent government leaders, youth policy-makerd gouth

generation.

To sum up, a list of direct and indirect argumer@s be made supporting the topicality, necessityiafluence of this
research:

1) Government and its institutions need to know tbikents;

2) Improved youth policy;

3) Enabled appropriate and clear mutual understarafipglicy-makers and youth;

4) Increased participation of civil society;

5) More efficient public administration that can leada higher value added in private sector;
6) Improved customer satisfaction that improves tfieieficy and welfare;

Finally, it is necessary to point out that the gvkind of development itself should not be consideonly on the
problem-based background. It can be planned anfdrpeed also taking into account its possible futuadue and
significance. Wide range of customer relationst@pearches has proven themselves to work in praedtor, which
has been a great teacher of public administratorcénturies. Taking that into account public adstiation should
strive for excellency facing possible future vaiean obtain. See Figure 1 for visualization afe@rch’s scheme.

Figure 1. Research scheme

PARTICIPANTS-1: PARTICIPANTS-2:

OBJECTIVE: - - .
N = Higher and middle level managers in
Young people 19-30 To clarify whether statesmen stgte institutions 9

expectations are in line with outh’s

Intentions (to be researched): plans for development of public :
? | am the future of state; administration. Expectat_lons (to be researched):
? | will work for public admin.; ? Youth is our future;
? | will not work for public; — L | ?Youth will work with the same
? Low salary; Intentions Expectations | system;

= ? Sustainable work results;

? WiIIingr_1e_ss, responsibility; " h will d .
? Bad opinion, experience; ? Youth will come and create;

i i i ? «Invisible hand» in labour market;
Zdtggbffév;c?\zggi admin, by ) w . ? Youth will come similarly as we did;
2 NGO seems better: Expectations of existing statesmen in { % \we educate and prepare youth;

- ) are not in line with youth intentions
? Private business seems béttg participation in development of pub

administration.

RESEARCH METHOD, TOOL:
Survey Survey; Interviews

Quantitave and content analyses

-

Source: Author

11 p.Rauyruen, K.E.Miller “Relationship quality as &gictor of B2B customer loyalty”, Sydney, Australifpiversity of
Technology, 2005, p.2,5.
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The research methodology and sample description

The main research tool was a questionnaire. Tlutrelgc version of the questionnaire in Engliskvsilable onlinel12.
The questionnaire included 48 different stateméarsed into 6 major groups:

- questions about youth intentions towards pariim in public administration development;
- questions about motivating factors;

- questions about dissuading factors;

- questions about comparative factors;

- questions about all the previous factors’ siguaifice;

- demographic questions (age, sex, education, gpbgretc.)

Each statement in the questionnaire was providél avi evaluation scale from 1-10, 1 being “strordjlsagree with
the statement” or “very unimportant factor” and d€ing accordingly strong agreement with the giviatesnent or
evaluation of a given factor at the highest levféehgportance. Overall, the research questionnaae #@esigned to reach
the objective of the first part of research — ie tfouth future of state development and how theytke possible
participation in public administration developmeTihe questionnaire was distributed both electrdlyi@and in a paper
form. Electronically it was prepared by Google prod Google Docs which also provided very convenidata
collection for further analyses. The electronicsien of questionnaire was distributed via emaild #wough social
networks among many youth organizations and indiadisl in Baltic States and Germany that met the tariyet group
criteria — age 18-30. In a paper format it was legindnd collected from young people at schools arigetsities in
Latvia.

To rebut the argument that major part of reseamtttigipants are internet users thus seemingly eptesenting the
general population, author would like to emphasiie sample selection of research are young peopéing which the
regular internet using level in 2010 varies fron¥®Rithuania to 97% in Estonia and has been steaplitying ever

since the beginning of internet appearedl13. Besithesessence of the research relates to activel stevelopment
where internet using level is nearly 100%. So,phgicipants included in sample size representgé&meral population
of research target audience and is completelya@ltt essence of the research. The research dedacalected and
analysed using Google Docs, MS Excel and SPSS aaftw For data analyses following main methods weesl:

statistical data analyses, cross-tabulations, waultite analysis: factor analysis, correlation wsialand indicators of
variability, 5 ,whys” technique. There are in to2807 participants in sample size from four respeatountries. See
Table 1 for detailed view on sample description.

Table 1. The sample description (compilation ofmdiaracteristics)

Questionnaire’s demographic questions Estonia  Latw | Lithuania | Germany
N 403 1001 411 492
Female 59% 76% 61% 52%
37. Sex
Male 41% 24% 39% 48%
below 20 17% 19% 24% 3%
38. Age 21-30 79% 78% 73% 95%
above 30 4% 3% 3% 2%
Secondary school 9% 7% 9% 8%
39. Bachelor or professional studies or degree 64% 65p6 59% 65%
Education | Master studies or degree 259 269 18% 25%
Doctoral studies 3% 1% 3% 5%
. Not working or looking for a job 38% 42% 47% 51%
43. Field of Various kinds of employment (public sector,
work service field, NGO, trade, banking, education,)a.p. 62% 58% 53% 49%

Source: author’'s research results

12 The research questionnaire in english is avaitatiee at this shortened URL address - http://gdgX§aX.

13 The United Nations Economic Commission for EurofsiStical database.

http://w3.unece.org/pxweb/dialog/Saveshow.asp?langast time visited on July 28, 2011.
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Youth intentions

The first part of the questionnaire included nitatesments about different options of how to pgrtte in public
administration development. These questions wepmitant to evaluate one of the main research hgsigh- the
conceptual approval from young people that (whethieey are the future of state development and tsidentify
more detailed outh’s plans and ways how they sepdhsible participation in public administraticevdlopment. First
two statements are about youth general and indivigerception of them being the future of the sfage Table 2) and
then 7 more statements about specific fields tolires(see Table 3).

The average agreement with the statement "Youtheiduture of the country” is quite similar amormuntries. Vast
majority in all countries (91% - 95%) agrees wilte tstatement that youth is the future of the cqurithe average
evaluation in all countries is around 8,8 and thgance of average evaluations among countrieisa 0,33 in scale
1-10. Also the fractional distribution is very slari— the variance among countries lies within ¢hpercentage points.
The balance is the best in Germany where actuallyome disagrees that youth is the future of thentgu In
consideration of individual belonging to the futarfeone’s country (“2. | consider myself as theufiet of my country”)
wider variance in balance among countries can lieatb— up to 12% between Lithuania (61%) and Gey{@3%).
Latvia ranks the second with balance of 72% anadristis the third with 63%. Interesting, that Eségrwhich later
proves itself to be the most appealing public adstriation for youth in many factors, has the lowlestl of agreement
and one of the highest levels of disagreement thighstatement “2. | consider myself as the futdreng country”. It
results from comparatively high amount of youngolB&ins who does not have clear opinion about théstipn (see
Table 2).

Table 2. Young people conceptual agreement on yaritty the future of their country

Average values in scale 1-10
Estonia Latvia |Lithuania| Germany

8,617 8,830 8,806 8,949

Questions

1. I agree with the statement "Youth is the future
of the country"

1-4 1% 2% 1% 0%
Share of responses by scale fractiong, % 5-6 7% 6% 4% 5%
7-10 93% 93% 94% 95%
Balance* 92% 91% 93% 95%
2. | consider myself as the future of my country B33 7,853 7,582 7,915
1-4 10% 7% 13% 5%
Share of responses by scale fractions, %  5-6 17% 13% 12% 17%
7-10 73% 79% 75% 78%
Balance* 63% 72% 61% 73%

The difference between questions, case resu(hare (%) of all answers by countries)
.l consider myself as the future of my countbESS
THAN | agree with the statement "Youth is the 49% 51% 46% 59%
future of the country”
*Balance is calculated as difference between evialog in scale fractions “7-10” and “1-4”, whereetfirst one
represents the approval of a statement and ther lspresents the denial. The difference shows mbjective
overall evaluation. For example, in the second tijred atvian youth shows the highest approval ef statement
(79%) and Germany follows with 78%, however Germaralance is better (73%) than Latvia's (72%)abse
there are more young people in Latvia (7%) whogtises with the statement than in Germany (5%).

Source: author’'s research results

The results of interconnection of these first tweestions about young people conceptual agreemeyuth being the
future of their country are more vigorous and welitle of a surprise. The difference between agerevaluation of a
general statement that "Youth is the future of ¢bentry" and the average evaluation of the staténjeoonsider

myself as the future of my country” is quite sigeait, but the individual case results are evenensubstantial. The
difference is calculated as a share of those cabese the evaluation for the second statementivierdahan the

evaluation for the first statement. The widest gam Germany — 59% of young peoplensider themselvess the

future of their countryess thanthey considegeneral youthas the future of the country. In Lithuania thidicator is

50%, Latvia — 49%, and in Estonia this indicatostiff very high — 46% (See Table 2).
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This difference may be interpreted in many difféererays, but among others it partly proves the pmroa of
collectively shared and individual responsibilityhere on the background of possibility of generafolvement the
individual responsibility decreases. These reslfte relate to observation that can be widely seenany dimensions
of social and professional lives, i.e., people m#teow better what others should do and how othkesild perform in
their field and speciality, however not that oftenan be seen in ownership and responsibilityhefrtown actions and
their own field of work. Of course, it has deepaots than just personal reasons such as tryingplobetter by making
look others worse; fear of guilt, fear of losingoh, fear of criticisms, disapproval, and condenuratThe reasons of
these fears in their turn have been deeply roatimsyche of whole society during last century dgrivars, especially
in Eastern part of Europe that was under dominafcoviet Union where different mistakes, lowerfpemance and
initiatives could turn fatal. On the other hand,cin, of course, be justified by strong intercotingg and
interdependence of different fields of work bothpablic administration and private sector nowadd. instance,
courts partly depend of investigation made by oldich in its turn depends on policy made by ntigisf internal
affairs, which in its turn depends on governmericpes and resources, which in its turn can depemdupranational
policies and global market, and after all theydalbend on ability of tax and customs administraliing income in the
country that in its turn depend on private sectorstimption and ability to generate added valueckvhgain in its turn
inversely depends on different government polieied ability to ensure fair and competitive busiresgronment.

When talking about youth intentions towards pagpgion in public administration development there laasically two
major ways of how to participate:

1) Directly — through being employed by public admirason institution;
2) Indirectly — through civil society, academia, NG®ivate business and many other different ways ¢hanhot
all me named because of its wide variety and range.

Although on the one side A.Smith’s “invisible hanid”interaction between the supply and the demamcluding
public administration labour market) most probablgtill working at full force, on the other hands considered not to
be that simple. It is not just plain technical slypphe amount of working places in public admirasibn that affect the
youth intentions of participating in public adminé&ion development. In addition to more technigahlyses in this
very direct way of youth participation in publicrathistration development (amount of vacancies, eypent period,
retention rates a.0.) there is also the indirecy wé participation — through private sector, norvgamental
organizations, social sphere, academia and others.

According to the author’s research, the situatidth wouth willingness and intentions towards papting in public
administration development varies among countfi@sther analyses will explore youth attitude toveaitl ways or
platforms for participation in public administratialevelopment. The popularity of given seven cliot how to
participate in public administration development)-work in a state sector, 2) work in a privatetsgc3) work in a
social sphere, 4) work in academia, 5) work in NG&sommenting (expressing an opinion in virtuatieonment and
printed periodicals (internet blogs, articles, jrals etc.)) and 7) becoming elected statesman a dross view by
countries varies quite significantly, although #href the most popular and three of the least popultforms for
intentions of participation in public administrati@levelopment remain practically the same in alintdes covered,
and they are — State, NGO, Private as most populdrcommenting, running for elections, and acadeasideast
popular areas.

The statements about possible ways of involvemepublic administration development started withuagstion about
direct involvement — “3. | would like to work inraational or local government institution”. The riésishowed that in
Estonia they find working for public administratiomuch more appealing than in Latvia, Lithuania @&many (see
Figure 2).

Estonian youth show the highest level of willingniés work in government institutions — 58% of papants evaluated
their agreement with the statement by marks 7-18 #howing their interest and willingness to warkgbvernment
institutions in Estonia. Although the level of utlimgness to work in government institutions (ambahevaluations 1-
4) in Estonia looks quite high (25%) still it isgsificantly lower in comparison to other countries a result the
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balance (difference between share of marks 7-10lafids quite scattered among countries. OveEalipnia is ranking
the first with highest average evaluation of 6,5 33% balance. Lithuania is following with averayaluation of
5,881 and twice as low balance — 16%, becausg#tisipants agrees with the statement (51%) anc iparticipants
disagrees with the statement (34%). Latvia and @aynhas around four times as low balance (accodi®% and

7%) and average evaluations of 5,663 and 5,83hoAfth Germany has higher average evaluation thanalahich

results from higher level of agreement with theegistatement and lower level of “| don’t know” aessy Latvia has
insignificantly, but still a little better balancéecause the level of youth unwillingness to wonk government
institution is higher in Germany. Figure 2 shows dhistribution of evaluations by scale fractions.

Figure 2. Share (%) of evaluations by scale frattio

I would like to work in government institution.
Share of responses by scale fractions (%) and average evaluations (right scale on'Y axis).

(Scale 1-10: 1 - fully disagree with the stateméft: fully agree with the statement).
20% 10
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Source: author’'s research results

Although working in government institutions seemstg popular way among youth intentions for fututds not, of

course, the only way and there are more populdoedNow, let's focus more on that part of youtiovdoesn't want
to work in government institutions or have no cleaion about this statement — the share of sucinggeople varies
from 42% in Estonia and 49% in Lithuania to 56%Garmany and 58% in Latvia. Table 3 below showsaterage
evaluations and fractional distributions by scaleother given sectors.

Table 3. Youth's plans for participating in pukdidministration development

Questions Average values in scale 1-10
Estonia | Latvia | Lithuania | Germany
4..I would Ii_ke to participate in State developmenby running a 6.364 6.420 6.537 6.017
private business
1-4 28% 23% 24% 34%
Share of responses by scale fractions, % 5-6| 20% 23% 18% 17%
7-10] 52% 54% 58% 49%
Balance 24% 32% 34% 15%
5. I_would like to work in the social sphere (doctg teacher, 5355 3.883 5119 4.542
police force etc.)
1-4 42% 63% 46% 63%
Share of responses by scale fractions, % 5-6 21% 18% 16% 10%
7-10 36% 19% 37% 27%
Balance -6% -44% -9% -36%
6.1 quuld I|.ke to work in academia and do researchon public 5121 4.366 5254 4.288
administration
1-4 42% 55% 43% 56%
Share of responses by scale fractions, % 5-6| 26% 20% 18% 19%
7-10] 32% 24% 39% 25%
Balance -10% -31% -4% -31%
7. 1 would like to participate in state _processeshrough the third 6.617 5881 6,776 6.898
sector (non-governmental organizations)
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1-4 20% 32% 22% 22%
Share of responses by scale fractiong, % 5-6 26% 23% 16% 12%
7-10] 54% 45% 61% 66%
Balance 35% 14% 39% 44%
8..I would express my opinion in a virt_ual environnent and 3.916 5652 4.284 3.390
printed periodicals (internet blogs, articles, jounals etc.)
1-4 61% 34% 58% 69%
Share of responses by scale fractions, % 5-6 18% 23% 13% 17%
7-10] 21% 42% 28% 14%
Balance -39% 8% -30% -56%
I9. | would consider run.ning for government, parliament_, .a.nd 4785 3.559 4.657 4.407
ocal government elections to become a statesmanmolitician
1-4 47% 66% 45% 58%
Share of responses by scale fractions, % 5-6 19% 17% 24% 10%
7-10] 35% 17% 31% 32%
Balance -12% -49% -13% -25%

Source: author’'s research results

Analyses of the results in the first section ofeash questionnaire about youth intentions towagpdblic
administration development show that overall thesimpopular platform where to act giving support poblic
administration development in youth perceptionassgovernmental organizations (NGO). This sectar the highest
average evaluation and the most positive balancengnother sectors thus ranked ih Germany, Lithuania, and
Estonia, and the"2in Latvia.

The second most popular sector varies among cesntim Lithuania and Germany it is private busingsstor, in
Estonia — state sector, and in Latvia — NGO.

And the third most popular sector for youth to fgdpate in public administration development oversistate sector,
however in Estonia state sector was ranked thes@ the third most popular in Estonia is privaetsr (see Table 4).
Table 4. Sectors ranking by countries based oermdifit calculations

(based on average evaluations) (based on share ef@ evaluations (based on balance)
Rank| EE LV LT DE |Rank| EE LV LT DE |Rank| EE LV LT DE

1 | NGO |Privatg NGO | NGO | 1 | State| Private NGO | NGO| 1 | NGO |Private NGO | NGO
State| NGO| Private| Private NGO | NGO | PrivatePrivate State| NGO| Privatélrivate
Private State| State| State Private Comm| State | State Private State| State Stat
SociallComm| Acad | Social Social State | Acad| Elec
Acad | Acad| Social| Elect Elect| Acad | Social|Social
Elect | Socia|l Elect | Acad Acad | Social| Elect| Acag
7 |Comm Elect| Comm| Comm Comm Elect | CommComm
Source: author’s research results
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Deeper analyses of youth intentions showed quiteaay significant (medium and large) correlationggiBon, r
coefficient values). That part of youth who showilimgness to work in public administration instilons keep being
persistent in positive attitude to public admirdagon which is proved by higher correlation codffits respective
factors such as sense of being helpful in publiiagtration (r=0,596), no interest in public adistration (r=-0,460),
lack of belief in public administration (r=-0,512he public sector is a more interesting and chgiley place to work
than the private sector (r=0,423) and others.

Motivating and dissuading factors

In the second and the third part of the questiaengarticipants were asked to evaluate 3 motivafregors and 5
dissuading factors (see statements No.11-13 andi5Nk® in Table 5) that accordingly inspires or éases youth's
motivation to participate in public administratioevelopment. All of the motivating factors (sensaeasponsibility,

sense of being helpful and having own opinion tplement) were approved by more than 50% of youttufation in

every respective country and the average evalumtdmotivating factors varies around from 6,95,157in Estonia,
Lithuania and Germany and around 6,3 in Latvia.
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Having ones opinion especially among young peom& ras become quite important for society and publi
administration. Very vividly it now can be seenliatvia, where after the dissolution of parliament aoming fresh
elections. According to the social research agemd$ Latvia study 16% of all the economically actisitizens of
Latvia aged 18-55 want to see new faces joiningpibigical party of Latvia ex-president — ZatlerefBrm Party, as
well as they want smart and active people in théypaith their own opinioff. This factor has overall lower agreement
and higher disagreement level than the rest ofrdthe, and the highest approval is among youth stokia (61,3%)
which is very closely followed by Lithuania (60,0%)d then Latvia and Germany (50%).

Vast majority of given dissuading factors (4 otibpturned out not to be approved by youth, tleeye are more young
poeple who disagreed with the given statements tthase who agreed. The exception is a statemenit dlawing bad

opinion of public administration in Latvia and Litania where more young people agreed with thi®mstant than

those who disagreed. Over 60% of Latvian youth 4Bfb of Lithuanian youth agree with the statemertigVe a bad
opinion of public administration” and less than 2@%cLatvia and 28% of youth in Lithuania think t@posite. In

Estonia the situation is symmetrically contrarycwmparison to Latvia — 61% of Estonian youth disagwith the

statement ,| have a bad opinion of public admiaistn” and 19,6% agree with it (see Figure 3).

Figure 3. Dissuading factors

Demotivating factors WAgree, % ®Disagree, % —Average evaluation (right scale on Y axis)
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Source: author's research results

Comparative factors and their significance

Further in the research participants were askeelviduate 8 comparative factors that might be botiivating and
dissuading as well as to evaluate each of the pusly evaluated factors™ significance dependinghenparticipant’s
personal and professional values, needs and indiVassessment, for example, if a participant anathegr statements
generally agrees with the statement tHass limited career opportunities are in public ddistration than in the
private sectdt or disagrees with the statement thatitiative is appreciated more in the public sectban in the
private sectot then in the fifth part of the questionnaire it évaluated how important participant rates taeeer

14 Baltic News Network. ,16% of citizens want to seswfaces in Zatlers party”. http://bnn-news.comé¢lifzens-faces-zatlers-
party-32464. Last viewed on July 18, 2011.
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opportunity itself andrecognition at workitself. It allows obtaining deeper and more ohjectanalyses about each
factor and technically calculating the factorsngigance.

The comparative factors were given in a form “puladministration versus private sector” (see factd$0.21.-27 in

table 5). Youth in all countries highly agrees thgbb in public administration, including salary,more guaranteed
(safe and stable) than in the private sector amtlypagrees that it is also easier. Other compagatctors have lower
level of agreement thus also lower average evainaiisee Figure 4).

Figure 4. Evaluations of comparative factors
(Is the given factor better in public administratitan in private sector?)

Comparative factors. Countries by factors HAgree, % HDisagree, % =Average evaluation (right scale on Y axis)
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Source: author’'s research results

Regarding factors’ significance, in all countriessirthe given factors are of a high significanceegt of “Easy job” —
over 60% of youth in Estonia and Germany, over 9%thuania and 41% of Latvian youth consider taetor “Easy
job” not significant. However, taking into accouhiat over 20% of youth in Baltic countries evalgathis factor as
important and its average evaluation varies up fi8) it is being considered and used in furthealyses of the
research (see Figure 5).

Figure 5. Average evaluations of factors™ significe.
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Source: author’'s research results.

Overall public administration’s attractiveness indcator from youth perspective

Analyses of the research results by all sectiomesgus a detailed view of the country’s rankingfdmtors and the
different factor’s ranking by countries. These anportant for detailed analyses of each factor each country and
form general views about countries, however it doet give an overall concrete representation oftlyaattitude
regarding participation in public administrationvdpment and public administration’s attractivendherefore, the
overall public administration’s attractiveness a@adior from youth perspective is calculated in éofeing way:
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, Where
j — country;
i — statement or factor used in calculation (sedigt above) with an evaluation scale 1-10;

F, - overall public administration’s attractivenesdi¢cator in country “j”;

F;j — sub- indicator of statement “i” in country “jkpressed in percentage — describes the share of the
evaluation of statement “i” in its maximum;

x;j — evaluation of statement “i” given by respondertountry “j”;
EE-}- — average evaluation of the statement “i” in copfit’;
w; — evaluation of factor’s “i” significance given bgspondent in country “j”;

max — maximum possible evaluation of factor

n; — total amount of respondents in country “j”;
n, — total amount of statements used in calculation.

—average evaluation of factor's “i” significanceciountry “j”;

Step by step methodology description of how totgeﬁ:‘.:

1) Choosing the statement and factors (i) from thestioenaire that characterize youth's attitude tblipu
administration. There are 25 factors in total u$ed calculation of overall public administrationatractiveness
indicator out of which there are 18 statementsluateons and 7 factors™ significance evaluations.

1. Overall statements:
- 2. | consider myself as the future of my country

2. Plans, intentions:
- 3. I would like to work in a national or local gawenent institution
- 9. I would consider running for government or garlient elections

3. Motivating factors:

- 11. | have a sense of responsibility towards myntgu

- 12. | feel that | could be helpful in public adnstration

- 13. | have my own opinion, which | would like toplement

4, Dissuading factors:

- 15. 1 have no interest in public administration

- 16. | do not believe that | can change anythinguhlic administration
- 17. | have a bad opinion of public administration

- 18. | have a bad experience in dealing with puddiministration

- 19. Working in public administration is not pre#bigs

5. Comparative factors (used to weigh previous fagtor

- 21. A job in public administration, including salars more guaranteed
- 22. Career opportunities in public administratioa kess limited

- 23. Ajob in public administration is easier anklets less effort

- 24. Taking initiative is more appreciated in thélisector

- 25. Salaries in public administration are higher
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- 26. The public sector is a more interesting andlehging place to work
- 27. The public sector’s working environment is mprefessional

2) Calculation of the average value of each staterettfactor in each respective counufyj(and 1?:-});

3) The average values of statements are weighted wsgmgficance factors as coefficients that show how
important these factors are for youii_:n:-}( L 1-?:}-). This result is divided by 10 in order to staythie same estimation

scale that is used throughout the questionnaire.

Example: the statemenCareer opportunities in public administration aresk limited than in the private sector
(questionnaire’s question No.22) is evaluated withaverage value of 4,57 in Estonia, 4,621 in laaté,358 in

Lithuania and 3,850 in Germany. Then it is necgsgaevaluate how important participant ratesdareer opportunity

itself (questionnaire’s question No.31) — it islesged with an average value of 8,411 in Estoniz38in Latvia, 8,642
in Lithuania and 8,150 in Germany. Then the avenrsae of the statement is multiplied by the aversglue of its

respective significance coefficient and divided thg maximum of estimation scale (10) as a resultemmbiased

weighted estimation is calculated. For some factbese are no weighing coefficients since their ami@nce or

significance is unquestionable, e.g., it is assuthedl bad experience or opinion, or sense of respiity needs no

significance coefficient. In this case the maximafrevaluation scale (10) is used in order to hdneedame average
value of statement after it is divided by 10.

N.B. It is important at this stage not to calculttie overall average value of all previous averagaluations since
among 18 factors there are five dissuading fadtmrehich inverse interpretation of the evaluatimale applies (1
being better and 10 being worse). And becauseasfuality of amount of “positive” and “negative” tacs the overall
evaluation is influenced just by the number of dast but not by factors’ factual essence. Besluesause of influence
of inverse scale of dissuading factors, the maxinpassible overall evaluation using this method atulation in a
perfect scenario would be seemingly random num{&07

4) Weighted evaluations of motivating and comparafagtors are divided by their maximum possible value
(max = 10). Since the evaluation scale inverses forudidmg factors and the best possible value foretliastors is
“1”, then 1 is divided by the weighted evaluatiaigor dissuading factors to calculate their sHarmaximum possible
value. All shares are expressed per cents. Now ave levaluations based on maximum possible valuegdoh
statement (f.

5) And for the last calculation step the overall pakdidministration’s attractiveness indicator forpexgive

country is calculated as an average value of allisdicators (F' = E—:-—]

L
Since the opinion of the most and the least attragiublic administrations might have already fodnieom previous
analyses, the results of overall public adminigiras attractiveness indicator calculations showeduge surprise in
these terms. With an overall indicator of 45,1% thost attractive public administration in perceptof respective
country’s youth is Estonia — 11 out of 18 giventesteents are evaluated the most positively for Eatompublic
administration in comparison to other countrieorfprevious analyses it might seem that the secoost attractive
public administration overall would be Germany whgouth evaluations on state related factors iagks ranked®1
and in 3 cases ranked’2while Lithuania's youth evaluations were neverkexl neither % nor last, but always"2 (10
statements) and®3(8 statements), as a result second most attraptibéic administration overall is Lithuania with
indicator of 43,2%. It is to be admitted thoughttBarmany ranks'3with only 0,4%-point difference — 42,8%. And
the lowest overall indicator (40,6%) is in Latvideve 12 out of 18 given statements are evaluatedetst positively
for public administration in comparison to othemntries and in 3 factors Latvia was ranked tfle-1the highest
agreement that there are better career opportsiratiel higher salary in public administration ingidns as well as
considering that a job in public administrationesier, simpler and takes less effort than in tivafe sector (See
Table 5).
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Table 5. Overall public administration’s attractiess indicator from youth perspective

The share of weighted evaluation
Statements Weighing significance factorgf statement in its maximum (F)
EE LV LT DE
2. | consider myself as the future of my country ,3Pb| 78,5%| 75,8% | 79,5%
3. I would like to work in a national or local gawenent institution 65,8%56,7%| 58,8% | 58,8%
9. | would consider running for government or parient elections 47,9%35,7%| 46,6% | 44,8%
11. I have a sense of responsibility towards myntgu 76,1% 64,0%| 76,0% | 75,3%
12. | feel that | could be helpful in public adnstration 70,5% 62,2%| 69,9% | 68,7%
13. I have my own opinion, which | would like toplement 67,9% 61,8%| 65,5% | 64,7%
15. I_ have no interest in public _32. It is important thatjo_b is 32.8% 27.1% 33.7%  34.3%
administration interesting and challenging for me
16. | do not believe that | can change anythinguhlic administration 24,6919,0% 24,2% | 24,4%
17. | have a bad opinion of public administration 3,®6| 14,5%| 172% | 21,7%
18. | have a bad experience in dealing with putdiministration 25,4% 18,4%| 19,0% | 21,7%
19. Work_in_g in public administration is 30. Prestige 37.4%30,7%  35.6%  32.9%
not prestigious
21. Ajob in public administration, including sajais more guaranteed 65,6964,4%| 64,8% | 75,2%
22. Career opportunities in public 31. Career opportuniti 38,4% 40,4% 37,7%  31,4%

administration are less limited

23. A job in public administration is easie€d4. Job can be easi

0, 0, 0, 0,
and takes less effort accomplishe 19,6%) 28,3% 24,3% | 159%

24. Taking initiative is more appreciated®®. Leaders encourage initiati

0, 0, 0, 0,
the public sector than in the private sect@nd appreciate wo 36,0%) 31,1% 30,3%  36,3%

25. Salarles_ln pubI|<_: administration are 9. Salar 28.3% 36.7%| 335% | 26.7%
higher than in the private sector

26. The public sector is a more interestirgp. It is important that job | 40,4% 33,7% 36.8% | 35.5%

and challenging place to work interesting and challenging for |
27. _The publl_c sector’s Workl_ng 33. _P_rofessm_nal leaders, ratiol 36.8%) 28,5% 28.0%  23.4%
environment is more professional decision makin

Average public administration’s attractiveness indtator | 45,1%| 40,6%| 43,2% | 42,8%

Source: author’'s research results

Methodology of the calculation of indicators allovir the comparison of results not only among coestthus
identifying the practises to learn from other coies, but also to show the share of a specific tgisindicators in its
own maximum, thus a particular country can looknap only to those higher levels of performance thieo countries,
but also can strive for its own excellence.

Conclusion
In conclusion, firstly, gratitude is paid to allrfeipants of the research as well as the acadsapervisor, experts and
consultants that believed in, encouraged, suppamedelped with the research. Due to the artidégigth restrictions,

the essay contains only main results, charts anttist More detailed and comprehensive anatomyeofakearch is
available upon request at author’s e-mail.

Main content-based conclusions

. Most popular areas for participation in public adisiration development are private sector, NGOs siate
institutions.
. The situation of youth’s willingness and intentidisparticipating in public administration developnt are

quite different among countries, for instance Estonia they find working for public administrationuch
more appealing than in Latvia and Germany. Lithamarpublic administration is also quite appealig f
young people. Almost 70% of young people in Estcand a little over 50% of young Lithuanians showed
interest in working in national or local governrhémstitution, but only 33% of young Latvians and% of
German youth showed similar interest.
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In all Baltic countries there are more people hguiad opinions of public administration than thbseing
bad experience. In Latvia the difference is sigaiitly higher than in other countries. This mid¢gad to a
thought of public communication issues (PR campaigiews) that is obviously a better practice imnGzeny
where the difference is even in favour of goochapi despite the fact the experience is worse.

Lower salaries, less professional working environthe/orse recognition from managers are factorskbap
public administrations less attractive to youth.

Estonia once again proved itself with overall betisults of youth attitude towards public admirgton,
which, taking into account Estonia’s socio-ecormmevelopment, is a good signal for other counttees
search for best practises and perform deeper amd substantial researches of their clients as agetb take
actions in order to increase client satisfactimpartance of which has been presented in the articl

The results of the research may be used for natistnategic planning, namely for planning actitieo
increase the attractiveness of the public admatish and generally society's level of satisfattidth public
administration performance. The results also sasvihe background for further and deeper resesrche

Organizational conclusions

Before launching the research, the questionnaire teated on 50 experts, who gave suggestions and
improvements on both design and content of thetogprenaire and research, which in its turn gaveaththor a
JLest-drive” of the research and an opportunityptan the research results™ analyses more detariddmore

successful. ,Failing to prepare is preparing tib."faJohn Robert Wooden. American basketball pfagad
coach./ Good preparation had lot of benefits.

. One of the substantial research restrictions waanfies. The average price for data collection stfiicient
amount, if it was outsourced to professional redeaompany, would vary around 1°500 euros per ttgun
(data collection for 4 countries covered in tlés@arch would cost around 6°000 euros); the avenage for
whole research with the primary overall analysesilal cost nearly 20°000 euros. It took unexpectdaoihg
time and effort for author to collect and analgsga on his own.

Although academia often might not have the dinagtact on initiating changes in public administatiit can
certainly reveal the impact on general public apin Keeping that in mind and also taking into aguothat
society, its opinion and demand is actually thennteasis of development of public policies, autbetieves
that academic activities and achievements wilirexly (through changing public opinion) will giveehand in
diminishing the gap between what science knowsvetrat business does.
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The Role of Trade Unions in Social Dialog and Sodidgreements in New
Member States: the Case of Latvia

1. Introduction

Most of the European Union Member States were gsiyoaffected by the economic, financial and sociides of
2008-2009, consequences of which continue to hepfaticularly in the social area. The socio- egoimsituation
experienced serious negative changes that thresteial cohesion in Europe. The European Commisdmint
Employment Report 2009/2010 to the Colihcalls for measures to be taken to ensure sodihllisy in the EU. The
report describes the employment situation in 200@%2and provides an outlook to 2011. Despite s@nsconomic
recovery in the EU, employment prospects remaiavwmirable.

Some of the EU Member States have been hit moieusty then the others. One of these countiriefatvia,

belonging to the group of the New Member States 8YM.atvia entred the EU in 2004 and during 200872Mad the
fastest GDP growth in the EU (2004- 10.4%; 20069%; 2007- 10, 2%). However, the severe economvendurn

severely affected the growth tendency in 2008

The reasons for the earlier unusual economic gravette largely due to a substantial inflow of foreicapital, which
stimulated domestic demand based on easy credilitcmrs and an expansionary fiscal stance. The@wic crisis
originated in the reversal of the domestic readtesboom and worsened rapidly when risk aversicaine extreme on
global financial markets. In the first half of B)eal GDP contracted by 4.8%n 2009, GDP had fallen by 18.7%.
According to the the Ministry of Economy towarde t#nd of the 2010 Latvia managed to overcome ttession, and
in 2011 started a slow recovery. Analysts expregsddict a 3,3% GDP growth in 2011.

The economic downturn in Latvia was accompanieddising unemployment, with the labour market sigaifitly
deterioreting since the end of 2008. The lowesthipaas reached in the first quarter of 2010 whenetmployment rate
shrank to 57.7% (population aged 15-64 years),thedinemployment rate of the population aged 15xa¢teased to
20.4%> The decrease of the employment rate as well agiélceease in the level of wages due to the economic
recession are the main push factors for out-migmnadif the labour force creating dangerous strutfaun@blems in the
Latvian economy. The outflows of labour and esplgciof high skilled professionals negatively irdliced the
potential for economic recovery and sustainabdityhe welfare system.

Significant budget consolidation measures have baemn to implement the cumulative fiscal adjusttmer2009-2010
in the amount of 10.5% of GDP. The government ceduwublic spending and budget deficit by 500 M LVEUR
711.4 M),” in 2009 and by LVL 250 M (EUR 355.7 Mj 2010. Currently the budget deficit is at 8.8%dditional
cuts to public spending are foreseen in 2011. Tteed will increase the number of unemployed peapid the
subsequent reduction in demand will result in fertstaff cuts in the private sectoAccording to the EU Lisbon
Strategy “Europe 2020”, the aim should be to remtlemployment level of 75% for the 20 to 64 agaugraurrently
in Latvia this percentage is only around 58% gradual decrease of unemployment is expectédio®R011.

At a time when Latvia is slowly recovering from theonomic resession, and in particular, from aifgfiroduction and

! European Commission (2009) Draft Report from the @ssion to the Council “Draft Joint Employment RepdER)”
2009/2010. COM(2009)674/3. Brussels

2Eurostat. Flash Estimate 14 February 2008.

EC European Economy no 32009 May 4, 2009.

(http://ec.europa.eu/economy_finance/pdf/2009goirecasts/lv.html) 12/03/111

* The National Economy of Latvia. LR Ministry of Eaamy Report December 2010.
(http://www.em.gov.lv/images/modules/items/tsdep/2id10_2/2010 dec_eng.pdi2/03/11

°LR Ministry of Economy. Report June 2010.

° R CSB.

"Unemployment situation complicates an additionatrimenon. With the requirement of the EC and IMFeub the budget
expenditure, the government, ministries and othdslip institutions are reducing a number of emplsyén public sector that is
resulted in high unemployment of public servantd ather groups of employees in different areasheffiublic sector located in
Riga and major cities in the country.

8Latvian National Employment Agency.
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increase in unemployment, a swift and desicivearse by the government is essential. The Latviarmgnent has
determined certain activities to pursue strict atable monetary policy and to stabilize state’safficial system.
Nevertheless, it would be particularly importantcmordinate financial system support measures adtive labour
market policies, in order to mitigate structuraldeterm unemployment and to avoid social tensidhsre is a possible
development of social unrest related to the ecoaasiesion and the deteriorating labour marketireq strategic
actions.

2. Legislation development on employment policy andocial dialogue

To tackle unemployment and pursue active labouketagolicies, there is a need for fundamentaingeaand the
further implementation of the European Union'satefgy for jobs and smart, sustainable and inclugieeith (Europe
2020f and European Employment Strategy (EEB)e European Employment Strategy was launched @v'190

encourage the exchange of information and jointudisions by all Member States with the involvemainsocial

partners, the European Parliament, European Ecenand Social Committee, and the Committee of Regiarthe

social dialogue. The EES is intended as the mastriment to provide, through the open method afrdination,

direction and to coordinate the employment policipnities supported by the Member States at theopeain level.
Employment policy in the European Union incorposat@bour law and occupational health and safetywels as

gender mainstreaming. It also sets standards lajedtives in these areas, as well as laying dowrptimciples of anti-
discrimination policy. The European Union has nwvers to harmonise the numerous,and in some casgslifferent,

systems of social protection and employment pdlidie the Member States.Rather., its role is to dioate these
systems in order to protect the main principleshef Common Market. The European Social Charteciddies a
number of fundamental rights in such areas as aol bargaining, protection from unjustified dissal, health and
safety at work, ett!

When Latvia regained independence in 1991, thal lepour relations system was based on the LaGode adopted
in 1972. A labour law reform was needed and it lsasched in the 1990s and the new Labour Law fsrice since 1
June 2002. The major part of this reform proceas the implementation of rules stemming from magional laws,
and in particular, EU laws Despite the fact that Latvian legislation does gt an explicit definition of the term
‘employer-employee relationship', a number of in&tional agreements on human rights, welfare, anlkprotection
have been signed and to regulate labour relatihasvia has ratified a number of the Internationabbur
Organization’s Convention3.

For example, the Law "On Trade Unions" was addopted 3 December 1990. The Law provides that tradens
may be formed on the basis of professional, brateghitorial or other principles. Employers shdbabe entitled to
form associations. The most widespread patterpsdatice are the branch, undertaking and profeasioade unions.
The Law insures the right to join a union or alst joining or withdrawing from a union (so-calleeégative right).
According to the Law property and financial relasdetween trade unions and the employer shalbizerged by law,
collective agreements and other types of agreeméntsiost cases the relations of a trade unionangloyer are
regulated by collective agreements.

As a result of the labour law reform a new framegwfor national consultaion was establish€te status of a social
partner and a social dialogue are regulated byathveé'On Employers' Organisations and their Assamiet' (29 April
1999), and the law "On Collective Labour Agreemérigs March 1999)These legal documents are in line with EU
principles on social dialogue and social partngshiln addition, the trilateral consultation medban between
government representatives, the largest employamd' trade union organisations - the Latvian Emgisy
Confederation and the Free Trade Union Federatfobatvia was launched. The National Tripartite Queration

® Europe 2020hitp://ec.europa.eu/europe2020/index_en)26i04/11

10 Community Policy in Support of Employment. Commutiima from the Commission. No D/98/9.

“European Social Charter, Council of Europe Treatppéed in 1961, revised in 1996,
(http://www.hrcr.org/docs/Social_Charter/socchartpdyi5/04/11.

12¢ 87 "Convention Concerning Freedom of Associatiath Rrotection of the Right to Organise” (4 May 199DB8 "The Right to
Organise and Collective Bargaining" (4 May 1990) enti44 "Convention Concerning Tripartite Consultatiotm®romote the
Implementation of International Labour StandardsJgly 1994).
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Council and its institutions — the Sub-council ¥wcational Education and Employment, the Sub-cduiociLabour
Matters, and the Social Insurance Sub-council aiaiggromoting cooperation between the social pestae national
level. This institutionalization of the social hgue helps to find a framework for agreementsvben all social
partners in solving social and economic probletwsch framework also increases responsibility ofedqrartners in
desision-makind process. Starting from 1996, thee Frrade Union Federation of Latvia and the Lat&amployers'
Confederation are obliged to annually sign a hiidtesocial partnership agreement. The agreementvallboth
institutions to agree, for example, on the condgioelated to level of the minimum salary levelrtRarmore, labour
disputes are regulated by the Labour Code of L4fividanuary 2001), the law “On Collective Labour@dements” (26
March 1999), the law “On Strikes” (23 April 1998he Civil Procedure Law (1 March 1999) and the f@m Labour
Protection” (4 May 1993}

Latvia accepted and implemented in full Hguis communautana the area of social policy and employment beftse
accession to the EU on 1 January 2003. During thegss of accession negotiations, the positionadfia on social
protection and employment policy has been devel@gzetthe result of a mutual agreement between thergment and
the social partners — Free Trade Union Federafidatvia and the Latvian Employers’ Confederation.

In addition, the accession period required thegiteand implementation of the National EmploymernR|2004) that
was launched in line with the Single National EamycStrategy (2004-2006). The Ministry of Welfareshssued two
important strategy documents: the “Conception ef Erevelopment of labour protection from 2007-2040d “The
Programme for Development of Labour Protection fra607-2010". Unfortunately, this process was natagks
systematic, as it was frequently demand-driven.

3. Identity of Trade Union movement in Latvia

To better understand the Latvian trade union moveniis structure, policies, practices, as welitea®ffectiveness, - a
historical profile of the formation and developmehthe trade unions movement are of prime impa#an

Trade union organisations are different in the EemMder States. The identity and performance of tueniens depend
on the existing trends in politics, labour markatsl social structures. The following major modsfigrade unions
could be considered:

1. Welfare trade unions mostly function in Francelylend Spain.

2. Business trade unions, that represents employetesests. The best examples of that type of tradtens could
be found in North America.

3. Social partner unionisms, when trade unions aresdi harmonisation of employees and social patner
positions. Such unions are in Scandinavian counrgewell as in the Netherlands and Germany.

4. Trade union movement in which a state plays a deci®le in shaping the parameters of trade unjastice.

This particular model function in most of the Neveiiber States.

The evolution of trade unions’ identity in Latvis iooted in the transformation process from theatist system to a
market economy system and reflects responses tal smel political changes that the country has wolee during its
last 20 years of independence. As a result, tradene in Latvia are in transition from the modelWwnhich a state plays
a dominant role to a model of social partner ursioniwhich is in common in other countries that werenerly part of
the Soviet Union’s trade union system. Decentratisain 1991 left basic trade union organisationsintaining the
one-workplace-one-union principle. Trade Unions Liatvia remain dominant within the trade union lacafse,
maintain the same organizing principles, namelyntiaunions, which adds up to a large measure diiragty. In
contrast to unions’ structure, unions’ membershis lthanged dramaticallfirade union membership in Latvia
declined dramatically since the early 1990s. OvVenaly around 16% of employees are members oktradons.

13 Matters related to the social dialogue are algpileged by Article 108 of the Constitution of the Rblic of Latvia (freedom of
association and the protection of trade union sighiy the Law "On Strikes" (23 April 1998), ane thaw "On Labour Protection”
(4 May 1993).
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During recent years the role of trade unions in yneountries is becoming less important and visifle.different
degrees all unions in the EU have seen a declitieein membership, resulting in an overall declimeinion density.
Such a trend could be explained by the followingegal reasons:

1. Globalisation and capital mobility are very poweiifu influencing the negotiation process amonganaictors
involved in the economic process and, thus, reduitie effectiveness of trade unions in collectiegatiations.

2. Foreign investments have a strong impact on ayolfi@ state, which lowers the influeince of traoéons.

3. Trade unions’ political participation, involvementelection campaigns, and strong links with poditiparties
also reduce the importance of the membership dettmions for current and potential members.

All of the above mentioned reasons for loweringdtteactiveness of trade unions could be seen ivid.aHowever, in
addition to the explanations above, structuralgf@mmation of the economic and political systenthi@a country as
well as in the organisational changes in the omali economy strongly influenced this trend. Theklaf a strong
tradition of trade union activity following the espence of state socialism is another reason fer décline in
membership.

Unions and membership in them are often considaseldeing a part of the socialst past, althougihan period they
were unable to perform their most imporatnt taskainly providing collective representation and aigang collective
actions. At the same time the reasons for the medh trade unions are not only the result of cleanig the union
environment, one should take into account alsosthetegic choices made by the unions themselvekatwvia, for

example, at the national level, one union confa@eradominates. There is a single central trademuirganisation —
the Free Trade Union Federation of Latvia (LBAS).

Analysis of recent statistical data shows thatltatvian Free Trade Union Federation currently u;2é trade unions.
The proportion of employees that are members afngis only 16% (according to the SCB in 2009, dg,100
people out of an employed labour force of 953.9@@awmembers of trade unions). Membership is higheome areas
of the public services — in general 33%, but inltheand social work, and in education systems a bezship could
reach up to 60%, for exampl&® One of the important elements in employee-emplagtations are collective
agreements. In Latvia collective agreements coveural 20% of all employees, however, coverage ghdti in the
public services at around 55% in health and 90%érelectricity sectol®

Collective bargaining takes place mainly at thealpcompany level and in the public sector. Theesome sectoral
agreements, particularly in the public sector aadous civil service and public companies — forragpée, energy and
water suppliers and forestry. However, higher-les@lective agreements are rather policy documetgsjing with

issues in social partnership, than collective biaigg on employment conditiond.he principal level of collective
bargaining is at the company level. The framwork dollective bargauning was set out in laws passeti998 and

1999, as well as during the negotiations on thession to the EU. The Latvian bargaining coverage the lower end
of the scale At the beginning of the year 2003¢hgere 32 collective agreements concluded at amsgair branch
level. Concluded sectoral agreements are very geaed in majority of cases they just reproduce ghssibilities

offered by the law.

The dialogue at enterprise level is more common laetter developed, especially in medium and lamgerprises.
According to the available, at the beginning of ylear 2003, the total number of collective agreesi@amounted to
2368° The branch unions’, particularly in the transpamt public sector, make more frequent use strigeachieve
their objectives. Therefore, in order to understdne conditions under which organisations acquirecess and
strength, it is important to consider how tradeousi their leaders and employees interact.

LR CSB

15 European Federation of Public Service Unions (titprw.epsu.org/r/469)1/04/11

18 Ministry of Welfare based on the information resel from Latvian Free Trade Union

Confederation in Social dialogue and conflict refohuin Latvia. European Foundation for the Impnment of Living and Working
Conditions, 2004

(http://www.uni-mannheim.de/edz/pdf/ef/04/ef045@eif) 1/04/11
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To deal with these issues, questionnaires have Oestributed to representatives of the Latvian Ffeade Union
Federation, the Latvian Railway Workers Union (whfanctions in the state sector and has 16, 000baesj) and to
the Latvian Transit Workers Union (in the privatec®r with 1000 members). In addition to the abothe
guestionnaires cover a number of questions aboptogmment policy in the country, strategic plannofgemployment
policy at the company level, trade union policyatetl to potential increase of membership and orrdleeof trade
unions in social dialogue (this question is pattdy important in the light of the current econ@meécession).

On the basis of the analytical results of questin@s distributed among representatives from the/@bmentioned
trade unions, the following major conclusions cooddsummarised:

1. In general, employees in Latvia have opted foniitllial strategies rather than collective stratetpesprove
their economic situation. This trend weakens emg@agy collective identity.

2. Trade unions members’ collective identity and p#vtition are proportional to their feelings of innfamce in
their organisation.

3. The interviews’ results illustrated that the inferwvees considered skilled leadership fundamentairsaae
unions’ success. And once the members of the asgon see concrete policy results by means of thei
participation, they will have more reasons to partte.

4. Trade union leaders rose up through the union tbyamostly through their cultural capital and etjze.

5. Overall the involvement of trade unions as welttes other social partners is not strong enougtpitlesome
examples in which unions’ voices were heard.

However, the position of the Latvian Free Tradeddnkederation in the current economic situationti&me more
visible and stronger than in the past. Trade utéaders have criticised both tax changes and sg¢copport measures
and made their own proposals (together with ottemias partners), some of which have been accepiedhé
government. Trade union resistance prevented thedinction of some measures.

A number of protests had already been organisettame unions against government decisions abotg btadget
reduction for social protection in 2007, followey protests in 2009. Despite the substantial decline in membership,
unions seem to have retained as strong voice onn#tmnal stage. As a result, the European Tradérn
Confederation (ETUC) called for a new social deabas Europe that would provide an alternativeht rieoliberal
policies being proposed by governments in the NM3uiding Latvia, which had been hit by the crises.

4. Social dialogue and flexicurity approach: the rte of trade unions in employment policy

The crisis highlighted an urgent need to develop pelicy responses to help provide social stabilitghe European
Union and alleviate social hardship. Although labounarkets deteriorated in the EU, unemployment wase
prevalent in some countries than in others. Ifvipdrtant to stress that the countries with the migal labour market
regulations have suffered the sharpest surge imployment numbers, indicating this is an importemdition that
should be considered alongside stimulus programifies. European Commission Draft Joint Employment dRep
(JER)” 2009/2010 Repdrtreaches the conclusion that socio economic inéisahave increased in Europe. It argues
that “a combination of factors (including economm&structuring associated with the move towards ewkedge
economy, labor market change and redistributivécigal of welfare states) account for these increasénequality in
the last two to three decades.

1710, 000 people in Latvia joined the demonstratigairest Latvia government policies in January, 2808 later in March, the trade
union of Health and Social Care Employees of LafuMSADA) organised a picket in the capital, callifay an increase in salaries
and improvement of working conditions for socialrikers and women working in social care and assistahe LVSADA has
been negotiating with Riga City Council since Noven®@d6 and has tried to reach a solution on de@datiss in the social care
sector from January 2007. Unfortunately all theonts efforts of the union have been unsuccessfusufvey by the LVSADA
revealed that 98% of employees in the social captos in Riga are women and 49% of them are maiadwaners in their
families. Our social workers are standing for sbpigace. Therefore, considering that inflation mtvia is 7%, the LVSADA is
calling on Riga City Council to make appropriate desto the budget and increase the salaries dls@oikers by up to 20%.

18 EPSU/CEMR-EP Joint statement to the European Commezting 11 February 2010 on the economic crisis
(http://www.epsu.org/a/621214/0411

19 European Commission (2009) Draft Report from the @éssion to the Council “Draft Joint Employment Rep@ER)”
2009/2010. COM(2009)674/3. Brussels
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One of the key issues is the development of effe@mployment policy at the level of the EU as vasllat the level of
nation states and to ensure internal flexibilityttees core to labour market stabilizat@@m constructive social dialogue
and decisive responses from all social partnersragrired to provide synergy between social andnecic
development, effective employment policy and atyafet for the future. A flexicurity approactwas thus established
to conciliate employers’ and workers' needs, fléxjpband security, by ensuring the worker safengitions inside the
labour market, while maintaining and improving catifiveness of the companies and also preserviagetiropean
Social Model. Based on consultations with the MemBttes, international organisations, social gastrand the
academic community, the European Commission hagesbed "pathways” and "common principles” in orter
achieve flexicurity.?? In the Integrated Guidelines, Member States akedaso promote flexibility combined with
employment security — ‘flexicurity’ — and reducébtaur market segmentation, having due regard todleeof social
analysis and dialogue over choice is the foundatosnthe flexicurity approach and the introductioh flexicurity
principles. The viability of these choices is ldygdependent on the willingness and the abilitysotial partners to
engage and define dialogue in setting up natiomapleyment policy. Flexicurity comprises activitieémed at
promoting labour market flexibility and employmesstcurity by mutual interaction. It is necessargitisure that labour
legislation and agreements are sufficiently flexiehd correspond to the interests of both partige —employers and
the employees. In the case of necessity, activeutamarket policy must efficiently facilitate theahsfer from one
workplace to another or from the status of an urleysal person to employment. The Spring Europeamn€ib of
2009 recommends that Latvia enact an integratedttlety approach, to intensify efforts to incredabour supply and
productivity by reinforcing activation measures awmhancing the responsiveness of education amirigasystems to
labour market needs.

To promote implementation of flexicurity principl@s Latvia, on May 15, 2009, the Saeima adoptedraiments to
the Labour Lawwhich are also related to the flexibility and sétyuin the context of employment relatioffsThe need
to put into practice the aims of the Lisbon Stratagd principles of flexicurity in Latvia requiresisuring effective
social dialogue between the Employers’ ConfedenatiioL atvia, the Free Trade Union Federation amdgbvernment.
Development of such a trend still is not includednational programmes on a large scale and doekaweat strong
government support. Several measures have beerrmpted in recent years for the improvement of dbeial

dialogue, both on the national and local levels: &mample, with the help of European Social Fumdricing, the
social partners involved in employment partnersimplude the Employers’ Confederation of Latvia d@hd Free Trade
Union Federation of Latvia, local governments amal tatvian Association of Local and Regional Goweents. This
partnership ensures social dialogue at the locdlragional level and increases participation opputies of social
partners in the decision-making process and pmawvisf public services. In addition, the partnerdiaigilitates quality
improvement of public services provided by non-gaweental organisationé’

2Baltic Rim Economies: Growth and Constrains 2010,liBluéd by the DnBNORD: a number of EU countries hattempted to
battle labour market rigidity. For example, Germantyoduced work-sharing schemes, under which wagescompensated for
shorter hours. Such schemes appear to be succiessfiiolding both employment and incomes in theenadfluent states. It should
be noted, however, that such programs are diffimlteplicate in less prosperous countries. Amdrgythree Baltic States, only
Estonia has enhanced flexibility of labour marketiftyoducing a new Employment Contracts Act, effestl July 2009, which
shortened the lay-off notice and reduced severpagenents. The new Act also allows distressed ereptoto cut salaries to the
minimum wage for up to 3 months, and reduces buresia barriers (for example, eliminating the needyain the approval of a
labour inspector when terminating employment cawts, or establishing part-time working hours).

21 Flexicurity is the European labour market poliayad at compensating the ongoing flexibilizatioreaiployment relations
(deregulation of labour markets) by means of achge in social security (Andranik Tangian, 2019 2010.06.Not for bad
weather: macroanalysis of flexicurity with regaodthe crisis, ETUI, Brussels, 2010-53 pp.

ZFlexicurity Pathways. Turning hurdles into steppitiones, June 2007, Report by the European ExpetpGm
Flexicurity. (http://ec.europa.eu/social/main.jsatPd=117&langld=en)1/03/11 .

ZReport on Progress in Implementation of the Natitigtion Programme of Latvia
(http://ec.europa.eu/archives/growthandjobs_20081ga2009/Ilv_nrp_en.pdf)12/03/2011

24 Labour Law amended (http://wwwlikumdosana_Kartisiitml.saeima.lv/Likumdosana_eng)/12/03/11

% Report on Progress in Implementation of the Natibisbon Programme of Latvia, pp 41-42
(http://ec.europa.eu/archives/growthandjobs_20081ga2009/Ilv_nrp_en.pdf)12/03/2011
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A constructive social dialogue and decisive respdnem all social partners are required to prosgeergies between
social and economic development, effective emplayrpelicy and a safety net for the futuf@.

5. The Lisbon Treaty and the European Citizen initative a new opportunity for trade unions

The Lisbon Treaty give the citizens a golden opputy to participate directly the future shapingtioé EU. While in

many countries there are various types of citizémsatives (from petions to referenda) this seémbe the first time
in contemporary history, that such an opporturstgffered to citizens at a multinational levelattof the European
Union. In terms of artical 11, parahraph 4 of tligbon Treaty, “Not less than one million citizemko are nationals of
a significunt number of Member States may take ithiative of inviting the European Commission, whithe

framework of its powers, to submit any appropriateposal on matters where citizens consider tHagal act of the
Union is required for the purpose of implementing Treaties®’

The question of what is meant by a “significunt foem of Member States” was debated at length. Godiety
organisations argued that the number should béogohigh because many Europan issues have a régiaacter.
The European Commission opted for one-third of Menf&tates. The support of the European Parliamedated to
this initiative is shown, in particular, by thecfahat European Parliament at the begining consitthis initiative as
possibly encrouching on its prorogative. It gpta group of 4 raporters from all the major pedit groups ( a very
unusual procedure) to prepare the Paliament’'sipositn this initiative. In the end, it produced @acdment strongly
supportive of this initiative, for example by rechgrthe number of Member States required to paatifrom one third
as proposed by the Commision to one quater.

There was, though, no change in the minimum nurmobesignitures for each state (the number of MEP<dyntry
multiplied by 750, the total number of MEPs). A tfesult of the dabates, the European ParliamehtEamopean
Council have addopted on 16 februaty 2011 Reguidtio 211/201% to ensure practical implementation of the artical
11 of the Lisbon Treaty.

The Regulation requires that for an initiative ®\alid a minimum of one milion signatures fromesst 7 Member
States are needed the proportion of signitureaéh ef the member State being based on the nunltiee cnembers of
the European Parliamen. Concreatly this meanssifattures must be collected in at least 7 MemehteS through
appropriotely formed commitees. This is a majomakteough which trade unions should consider homade best use
to enhance the conditions of the workers throutlet EU.

Trade unions exist in all Member States and stleéh considerable membership, and this despite eétiaction of
membership numbers. Trade unions can therefore beving force for requesting the European Commissio
introduce initiatives to further improve working ratitions of the workers. The trade unions shouldsater to
overcome there ideological diferences in their ilies to take a real advantage of this oppotyurihis would
increase their value and attractiveness for thimimers and for the labour force in the European Wimogeneral and
consequently revitalise the trade unions movermetite EU.

Conclusion

At a time when Latvia is facing an economic downfux fall in production and growing unemploymensveft and
decisive government response is needed. The d@roatient economic situation requires fulfillingdaal task:
maintaining the long-term goals of Latvia's sogialicies and responding to economic and sociallehgés. It would
be particularly important to coordinate financigbt®m support measures with active labour markktips in order to

Zpccording to the Ministry of Economy, changes ie tabour market for a timely balancing of the labmarket demand and
supply create necessity to develop a labour méoketasting system. The Ministry of Economy is mesgible for coordination of
medium and long-term labour market forecastindiead¢ountry. The ministry also works out labour neaidevelopment scenarios,
as well as medium and long-term forecasts. UndeMmistry of Economics, the Advisory Council of thabour Market
Forecasting is operating, which comprises represees from the involved institutions and sociaitpars. The task of the Council
is to ensure inter-institutional cooperation byeasing the prepared forecasts and seeking soldtofgther
action.(http://ec.europa.eu/archives/growthandjabe9/pdf/nrp2009/lv_nrp_en.pdf)12/03/2011

2’ Treaty of Lisbon amending the Treaty on Europeaiot/and the Treaty established the European Contyniined at Lisbon
13, December 2007, Official Journal of the Europ¥aion, C 306 Volume 50, 17 December 2007.

28 Regulation (EU NO 211/2011 of the European Parligraad of the Council of 16 February 2011.
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mitigate structural long-term unemployment and void social tensions. There is a possible developroé social
unrest with further GDP decline: a looming sociédis. The deteriorating labour market requires ediate action.

A number of international agreements on human sigivelfare, and social protection have been signegtgulate
labour relations. Unfortunately however, this psscavas not always systematic, as it was frequelgtigand-driven.
The results of this study show that the trade ummvement has a relatively short history in Latstad followed the
legacy oftransformation to a market economy as a resulkegdined independence. The trade unions in Lateignsa
transition process from the model in which theesfays a dominant role to a model of social partiméonism.

The involvement of trade unions as well as othefat@artners in social dialogue and decision-mgkimLatvia is not
strong enough, despite some examples in which shiarices were heard. However, the position oflthévian Free
Trade Union Federation in the current economicasitin has become more visible andgrown in stremnytr the
years.. Trade union leaders have criticised bathcdhanges and sectoral support measures and rneideotn
proposals (together with the other social parthesine of which have been accepted by the governmeade union
resistance prevented the introduction of some nreasu

A constructive social dialogue and decisive respofism all social partners over choices in develepimof a
flexicurity approach and introducing flexicurity ipciples is required. The viability of these chaices largely
dependent on the willingness and the ability ofisggartners to engage and define dialogue inrgettip a national
employment policy.

The decision-making process should include the iowent's willingness to learn from the experienodsother
countries that have undergone economic crises andessfully reformed their employment policies. ptoved
governance, transparency and involvement of std#éel® in social dialogue are essential to stremgtie links
between economic development and effective employmelicies. Finally the collective engagementrafde unions
in using the opportunity offered by the provisidrtite Lisbon Treaty by the “European Citizen’s iltitves” should not
be missed by the trade unions to both enhancevhkie to their membership and revitalize theirgma
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A Baltic Tiger in the Poorhouse — A Schumpeteriaiiew of the Baltic Crisis

I Introduction

After regaining independence in 1991, the Baltiat& launched an economic strategy that might Hledcéa

laboratory of liberalization.” “The Baltic stateedame poster boys of the Washington Consensustglkz209, p. 1).
In the case of Estonia, for example, the governrpahforward radical reforms to stimulate prosperithese included
a sound currency, a balanced budget, the cuttirsylogidies to state-owned companies, propertymeforconnection
with privatization, the elimination of tariff andbn-tariff trade barriers, and a reform of the tggtem (first simple flat
tax in the world). Consequently, in the 2007 Ind#xEconomic Freedom Estonia shows up as the twéiébst
economy in the world.

Until the beginning of the financial crisis, thesolts of this experiment have been remarkable:%ra8erage annual
GDP growth since 2000, a strong decrease of powarttlyinequality, and low unemployment and inflatrates. To
sum it up, living standards improved rapidly, whitight be seen as the best proof of a successaiegy. However,
the financial crisis hit the Baltic States very dia&DP in Estonia fell by 3.6% in 2008 and a furtthé.1% in 2009.
The unemployment rate was at 18.6% during the segorter of 2010. Who can be blamed for this sodgtewth
breakdown? Government? Globalization? Wall Stré&st@does the rise and fall of the Baltic statesensieom a long-
term perspective — reflect a natural developmeneims of business cycles theory, something thatirgcas a “small
blip in an otherwise unstoppable upward” (Katted20p. 1)?

This paper shows that the Baltic States’ rise aficcAn be interpreted from a broad Schumpeter&aspective, which
includes the role of entrepreneurs, the combinaifannovation and money within a free trade dogtriand the role of
the state (Schumpeter 1939). In other words, we tikanswer Kattel's question (2009, p. 1) regaydimether this
laboratory of liberalism “was based on fundamemtésunderstandings and that this model was boundreate

enormous fragility for the Balitic States, withwithout a global financial meltdown.”

II A Schumpeterian Perspective on the Crisis

1. Economic Change, Business Cycles, and the Crigi€apitalism

According to Schumpeter, innovation representsftimlamental factor in the economic history of calsm; only
innovative change can result in economic developréchumpeter 1939, pp. 84). The term “innovatiocaVers the
following five cases: creation of a new good, iduotion of a new production method, the openingpew markets,
the conquest of a new source of supply, and tmednttion of a new form of organization (Schumpé@84/2002, pp.
66). The introduction of innovation is a functiohtbe dynamic entrepreneur, whose term and name@ieected
‘only to those who actually perfom that functioSdhumpeter 1934/2002, pp. 75)evertheless, Schumpeter argued
that the introduction of something “new” involvdwsrde types of problems: first, the resistance ef énvironment,
second, a preference for familiar behavior, anddttgeneral fear of the unknown (“uncertainty” @rrhs of Knight),
which is why not everyone introduces something “hemd becomes an economic forerunner (Schumpet9, 1.
99). Should an entrepreneur, who is to be stridifyinguished from an inventor or investor, succieethtroducing his
innovation onto the market (or into politics), thimuld disturb the existing equilibrium in econontiie, triggering
overall structural change.

Additionally, the Schumpeterian approach containBuéful relationship between the innovation preseand the
financial sphere of “credit drawing bankers.” Weanknow that the banking system has lost some afdtmbilities,
which Schumpeter had seen in financial entreprenéke Crédit Mobilier or John Law, thus informafstems of
business angels and bootstrappers are responsibfmdncing the bulk of entrepreneurs, therebyipgthe way of
formal financing systems (Siemon 2006). Schumpéditferentiated between innovative entrepreneur®rgbining

! For more on the functionalist interpretation ofrepreneurial behavior from a newer, evolutionagyspective, see Répke 2002.
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given factors new") vs. routine entrepreneurs (togjicing the same;* ,mere managers”) and claimeat thasic
innovations are needed to enter the dynamics ofoadkatieff wave (“Techno Economic Paradigms” inmtsrof
Schumpeter’s followers like Perez or Freeman). Wheroeconomic basis for explaining innovative/eptemeurial
behaviour refers to an evolutionary economic apghtoeontaining the analysis of an interplay of thuegiables of
action: property rights, competencies, and motivatiAn entrepreneur has to be allowed, able, adlihgiito act
innovative (see figure 1.

Figure 1. On the connection of Input, Developmant] Evolutionary Logic

X = f (Labour, Capital, R&D, Financial Capital, Human Capital, etc.)

Input Logic T\.
(Growth Tlreory) Output = f (Input )

Input T\. = f (Economic Development)

Development Logic

(Schumpeter I) . . . . .
Economic Developement = f (Innovation, Financial Capital)

Innovation, Financial Capital = f (Entrepreneurship)

Evolutionary Logic
(Schumpeter Il) Entrepreneurship = f (Rights, Competencies, Motivation)

Inputless Entrepreneurial Energy

Source: Siemon (2009, p. 22)

Schumpeter’s theory of business cycles is an iategr part of his theory of economic development ahould not be
analyzed isolated. Schumpeter claimed that innomatirigger economic cycles whose cycle duratigredds on the
nature and significance of the innovation. Theralniginally “connecting the economic cycle directlyith the
innovations, which Schumpeter assumed appearedsoordtinuous ‘waves’ or ‘clusters,’ creating thégger for
economic development (Oakley 1990, p. 168). Thecgs® and explanation of the economic cycle incluties
following steps (Schumpeter 1934/2002, pp. 61; Mik890, pp. 34; Ritter-Thiele 1992, pp. 83): thertsig point
presumes an equally balanced economic situatiom.ifithoduction of the new combination can be sestha first sign
of recovery and leads to a rise in capital investniie the investment goods industry, whereby theuator must first
withdraw the necessary production factors fromrth@d applications via credit. The change of thevreamic
production structure between old and new busireskus steered by means of the factor allocatienby means of
relative prices. Economic recovery then begins wiheninnovations accumulate and dynamic entrepreregpear in
droves (“scharenweise”). This recurring disruptafrthe balance primarily has three causes: a rigbé price of the
means of producers’ goods, a collapse in consumedsy and a subsequent credit deflation process.slttmp in
consumer goods already marks the end of the regoyeosperity already induces to some extent theogeof
liquidation. What follows is the phase of recessiahich is marked by “the economic system'’s strirggkowards a
new equilibrium position, its adaption to the dasaaltered by the disturbance of the boom” (Schiend®34/2002, p.
231). The alternatives which remain for the ‘oldisinesses are to exit the market, to try and seras a so-called
marginal supplier, or to adapt by imitating thedmation. The process as a whole, however, progassaterrupted —
in the sense that either revolution or absorptibthe results of the revolution are always in pesg; both together
form what is known as economic cycle.

Regarding crisis theory, these proposals need &xpanded with respect to the effects of a secgnaave. While the
innovation induced recovery triggers a primary wawhich spreads across the system of relative griteereby
influencing the entire economy, the process sittyillads to the old businesses reacting to angdecidating on the

2 Even in methodological terms, Schumpeter changsdview. For more details see Meyer 2002 and Sie®008. For an
evolutionary interpretation of Schumpeter’s viewse Répke 1977. On the contrast of input, developnag evolutionary logic
approach, see Ropke 2002.
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new situation. Due to a surge in demand, which d@esl in hand with the creation of purchasing power second
wave is triggererd. Only because of new purchapmger goes in bulk from the hands of entreprentuthe owners
of material means of production, to all producefsgoods for ‘reproductive consumption’ (Spiethof§nd to the
workers, and then oozes into every economic charmmelall existing consumption goods finally sotdeser-rising
prices. (...) And only on this account do productiond tradesverywhergemporarily yield a profit, just as in a period
of inflation’ (Schumpeter 1934/2002, p. 227). Clhutedaistic of the secondary wave is the fact that speculative
anticipation of prosperity develops its own dynasniteading to a spread in loans amongst businesseasgell as
privately. “In the atmosphere of secondary prodpetiiere will also develop reckless, fraudulent, atherwise
unseuccessful enterprise, which cannot stand gte aelministered by recession” (Schumpeter 193857). Under the
pressure of the crash of the secondary wave, tegetlith the related pessimistic expectations ofnecay’s
individuals, the economic system can shoot beydwd‘iormal’ equilibrium so that the aforementionedovation
cycle expands from prosperity and recession taigelthe phases of depression and recovery. Recossuits from
the freeing up of market share and sinking pricepfoduction factors.

2. Social Change, Institutional Order, and the Cigsof Capitalism

In his most recent and commercially successful B@apitalism, Socialism and Democracy” (Schumpé@42/2008)
Schumpeter, three years after the appearance dofiriBss Cycles,” conducted a comprehensive intepdiisary
analysis of the entire capitalist system. His apphoreminds us of the political economy of Manxiad political and
sociological components to the aforementioned dgveent and economic theories. He thereby highladjhta
particular, the significance of the institutionaimgnsion of economic life; in new institutional @wmics terms,
property and contract rights as well as the infageiof social and political institutions play a aahtrole for the
development process of capitalism. Its prognosedlldpse” results, however, is not the result ofepeconomic
reasons, but is the result of a changed sociattsire, which has grave repercussions on the ecaneystem. To
paraphrase one of Schumpeter’s terms, one coulkspfecapitalist institutions also being ‘creatielestroyed.’ The
stability (feudal elements) of the bourgeois sqgcist eroding: ‘With every peg from under the calstastructure
vanishes an impossibility of the socialist plantii@mpeter 1942/2008, p. 162). This process seene toaused
mainly by three interrelated reasons (Schumpetd/P®08, pp. 131). These hypotheses are analyded b&hereby
we will confront Schumpeter's arguments with somppasite socioeconomic facts.

Hypothesis 1: The obsolescence of the entrepreaiduriction

Schumpeter’s first thesis has led to a familiartrmaersy in economics about the relationship betwesmpetition and
innovation (cp. Cohen/Levin 1989). The view usua$sociated with Schumpeter argues that monopuligst favor
innovation; the opposite view (often associatechwit Arrow) argues that competition favors innowati Following
the advance of economic and social developmentsdleeal function of entrepreneurship in terms aftting things
done’ is losing significance. The resistance oféhgironment towards new developments has dimidisldstantially
as well as the need to have a strong personalitytimduce a new combination. Large businessegasingly have the
potential for internal financing to fulfill the imstment needs of a new combination so that thetitmof capitalist
(bankers) also diminishes. Overall these tenderle&d to a reduction in innovation dynamics. Thise theses of
Schumpeter subsequently led to repeated discussioribe end of entrepreneurship (see Horowitz 19&&nsfield
1968; Bozeman/Link 1983; Mukhopadhyay 1985). Thesecalled Neo-Schumpeter hypotheses claim thagt, fir
company size and the innovation power of a comparey positively correlated; and, second, a higherketa
concentration promotes innovation. Both hypothesmsld, however, not be empirically proven (cp. Guhevin
1989).

® The Russian economist Kondratieff also assumed thetdynamics of economic life in a capitalist stgiwere not

ordinary/common and linear but ‘complex and cydlinacharacter’ (Kondratieff 1926, p. 573; our tetation). Schumpeter refers in
his “Business Cycles” explicitly to Kondratieff's empal works and named the waves of the 50s andt6fgered by basis
innovation after the ‘Kondratieff Waves'.
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Hypothesis 2: The destruction of the protectivatstr

In the course of advancing capitalist developmimovative progress increasingly becomes a routisk conducted
by large scale enterprises; in the words of Schienpanovation becomes a mere issue of ‘cost tatioms.’ Just as
capitalism destroyed the structures of feudal $pciacreasing economic concentration is now de#tig the ‘old’
capitalist economic and social structure. From thiswpoint, small and medium sized enterprises beng
increasingly ousted from the market; oligopoly andnopoly structures characterize most economic dhes) and
sectors. The fall of central capitalist institutiois also related to the rise of large-scale entarp and public limited
companies: private property as well as freedom aftract are increasingly infringed within the caursf these
developments. In contrast to the classic entrepremeanagers of modern public companies behaveblikeaucrats.
The reduced entrepreneurial potential of societg &ads to the fall of the bourgeoisie, who padtythemselves be
supported by the success of the entrepreneurs)s@ensure sociopolitical protection and deferdptblitical interests
of the entrepreneurs.

However, if one supports the thesis that the eimiubdf the economic system goes beyond the pumyp@mic area,
this need not inevitably lead to the dissolutiontleé entrepreneur function and its protective layd@he economic
historian Hartmut Berghoff discovered that the ‘newddle class(es) [...] (will be) less middle clagglanot to the
same extent as its classic predecessor(s) as roileating. They are unable to retain staff longatend to produce
social stability by means of long-term company go@Berghoff 2005, p. 15; our translation). Noné#iss, this has not
resulted in a fallback in economic strength or wat@on. Moreover, one could also present a couthtesis, namely,
that the growing individualization of society inrsmection with a new allocation of social roles lhasught about a
different motivation towards self-employment. Noder can the ‘will to found a private kingdom’ —hbenpeter’s
forerunner of McClelland’s Achievement Motivationhdory — be considered the motivational determinaht
innovative behavior, but (in light of the lack ofadlable jobs) the motivation born out of the nesigysto ensure one’s
existence. This also serves to explain, for exanple development of the so-called ‘Creative Ecoyioftow rents
and a widespread creative scene [...] which [makiéeseployment possible, the absence of jobs far diften making
it even necessary’ (Lembke 2006, p. 15; our trdiwsipn Of course, the level and modes of entrepreakactivity are
highly affected by the surrounding culture and legal rules. However, there is no one-way directionthe
development of society that leads inevitably teatdiction of the protecting strata.

Hypothesis 3: Growing intellectual hostility

Let us now consider the third thesis, a growingtiitystowards capitalism that strikes at the vdoyindations of the
moral authority of many institutions. In addition the loss of the entrepreneur function and thesienoof the
protective institutional layers, a general atmosphthat is critical of capitalism is developing dnuir sociopolitical
environment, which is primarily promoted by intelieal forces. In other words, the legislative, auistrative, and
judicative practice is destroying the motivatiordancentives of entrepreneurship, thereby perméndhbcking the
evolution function of dynamic entrepreneurialiSrilere one could surely make a connection to Ma@spn Jr.’s
theory, which identified the core cause of the rsel fall of nations as ‘institutional sclerosisidatheir related
coalitions: ‘The growth of coalitions, which areivdm by the desire to secure a larger piece ofpikeof national
income, the rise in regulatory complexity and statdivity, encouraging lobby activity as well asimg lack of
transparency/clarity of the negotiations of thesgeds, modify the incentives and the directioreeblution in society’
(Olson 1982, p. 72).

4 Schumpeter already referred to the company caiisti@l law problem areas, which Berle and Meansesigd in the 1930s and
much later highlighted within the context of Newstitutional Economics under the name of Principgest Theory (cp.
Berle/Means 1932; Erlei/Leschke/Sauerland 2007108).

® Schumpeter's theory on the fall of the bourgeoisie be nicely combined with a paper by the sogistaChristoph Deutschmann
(2008), who states a ‘collective Buddenbrooks Efflrt Germany. Within the framework of a multi-ldv@nalysis, he investigated
how structural upward social mobility leads to awjng imbalance on the asset markets, which inetimg has an effect on the
overproportional growth of investment-seeking ficiahassets on the one hand, and a shrinking nuofi@atential solvent debtors,
on the other.

5 For more on the difference between the innovadioth evolution function, see Répke 2002.
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However, one could certainly disagree with this dthesis, objecting to such a development. For me&taone could
highlight the growing decentralization of the stapgaratus and the institutional precautionary mmessthat act against
one-sided political intervention. The United Stafagpporeme Court Justice Louis Brandeis hence vepyoapiately
described decentral federalized structures as téboes of democracy” (New State Ice Co. v. Liebma285 U.S.
262, 311 [1932]). Furthermore, independent insting have been established across the world t@@roompetition,
which at least in theory aim to prevent rising mpoilization of the economic system. Moreover, oneladighlight
that there can also be a change in thinking widdanomic and innovation policy, such as the disonsabout so-
called “supply-side economics” has shown (cp. S&@B4, pp. 139). Schumpeter’s picture of the em&epur as an
actor of social and economic change implies thatepreneurs are particularly sensitive to the doembedding.
Nevertheless, one might argue that entrepreneursngy partially resolve institutional deficienciby innovative
behavior or reliance on social networks.

3. The Recent Economic Crisis from Schumpeter's Segctive

Even though Schumpeter’'s more sociological thesithe ‘self destruction of capitalism’ has at least yet been fully
proven, one could see the current economic crssisnapirical evidence (or as ‘purely economic regdon the fall of
capitalism’ In terms of Schumpeter's Economic Theory, a mowe & depression is dependent on “the mentality and
temper of the business community and the publi ptievalence of get-rich-quick moral, the way [.nhich credit
is handeled in prosperity, the ability of the palib form an opinion about the merits of proposisiothe degree to
which it is given to belief phrases about prospepitateaus and the wonders of monetary managenmehsa on”
(Schumpeter 1939, p. 150). Additionally, it is matssible to create ‘theoretical expectations’ alibatbeginning of
depressions or their extent. According to Schunmpét@wever, it is decisive to distinguish betwewo factors when
dealing with the analysis of crises or depressifirst; the effects that are theoretically inherenthe capitalist system,
in other words, ‘normal’ waves based on economicettmment dynamics; and, second, the social andiqabl
environmental factors, which are different in everigis (Schumpeter 1934/1951, pp. 110).

Because of its effects, the current financial acoghemic crisis has often been compared with thea@epression of
1929. Schumpeter explains this historical depresa®follows: “coincidence of depression phasealiahree cycles”
(Schumpeter 1939, p. 907). Based on Schumpeteodsdiuic Theory and the “useful art grip” of the Tér€ycle
Schemd the current global economic crisis could be imteted as a collapse of the depression phasesmbtw
possible three cycles. Eight years have passeé siveclast major crisis following the bursting b&tNew Economy
Bubble in 2001, a period which corresponds exaotth a Juglar Cycle. Moreover, thd' Kondratieff Cycle is now
clearly in declin€. The automotive industry f4Kondratieff Cycle) is to be seen as the ‘grandfstiof Kondratieff
Cycles, which can explain its current downfall mporarily stalled with the aid of state funds (asib technology; no
growth, no new jobs). Irrespective of these develepts, “there are npurely economiceasons why capitalism should
not have another successful run which is all | etsko establish” (Schumpeter 1942/2008, p. 163,7-nAs we have
seen with the economic theory, fluctuations arembically normal in the development process; yat mecessarily
crises such as the current type, which cannot gifglexplained by market fundamentalism. Alongsidestagnation
effects, which result from a diminishing Kondratiefffect, one must also consider those rejectitnag stem from
politically motivated interventions within a comgleconomic system.

One can identify many surprising similarities betwehe depression of 1929 and today’s situatiohuBpeter saw the
fundamental difference between the Great Depressidrearlier economic crises in that non-econoatgtofs played a

" Schumpeter's image of the “March into Socialissto be seen as more of a hypothetical construseatid not mark it with any
time frame — but with institutional organizationAstruction possibilities.

8 Schumpeter always emphasized that no hypothesisdsibe made with the Three Cycle Scheme. Thisreeheroved far more
useful for the ordering of facts and is, henceydalbe seen as a “useful descriptive or illustatievice” (Schumpeter 1939, pp.
906).

® The exact time frame of the long Kondratieff cycle difficult to determine. If one were to simmlgunt forwards schematically,
the fifth Kondratieff Cycle would now be at the loaging of a long-term decline. Schumpeter himsetfyever, assumed that the
cycles would be reduced in the course of capitald#velopment. Consequently, one often talks atfmufifth Kondratieff Cycle as
being in its end stages, while the sixth long waff@conomic development is only in its early stége Nefiodow 1999; Siemon
2008).
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dominant role: ‘other things made a catastropheobthat which would have otherwise been a mergeatesion |...]
political pressure on interest rates, organizetsta@sce toward necessary adaptations, etc.’ (Scatenfi934/1951, p.
114). With respect to social and political factdah® current situation the real estate bubble énUISA can essentially
be seen to be responsible for the financial crifigo political interventions are largely responsibimonetary and
interest rate policy of the American Federal Resé@ank and poor institutional credit rating regialas for American
mortgaging and banking (cp. Liebowitz 2008; Shi08)™° Schumpeter wrote that “[g]iven the way in whichttbo
firms and households had run into debt during Wemnties, it is clear that the accumulated load mamy cases, though
not in all, very sensitive to a fall in price levelwas instrumental in precipitating depressionthi@npeter 1939, p.
909).

Interestingly, economists like Kregl, BurlamarqguidaKattel have connected the Schumpeterian apprmabtinsky’s
Theory of financial stability, thereby stressingh8mpeter’s position that the role of money for anr®mic system is
rather a problem of quality (e.g. financing innoeas) than a problem of quantity (financing secogdaave’s by-
products: entrepreneurship of speculation, nonvatiee and/or consumptive fields, areas of “recKlesnd
“fraudulent” enterprises). According to Minsky (13&8008), in a free market system, there are ttifferent ways for
business units to meet their financial commitmehtsdge, speculative, and Ponzi finance. While agagabsition is
characterized by “hedged” outstanding debts ornfiteld commitments due to sufficient cash flows fromperating
activities (e.g. in case of promising business plafhinnovators, combining given factors new inesréb generate
revenues to hedge their balance sheet and incatersnt), speculative positions do not cover athrmitments. Thus,
in the latter case the business unit needs tssale of the assets, to cut the costs, or to boinestr money in order to
meet financial commitments. In a Ponzi situatidr® business unit is not able to to meet all comenitts, which are
larger than assets and debt potentials; in othedsvfinancing costs are greater than income” (Mn2008, p. 231).
Kregel has shown that this approach can be usedrfalyzing country positions in international ecoics (Kregel
1998, p. 5). In addition, Kregel and Burlamarqud@8) have created a toolbox for the understandingpe way in
which innovation (coupled with competition — bothindustry and financial sector) can create somgthke Minsky’s
financing positions. For example, failed productelepment can lead to speculative or Ponzi posti@ame results
for the victims of creative destruction).

By trying to hedge the balance sheet or incomesstant, companies/entrepreneurs rely on a settingppdbilities
(learning skills, expert knowlege and routines),tiwation (in the sense of McClelland and Atkinsicaand property
rights (cultural norms, laws etc.). These varialgiBaction (see figure 1; framework by Répke 197d 2002) develop
and evolve in the wider context of the nationalteys of innovation, which can further be characttizby
“environmental turbulence” due to changes in tlgalesystem, different structures of corporate goapce, or special
features of the education system. By being invoiméa a macroeconomic environment of exchange aftation rates,
social items — from an Schumpeterian standpointustrbe analyzed | order to show how entreprenemsve from
short-term speculative positions to long-term hedgesitions (or not)” (Kattel 2009, p. 4). Fromdlgioint of view, the
Baltic States’ path of development has been endaddeom the beginning to be hit from a Schumpategrisis (in
this case: a triple crisis of a Kichin, Juglar aahdratieff downswing) due to the particular circatames: a strong free
trade doctrine hindering the rise of dynamic corapae advantages in order to establish long-termpmtiveness
within the process of catching mnd a lack of entrepreneurial history, hinderinw@cess of entrepreneurial learning
in order to deal with Schumpeterian downswingsr(iee from failure, learning to build and followhégh-value added
path of vision):? The free market doctrine as a “stable environneesited highly fertile grounds for short-term asset
booms” (Kattel 2009, p. 10). The secondary wavdfects occured and “in the context of lowered nigceeption,
abolished trade restriction, aggressive lendingviagtby foreign banks, and extensive use of eassdit drove

91N this context, an investment banker said toRfankfurter Allgemeine ZeitungWashington wanted more people to be able to
afford a house and started to push interest rAtea.consequence, house prices rose, home bugdrsiare and more risks, making
astronomical profits for the finance houses, whiftered loans in complex non-transparent packad®4ejias 2008, p. 42; our
translation).

11 See therefore our second contribution in this mEueferring to the case of Estonia.

12 For an evolutionary perspective on entreprenele#hing see Répke (2002, Siemon 2006).
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economic expansion by financing consumption as a®t real estate bubble. This resulted in skytoukasset prices
that have enabled debt-led growth” (European Cadjmer in Science and Technology 2011, p. 3). Hetloe,easy
credit boom of the early 2000s in the Baltic Stdtesly covered up deeper structural problems cokateough

industrial restructuring in 1990s” (Kattel 20109

IIl Conclusion

This article showed Schumpeter’s view on diagnasi$ change in the capitalist system. First andnfiost, innovation
within an economy can be seen as fundamental i shange in an economic system, which has prowdretthe
“main trigger” in the development of capitalism sad by strong entrepreneurial efforts. Schumpeigainds change as
development, seen as qualitative change of cagiitaleans of production. Such change is, howevércamstant and
continuous, but takes place in disruptive spurtsictvvary in form and size. From this Schumpetestmdpoint, the
Baltic crisis can be characterized as a problesirnfiltaneous downswings occurred by the fall of3iéondratieff.
Because the Baltic states are still within a preaafscatching up since the early 1990s, the ahititgope with this
Schumpeterian depression became quite difficult tdua lack of entrepreneurial experience, spedificeoncerning
how to act within a phase of depression. Foreigritabhas been spent for non-innovative investmehtsreby over-
leveraging due to secondary waves effects. Furtbermthe established free market doctrine has héddéhe
channeling of foreign capital into innovative fisldHence, the Baltic states are endangered ofdaltiehind due to its
liberal institutional reforms; they became highlyinerable to “financial fragility” (in terms of Msky).

How can a policy approach provide a process of Mars hedging in order to stabilize a Schumpetepercess of
economic development? Is Estonia (or the Baltitestin general) threatened to be stuck in thigscdee to a lack of
“hedge positions,” i.e. a “strategy of innovatio(Ropke 1977) or is there something like a natur@hpof an
unstoppable upward for the Baltic states due tdilteeal market environment?

Our conclusion is that it is necessary to integiathumpeter’s pillars of economic development (wation and
finance) into the logic of comparative advantagasttfe sense of Ricardo) in order to help the Badtates rise like
phoenix. Seen from a Schumpeterian perspectiveptheof dynamic comparative advantage is resptam$iv the bulk
of international trade fluxes, for the competivene$ innovative entrepreneurs in general, and fetate of financial
stability. Hence, a strong upswing, triggering jgguation in the next Kondratieff wave (as well &gglar and Kitchin
waves), is necessary to enter a dynamic sphereofation.
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The concentration and competition in the banking setors of the Baltic States in
the context of a crisis

Introduction

The subject of the article is the banking sectdestbnia, Latvia, and Lithuania. The Baltic StaS) followed similar

paths of transformation. Despite many common fegtuhowever, each had a unique development, diffari the

number of credit institutions, the share of foreaapital in the financial market, and macroeconocainditions. The
banking sector plays a significant role in shaghgeconomic conditions. In the context of glolaicial crisis, there
comes a question about the impact and role of leogeentrations of foreign capital in the bankiegter. The aim of
the article is to present the changes of the cdraion levels and competition in the banking seaib Estonia,

Lithuania, and Latvia. The article also shows thdtighly concentrated banking sector is not momaagered by a
crisis under certain conditions.

The changes of the banking sector structure in theontext of EBRD transition indicators

The New Member States (NMS) went through three ghad transformation. The first phase was connetieithe
establishment of a centrally planned monobank aySt€he second phase started in 1989, when a marbety was
introduced after the communist system collapse@. third phase of transformation was associated thighprocess of
accession of these countries to the European Umaning the third phase, the Baltic states begary qaiickly to
integrate with the international financial markes®me authors suggest that the second and thiskplaae examples
of a dual transformation, an adaptation both toaaket economy and to the requirements of the Elés&tchanges
resulted from political and international developrise including the growth of international tradiaelalization of
capital flows, and improvement of the technologiicditastructure While assessing the transformation, the European
Bank of Reconstruction and Development construdtadsition indicators, which includedbanking reform and
interest rate liberalisationIn the scale from 1 to 4+, the situation of NM&otries was similar only at the beginning.
Thereafter, the level of transformation was graliggher in Estonia than Latvia and Lithuania (GrdphSince 2004,
the EBRD estimated Estonia at the level of 4.0 udhe competitiveness and stability of the banldgagtor, efficient
supervisory and flexibility of long-term financirfgr corporates, and the high share of foreign e&jnit banks. Latvia
reached the level of 4.0 in 2007- 2008, but EBRBdgs did not include public finance state of Latvilkere the
banking sector lacked trust in the financial systém2009, the banking indicator for Latvia fell 867 due to the
nationalization of banking groups the year beftithuania was constantly graded at 3.67 in 200602(hnks to the
solid base of supervisory regulations, which deéehthis country from turbulences derived from aficial crisis.

Graph 1. Transition indicators. Banking reform ainterest rate liberalization indexes in the Balfitates
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Source: Structural Change Indicators, EBRD, wwwdetym, January 2011

1 C. stirbu,Financial Market Integration in a Wider European idn, HWWA Discussion Paper nr 297, Hamburg Institute o
International Economics 2004, p. 11-12.
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According to J. E. Stiglitz, the transition couafrias a whole achieved the success less tharistatigmy suggest
because of a very fast speed of privatization aizk giberalization (called “shock therapy”) aduisby international
organizations, but having done so before the inictidn of adequate legal regulations. In the emdydver, the NMS
came out positively through this transformation.

For and against the inflow of foreign capital intothe banking sector of the Baltic States

The high share of foreign capital in the bankingtegn in the Baltic countries has many effects amide range of
issues. Undeniable advantages of the present tapitewture include: de-politicization of the bangi system, and
therefore independence from government and thestirgaimprovement of the range and quality of baglsgervices,
implementation of new financial products and sexsjdransfer of knowledge, technology and innovageg. financial
advisory, investment and electronic banking). ATétworks and the handling of credit cards requirgdamounts of
money at the time of their initial implementatioRoreign banks have also been gradually introdueidganced
professional services such as factoring, leasing, derivatives. The benefits also include the immatation of
accounting and reporting standards and higher atdsdfor staff training. Extensive internationalat®nships
involved an increase of foreign currency paymeangactions. At the beginning of the transformatimajor banks
with high market share functioned effectively daeatgreat margin gap between their mother couranesNMS. For a
short period of time, all the necessary factorapital, know-how, and technology — were availadiéy as a result of
foreign capital inflow.2 The entry of foreign bankss resulted in increased competition in the fir@nservices
market, which proved to be beneficial for custon®rshe inflow of foreign investments gives evidertoethe
economic and political stability of the country,dathus offers a chance to favorable pricing of dounisk, lower
margins, and commissions in dealing with foreigorddes. The presence of global financial institas in the country
increases the entry of FDI, and vice versa; baoksvi their customers.

On the other hand, the dominance of foreign capit#the banking system raises a long list of comgeTrhese include:
loss of national identity of the domestic finanaiarket, the possibility of discrimination agaidstmestic companies
when granting loans by foreign banks, acquiringtstgic information about local businesses, the pt@mmn of exports
from mother countries, the use of transfer pri@angd income shifting between markets (leading toptesibility of tax
avoidance in the country of investment by foreigstitutions), the transfer abroad of domestic sgsjirand focus on
the wealthiest customers. This latter phenomensocisted with customer segmentation is describedchsrry
picking." One characteristic is the developmenpefsonalized services to the wealthiest customeosvk as private
banking. Banks with foreign capital were focusedmarily on providing support to major domestic eptéeses,
especially foreign traders, foreigners living ire tNMS, and the wealthiest citizens. Another argun®the failure of
the transmission channel of monetary impulses fiteercentral bank to the financial market througmoeercial banks
with foreign capital.

Foreign ownership also has several downsides. Tinetede the selection of areas in which foreigmksaintend to
operate, putting more restrictions on lending toESMand lack of interest in financing low-incomejpcts that are
important from the standpoint of the economy. Imliidn, greater competition may motivate some dof theaker
domestic banks to take excessive risks, which mag to their bankruptcy. Less efficient banks lcustomers and
go bankrupt. A threat to national banks' finanaifiation may cause destabilization of the entmaking sector. If
foreign banks reduce their involvement in the count depositors move their savings to a foreignkhahe crisis may
deepen. The collapse or liquidation of the bankliesphuge costs. However, limiting access to theklyey sector for
foreign capital would hamper the privatization. Edbbusiness of foreign banks may not necessavilycde with the
objectives of national banks. Nevertheless, in Beam transition countries it was not possible twarice the
development of domestic investment by savingsheashare of foreign financial institutions seenmevitable. Foreign

2N. Borak,Western Rules for Eastern Bankifigost-Communist Economies” 2000, Vol. 12, Nr 3293-295.
3 C. Buch,0Opening up for Foreign Banks: How Central and Eastermope Can BenefitEconomics of Transition” 1997, nr 5, p.
339-366.
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capital can also reduce the likelihood of specutatittacks on the currency of the country.4 Thigpeas for two
reasons: the involvement of global institutions,osd interests are represented in this country &meehgthen the
economy as a whole, including the introduction @uarency board system in conjunction with the g@®the Baltic
States did). On the other hand, banks with higeifor ownership of assets may show greater semngitioi shocks
caused by the home countries or other countriesemtese banks are present, and a currency bostehsys not an
effective means to prevent currency exchange rges.cln addition to the opportunity to accelerat®mnomic growth,
financial sector development, and increase int@nak competitiveness, we need to pay attentiotinéolimitations of
sovereignty management and greater vulnerabilityeiernal financial crises, including the phenommmenof
generalization of the valuation of assets of thgtore and a domino effect. Recent history providesiynexamples in
this perspective, so it is important to find a lnakabetween the need of development and its impltatien.

A clear assessment of the impact of foreign cap#talery difficult.5 Proponents of foreign capiiphasize the
qualitative development of the sector, the intrditucof new financial products and services, ansiresss to follow
global technological trends. Critiques of foreigapital show a negative effect on the banking setttosugh such
parameters as the number of bank branches, empiayme loans to businesses. The largest banks ddthestic
capital usually operate equally well as banks \aittmajority of foreign capital. An important resoftthe presence of
foreign capital in the Baltics is the increase ahks’ efficiency and less threat of insolvency due stronger capital
base. It is estimated that in Europe more thanatiking groups are operating in a cross-border wiaybranches and
subsidiaries in 17 EU Member States.6 For bankbernregions (directly or indirectly) bordering tBaltic countries
the expansion was a natural extension of the dacnestrkets. These banks were SEB, Swedbank, DnBINB&nk,
Nordea group, and Danske Bank.

Table 1. The ownership structure of the bankingesysn the Baltic countries in the period 1997-2008

Total number of banks Total number of foreign Share of foreign banks in
banks banking sector asse®)
1997 2003| 2006 2008 1997 2003 2006 2008 1997 200306 2 2008
Estonia 12 7 14| 17 4 4 12 15 288 97,5 99,1 98,2
Lithuania 12 13 11| 17 4 7 6 12 40/6 956 918 921
Latvia 32 23 24 | 27 16 10 12| 16 70/6 58 62,9 65,7

Source: Banking Structures in the New EU MembeteSt&uropean Central Bank, 2005, p. 17 and Strattu
Change Indicators, EBRD, www.ebrd.com, 31.12.2010.

Already a few years before EU enlargement, sometéifedanks took a key role in the Baltic Statepbrschasing the
control packages in local banks (table 1). Fordabgnking groups, those investments were part efsthategy at
European or global levels. The selection of suskraegy by several banks in the region is a kihdegessity, due to
their incomparable assets in a smaller ratio ofdhgest banks in the EU-15.

Competition and concentration in the banking sector

The way banks function significantly affects th@una of competition in this sector, as well as aks competitive
position. Competition is a key element of markeigesses and mechanisms governing the functionitigeofnarkets.
Referring to the classic theory of perfect compmtitit is based on the rivalry concept, buildirgnflict or competition.
The trend of cooperation underlines the importasfade relationship between market participants whamot serve to
defeat the competition and increase customer kyaln American Nobel Prize winner, G. J. Stiglerfides
competition as rivalry between individuals, groupsstates.7 It should be emphasized that competis a dynamic
process. Actions taken to achieve better results @ofits from the competitors include a numbernuéthods and
strategies to strengthen its market position assalr of price wars and collusion, aggressive dibirg, and mergers
and acquisitions.

4 D. Gros,Who Needs Foreign BariksCentre for European Policy Studies, CEPS Workiagument, Nr 185, September 2002, p.
1-10.

5 S. D. CohenMultinational Corporations and Foreign Direct Invesent Oxford University Press, Oxford 2007, p. 179-200.

5 J. M. Gonzélez-Param@ross-border Banking in the EU: Development and Eyimgr Policy Speech by Member of the Executive
Board of the ECB, Hong Kong 2006, http://www.ecb.int/.

’G. J. StiglerPerfect Competition, Historically Contemplatédournal of Political Economy” 1957, Nr 65, p.26
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An oligopolistic competition model characterizea ttructure of the banking sector in the 1970s1880s. After the

development of the financial services market, alted deregulation and liberalization of the fiéal sector, there was
a shift in the direction of monopolistic competitiorhe banking industry generally is not homogesesnd consists of
a group of large banks, which determine the peéeellin the market, and many small banks, whiclo¥ol prescribed
level. Market structure of banking services mayhased on the construction of monopolistic compmetjtiperfect

competition, and pure or differentiated oligopdRure oligopoly is the functioning of a number ohks offering an

almost identical product. Differentiated oligopadybased on the market of several banks, whengityarharacterizes
products and services. Monopolistic competitionussavhen there is a market for many banks, whiehidentified by

customers due to the many opportunities. Giverndédining number of banking entities in the sectoe to mergers
and acquisitions, it is worth bearing in mind ttia small number of banks determines the behaviarasket players

and their efficiency and productivity.

Two approaches to the evaluation of competitioreapjin the literature: the classic model of SCRu¢$tire - conduct -
performance hypothesis) described by J. S. BainBth@ ESH model (efficient structure hypothesi)g@ed on the
assumption that a positive relationship betweefitplility and market concentration is not conditsal by the degree
of market power, but higher efficiency of operatisrsonsistent with higher market share.

The structure of the banking sector is largely dejeat on regulation, which defines its shape. Moicthe regulation
tilts toward oligopolistic competition, even withnagoderate degree of concentration. A high degreaeguilation of the
banks is necessary because of their role as itistisuof public trust and financial intermediarias,well as the need to
ensure stability and security of the financial eyst Intense competition can eliminate weaker pgyahich in the
case of the banking sector may destabilize theesfitiancial system. However, an excessive regnjaftamework
makes it difficult to achieve the efficiency andwkrs the yield, which weakens the competitivenesdanks.
Moreover, over-regulation implies a reduction imksl responsibility for the results of their op&as, and therefore
weakens the impact of market self-discipline medrmaa. Protectionist measures are similar. They atoencourage
flexible adaptation in a changing market environm@&@n the other hand, these are the same factatsaffect the
successful completion of mergers and acquisiti@rsed out in the banking sector. Similar to bagit entry, there
are also barriers to exit, even in the proper $ielecof the buyer entity and the sensitivity of karas financial
institutions to changes in securities prices.

In terms of the single financial market, there iprassure to make inter-connections, resultinghi increase of
concentration in the sector. Competition in the Kagn sector implies a decline in prices of bankpm@ducts and
services, while supporting innovation and forciragks to take action which results in higher efficig Research of 10
European banks in the years 1996-2002 conduct&l By Valverde, D. B. Humphrey, and R. L. del Pasealed that
large banks have comparable abilities to estalglishpetitive strategies due to a similarities inibess environment,
costs, and productivity when creating conditions Ifical leaders is supported by governments in rotdemake

expanding market share possible. 10

High market concentration, however, may create itimms for oligopolistic competition, including thability to
impose higher prices and achieve higher revenudspamfits. A study by H. Degryse, L. Laeven, andGhgena
checked how organizational structure affects theptitiveness of banks.11 The study's authors aded that the
bank’s geographic coverage, market share, andngrstrategy for loans is determined by the orgaiuimal structure
of the bank and its competitors. Thebank’s potémias lower when competitors had a larger markétieearchically
organized structure, excellent communication tetgies with customers and within the organizatiangreater
organizational focus, and strict relationships witlte head office credit departments. Striving teréase the
competitiveness of the bank, therefore, may incladeesire to increase or maintain market sharejirgpior

8 J. S. BainRelations of Profit Rate to Industry ConcentratigQuaterly Journal of Economics” 1951, No. 652p3-324.

% H. Demsetz|nformation and Efficiency: Another Viewpainiournal of Law and Economics” 1973, No. 10, 221

105, C. valverde, D. B. Humphrey, R. L. del P&aBo, Cross-Country Differences in Bank Efficiency SupadPolicy of “National
Champions™? “Journal of Banking and Finance” 2007, nr 31,132

1 H. Degryse, L. Laeven. S. Ongeffde Impact of Organizational Structure and Lendirechnology on Banking Competition
“Review of Finance” 2009, nr 13, p. 225-259.

78



Magdalena Markiewicz

maintaining a leadership position, and the pursigrofit. Identification of the factors of compite advantage covers
the market value of the bank, which affects thealvedr of shareholders and other stakeholders irethronment of
the bank. The source of a competitive advantagésis the bank's value added, which exceeds the wdlthe bank's
capital. The study of competition and concentratime based on different methods, often giving simiksults. If,
however, a parameter deviates from the homogenesuds, it is often the source of the specifisitaf the country.
The most commonly used measure of concentrationcangpetition is based on the NEIO canon (New Erogiri
Industrial Organization). Literature falling withthe scope of the canon promotes the use of Lerimetex, Herfindahl-
Hirschman index, the CR rate and a study of paramaeiuch as net interest margin, ROE (return oitygcand ROA
(return on asset).12

Measures of concentration and dominance in the batikg sectors of the Baltic States

Assessment of the degree of concentration and domoéin the banking sector in the Baltic States lwdlmade using
the ratio dominance Concentration Ratio for the permof banks adequate for the size of the bankéugos and the
Herfindahl-Hirschman Index (HHI), which is a measuof industry concentration. Undoubtedly, the ecnito
dimension of concentration and deconcentration ggees is becoming increasingly important in timegrowth of
transnational linkages and increased requiremarterins of competitiveness. HH indicator valuehis $um of squares
of the shares of all participants in a given market
n
2

HH= =1 S

Si - hare of funds, assets and liabilities respebtivn the bank funds, assets, and liabilitiesha éntire banking
sector, expressed in percentage points,

n- number of banks.

Because shares are raised to the square, the lirghkeiH index value, the more unequal the distidvubf the market
between the different entities. Moreover, whendtteer factors are constant, the rate will be lowken more entities
are operating in the market.13 HH indicator valaeges from O for a perfectly competitive market®000 for a pure
monopoly. It is understood that if the ratio exceetH 1800, the market is characterized by high entration. Table 2
and Figure 2 present HH index values for the ammlyzountries. The highest degree of concentratibihe level of
3000-4000, is the Estonian banking sector and ¢hie is closer to the model of oligopolistic contjmet. This,
however, must be proved by the degree of dominantiee banking sector. The banking sector of Litiiaasuggests a
moderately high degree of concentration of lesa #&00. The banking sector of Latvia during thelye period was
characterized by a low degree of market concentratitharacteristic for monopolistic competitionshould be noted
that the HH index value in Estonia and Lithuaniardased gradually, which can be explained by they exf new
foreign companies into the banking sectors, esjhgcia the way of greenfield investments and mesgand
acquisitions.

Table 2. The value of Herfindahl-Hirschman indexhie banking sector of Estonia, Lithuania and Lafw 2003-2009

COUNTRY HERFINDAHL-HIRSCHMAN INDEX

2003 2004 2005 2006 2007 2008 2009
Estonia 3943 3887 4039 3593 3410 3120 309
Lithuania 2071 1854 1838 1913 1827 1714 169
Latvia 1054 1021 1176 1271 1158 1205 1181

Source: EU Banking Structures, European CentrallB&rctober 2008 and September 2010

2.5, carbo, D. Humphrey, J. Maudos, P. MolyneDrgss-country Comparisons of Competition and Pricirayver in European
Banking “Journal of Money and Finance” 2009, nr 28, (6.11

13 HH index is the most popular tool for measuringheastructure and it has the advantage over tieeafaN-firms (Concentration
Ratio N) due to the analysis of the participatioralbfparticipants on the market, not just the Nyémt Furthermore, it is a measure
used to assess mergers in the U.S. and Europatmsiriaw, which requires the consolidation of tohin the event of a significant
threat to competition.
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Figure 2. The value comparison of Herfindahl-Hirs@m index in the banking sector of the
Baltic States in 2003-2009

4500

4000 -+
3500
3000 -

2500 -

—e&— Estonia
—@— Lithuania

2000 )
\O—Q—’—‘\.\‘ — —m— Latvia
1

1500 -+

1000 - -,/-—/‘-\-———H

500

o

2003 2004 2005 2006 2007 2008 2009

Source: EU Banking Structures, European CentrallB&rctober 2008 and September 2010

Concentration Ratios N (CR N) also measure dommmamthe banking sector. These indicate the shafiends, assets,
and liabilities of the N country's largest banksspectively, in relation to the total amount of dan assets, and
liabilities of the entire banking sector of the otny.

N

2,

CRN=i=1 Si

Si - share of funds, assets, liabilities respebtiieof the country's largest banks in relatiorthie total amount of
funds, assets and liabilities of the entire bagldactor of the country in the percentage points,

n- number of banks.

In this measure the most commonly used parameteevare the values of N = 3,4,5,10 and 15. Thaehnighe
concentration in the percentage points, the stiotigee market is dominated by N entities. The amafn€R can be
used to describe the market structure, so the \@l@R1> 90% will mean the existence of a monopdlye market is
effectively competitive, meanwhile, when CR4 <408thich means that the four largest market partidipdrave
market shares of at most 10% and other smalleemayperate in the market. Monopolistic competitizay be defined
in a market where the value of the CR4 ratio rarfges 40 to 60%. Finally, a CR4> 60% indicates ofiglistic
structure.

Below, CR will be assessed on the participatiotheffive largest banks’ assets in the entire bankector's assets of
the country. Then, a process of assessing thedfypempetition on the basis of HH, CR4 (to expltire structure of
competition in the banking market in the traditibmedel approach) and CR5 will be carried out. €abland Graph 3
illustrate that CR5 concentration ratio in indivadieountries fluctuated slightly during the peridthe highest degree of
concentration CR5 was observed in the banking sétt&stonia, in which the lowest rate at 93,4% weasorded in
2009, and the highest levels, in the years of 2022003, were rated respectively 99,55% and 99,d0Mrefore, the
assets of the five largest Estonian banks accodateaimost 100% of the assets of the entire bankector.

Table 3. CR5 value of the assets in the bankingsetBaltic States in 1997-2009

1997
1998
1999
2000
2001
2002
2003
2004
2005
2006
2007
2008
2009

Country

Estonia 96,73 98,6§ 98,6Pp 97,91 98,69 99|55 99,2,6 988,1| 97,1 95,7 94,8 934
Lithuania| 91,37 93,84 87,41 8658 876 8394 810 789 8§0,&58 80,9| 81,3 80,5

Latvia 49,98 | 55,74 55,98 55,9 6341 6534 68,1 628F,3| 69,2| 67,21 70,2 69,
Source: EU Banking Structures, European CentrallB&rctober 2008 and September 2010
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Graph 3. CR5 value of the assets in the bankingpsétthe Baltic States in 2003-2009
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A high degree of domination can be also observatidrbanking sector of Lithuania, where CR5 charggibdically.
At the end of 2009, 80% of the Lithuanian bankingtem’s entire assets were under control of bankk w
Scandinavian capital, while two of the biggest Btees in the Lithuanian banking system, SEB anddbark, had
29% and 22%, respectively. Moreover, SEB and Swakibeld the biggest share in leasing, life insueaaied pension
funds markets. The development strategy of the Blegoarent bank groups will have real influencetloa further
development of Estonia’s and Lithuania’s banks #&adfinancial system. The country with the lowestgtee of
dominance was Latvia, but in this country the baglsector was increasingly dominated by major bankistitutions
(CRS5 ratio increased between 1997-2009 from leas 80% to 69,3%). The average value of the CRAenbanking
sectors of the Baltic States in the period of 192009 increased by 2%, which leads to the conclusian the
consolidation processes and foreign capital inflovihe region of the Baltics did not materially edt the degree of
dominance of the largest banks in the banking seabthe analyzed countries. It is worth notingttthese results
differ from results obtained for the other NMS thatessed the EU in 2004 and 2007. The average v&ldR5 in the
banking sectors of these countries during the deti@97-2007 decreased by 14%. Even in 2000, the KiktStwo
characteristics: too few assets and deposits @heom was determined in this respect as the undkeo and an
excessive number of banks (overbanked). In botes;a®nsolidation and FDI seemed to be approachswjution to
banking sector stability.

Table 4. Summary of concentration ratios in thetiB&8tates in 2009

HERFINDAHL-
COUNTRY CONCENTRATION CONCENTRATION
HIRSCHMAN RATIO 4 (%) RATIO 5 (%) COMPETITION
INDEX *
Estonia Very high 95.4 93.4 Monopoly/D|fferent|ated
oligopoly
Lithuania High 75,4 80,5 Differentiated oligopoly
Latvia Low 62,1 69,3 Monopolistic
competition

* HH 0-1000 very low, 1000-1800 low, above1800 highove 3000 very high
Source: Author’s calculations.

On the basis of the HH and CR4 indicators, we agardhine what kind of competition characterizeskipking sector
in the countries studied. Table 4 summarizes theldeof HHI, CR5, and CR4, obtained through caltoies based on
the statistics published by central banks. One aartlude that the competition in Estonia is closeatmonopoly,
associated with the dominance of the largest baiich is Swedbank Tallinn, with a share of 78,5%#Eistonian
banking sector assets. The Lithuanian sector Gslatghly concentrated, but the largest bank inwathia, which is also
Swedbank, has "only" 29% share of the assets dbah&ing sector. High concentration in these caesmiis confirmed
by Herfindahl-Hirschman index. Latvia has a 62, el of CR4; the index of HH at a level of 1181 diments a low
degree of concentration, which is confirmed byvakie of CR5 (69,3%).
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Is high concentration unsafe?

The research on concentration and domination imr&kibg sector is important in the context of thisisrwhen the
banking sector remained the most essential guardotehe stability of the financial system. Foample, despite the
fact that assets of the Lithuanian banking systeniied by 6,1% in 2009, the asset share of th&samcreased and
accounted for slightly more than 80% of the toitahfcial system assets.14 The three largest Scaridimbanks (SEB,
Swedbank and DnB NORD) not only controlled the éstgshare of the Baltic States’ banking systemtsisbat they
also played an important role in the country’s f@amking sector — leasing and life assurance markétesrefore, the
financial situation of these banks is of the maspartance to the development and stability of tfzti® States’

banking system. At the end of 2009, Scandinaviamk lgroups together controlled around 75% of thalt8altic

countries banking system’s assets. In Latvia, thledire was slightly lower due to a significant nedikhare of the local
banks, while in Estonia, nearly all of the banksygtem was under the control of these bank gradspedbank and
SEB groups are the biggest investors into the lmgngystem in the Baltic States; they control arcb®® of the Baltic

countries banking system's assets. Subsidiarigbesfe Swedish bank groups follow intensive acésitin all three
Baltic countries, a home market for the groups.eDtmportant investors into the Baltic countrieanking system are
Nordea and Danske Bank groups, which have afffiateall three Baltic countries, and a NorwegiarBOMOR Bank

group.

Studies on competition and concentration are ugbased on the assumption that bank competitipositive from a
social point of view. Generally, higher concentratiis accompanied by less favorable pricing terrfisred to

customers of banks, higher profitability and pftis well as poorer access to credit, which iorthehould determine
the lower competition. However, these relationsiias not always be so strict and unchanging. Imta@s with more
liberal regulations and a higher concentrationas&ifgn ownership, the impact is much weaker onateurrence of
these phenomena. An example would be Finland'sibagrdector, which was highly concentrated. The ghergest
banks (OP Bank Group, Nordea, and Sampo) in 2008-bad a 70% market share in loans and depositsettr, as
demonstrated by research conducted by J. Molntail @edit sector could be regarded as competitind margins
were rather low for the bank.15 Banks receive tieoiine largely from activities other than loans, éeample asset
management. This situation is similar to the fumtig of the Estonian banking sector.

On the other hand, O. de Jonghe and R. V. Vennmibdstrated in their research on potential agent&ubpean
banks’ operations that banks having an efficienhaggment system and advanced technologies in tigetésm gain
competitive advantage.16 In addition, it turned tait the concentration of the banking sector dagsaffect equally
the operators acting on it. Only banks that havarge share in a concentrated market generate riom-penefits.
Macroeconomic conditions and specific individualrkeds have an important impact on the functionihanks: while
the variables specific to the banks explained 11of%anks volatility, the variables specific to tbeuntry explained
more than 30% of the variation. The above argumesmérm the supposition that quantitative tests ot sufficient to
fully assess the situation in the sector.

Margins and the structure of banking in the Baltic States in the context of a crisis

The banking sectors of NMS were attractive for iigmeinvestors who expected to achieve income fr@@rations in
emerging markets. Net interest margin (NIM) is thiference between coupon income and expendituegect to
interest (i.e. interest paid to depositors). NIMbige of the major indicators of cost in banks aad show the current
degree of competitive condition in a market, but edso reflect other factors, such as market pamerrisk appetite.
NIM covers the costs of banking services. Whenxgeeds the costs of the bank, it may be a sourqeaft. The
existence of profits is an incentive for the erdfynew banks, which increases competition in theketaand produces a
downward pressure on interest margins. Therefoitl, avlarger number of competing banks intereds fadainly on

Y Financial Stability Review 201Qietuvos Banka, Vilnius, January 2011, p. 11.

15 3. Molnar,Market Power and Merger Simulation in Retail BankiBgscussion Papers 2008, nr 4, Bank of FinlandsiHki 2008,
p. 13-18.

18 0. De Jonghe, R. V. Vennatompetition versus Efficiency: What drives Franehi@lues in European Banking “Dournal of
Banking and Finance” 2008, nr 32, p. 1820-1821.
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loans, and the intensifying competition contributesoffering the customers higher interest on dipoBoth these
effects lead to a reduction in interest margins.

In Estonia, Latvia, and Lithuania, net interest gimarreflected a significantly higher level than theerage in the
European Union. In 2008, the margins were at tepaetive levels of 2.55%, 2.82% and 2.38%, whitke U average
was 1.87%.17 Faced with insolvency risk and ottadarce sheet problems, many EU governments det¢adetfer

financial support to credit institutions, includingartial or full state involvement in the restruotg process. The
government stakes in banks have raised some canoercross-border competition and the existenca tfie level
playing field in the Internal Market. However, bagndicators of competition, such as NIM, did nbow significant
changes during the crisis in the EU.

The study of determinants of interest margins in :NlMas carried out by M. S. Schwaiger and D. Leh&d hey
found that in the banking sectors of transitionrtdes higher net interest margins were achievad th countries with
a "mature economy."” The major causes included tresk, and, to a lesser extent, interest rate. riSkV is

significantly affected by higher efficiency, loweperating costs, a higher proportion of non-inteiesome, lower risk
aversion, a higher level of competition, and lowaplicit interest payments. The presence of foraigpital through
direct investment, in the light of these studie$nds a positive impact on margins, due to possgiefinancing of the
banks and possibility of moving the capital andjiisirantee within the banking group.

These theoretical assumptions were confirmed brdkos in his studies on the effectiveness of treking sectors of
transition countries. He stated that the margingetesed significantly, largely due to the expansibforeign entities,
which in turn implies the success of the refornthaf banking sectors. At the same time, he pointédhat the margins
were different in public and private entities, whialso indicated dependence of bank margins orowreership of
banks.19

The study by C. Valverde and F. R. Fernandez cairogrNIM values in conjunction with market powerdan
specialization of the bank determined that the lsamkarket power increases when revenues are defioed a
diversified portfolio of banking products and sees.20 Net interest margins resulting from nonrggkeincome. in
2004-2006 were the highest in the euro area aghthlilower in the EU-15. Since 2004, however, ager non-interest
margins in Latvia and Estonia were higher thanghinghe EU. The level of non-interest margins efehe practice of
tying banking services, such as mortgage lendirth @urrent accounts and signing of contracts iferihsurance, as
well as linking them to the current account of agmner loans, or loans to small and medium enterpriglst of such
relationship occurred in the banking sector in [z2¢.

In 2000-2006, most countries in transition experézha significant increase in lending to the pevsector, especially
in Estonia and Latvia. The problem of excessivelileg by the banks of the NMS has been widely sthdiy 2005,

however, a greater weight of lending in nationarency than foreign was observed. This was pastplagned by the

decline in interest rates, rising incomes, genegatconomic growth, and increase in property priteghanged

afterwards to the foreign currency lending. Asesldby G. Kiss, M. Nagy, and B. Vonnak, a contribgtfactor to the

tendency of lending revenue decline was a redudtidranks' interest margins. Banks tried to compenthis fact by
increased lending.22 In the Baltic States, an a&irg trend for private sector loans and a downwal for loans to
firms was observed.

17 European Financial Integration Report 200€ommission Staff Working Document, European Corsinis Brussels,
11.12.2009, p. 21-22.

18 M. S. Schwaiger, D. Liebefeterminants of Bank Interest Margins in Central dastern EuropeFinancial Stability Report 14,
Oesterreichische Nationalbank, Vienna 2008, p.%8-8

19 K. Drakos,Assessing the Success of Reform in Transition Barikd) Years Later: an Interest Margins Analysiournal of
Policy Modeling” 2003, Volume 25, Nr 3, p. 309-316.

20 C. Valverde, F. R. Fernandethe Determinants of Bank Margins in European Bagkjdournal of Banking and Finance” 2007,
nr 31, p. 2043-2063.

21 European Financial Integration Report 2Q08p. cit., p. 21.

2 G. Kiss, M. Nagy, B. VonnalCredit Growth in Central and Eastern Europe: Convergenc Boom? Magyar Nemzeti Bank,
MNB Working Papers 2006, No. 10, p. 10.

83



The concentration and competition in the bankirgyas of the Baltic States in the context of aisris

A worsening of financial standing of the borrowarsd declining collateral value, together with ayveonservative
approach to the credit risk for enterprises, wheerhain reasons behind credit losses in the Badtimtries in the time
of financial crisis since 2007.23 Scandinavian paiEnks reported the biggest losses. In 2009, Barddand SEB
groups accounted their euro loan portfolio impaintriesses for respectively 2.4 bin EUR and 1.2BUR, of which

61% and 78% derived from the Baltic countries. Lowast of financing accompanied by higher interagt margins
led to an increase in the NIM, while floating seties turnover and rising stock prices contributedhe growth of
intermediation and investment management chargéshese factors made possible to achieve operaltiprofit used

to cover the part of losses in the banks of analyz®intries (table 5). Nordea and Danske Bank pdrank groups
reported that only a small portion of their incoo@ne from the operations in the Baltic countribeyefore economic
situation in Lithuania and other Baltic countrieshnsignificant effect on the operational resaftthese bank groups.

Table 5. Profitability of Scandinavian bank groupsasured by ROE (return on equity) in 2006-2009

Bank group 2006 2007 2008 2009
SEB group 20,8 19,3 13,1 1,2
Swedbank group 19,3 18,9 15,2 -12,5
DnB NOR Bank 19,5 22 12,4 10,6
Nordea group 22,9 19,7 15,3 11,3
Danske Bank group 17,5 15,1 1,0 1,7

Source: Financial Stability Review 2010, Lietuv@ska, January 2011

Concluding the net interest margin concern, thekivansector of the Baltic States have already dgped enough to be
able to function efficiently, even at the time bktglobal crisis. Efficiency of banks at the microeomic level is
generally associated with improved management atairong economies of scale and scope. Leadingsamvest the
most in the development of information technologyd aquality to achieve higher efficiency. Efficienogn a
macroeconomic level requires better risk diveratfin, lower transaction costs and skillful alldcatof resources into
financial revenue generating projects.24 A wellefimning banking sector can work even at lowerregémargins and
interest rates, higher deposits, developing amauséiting business investment, and household contsomp

The effects of a financial crisis on concentrateddanking sectors in the Baltic States

Many authors (Group of Ten, A. N. Berger and RD8msetz)25 reported in their study that the eféectess of the
bank increases only to a certain amount of asset; which big players may feel diseconomies oflesc@his
correlation may exist due to the complexity assedawith managing the larger banks. It should bteddhat the
natural economic factor, limiting the growth of thanks, thus impeding cross-border integration lauittling large-
scale pan-European banks, is the tendency to nielity crises.

F. Fecht and H. P. Griner demonstrated in theidysthat a compromise may be found between the hsnaff
diversification and the costs of crisis contagitvepomena, if the banks merge from two differentarg with different
risk and it is the preferred option from the viewp®f the bank's operational risk.26 In the madbleilt by Fecht and
Griner, liquidity deficit in one region may then Hescounted by surplus liquidity in another regidhthe bank
expands into the third region, liquidity risk inases, when the volume of liquidity deficit is estimlg. The greater the
number of regions, the greater may be the riskgoidity shock. The authors put forward the thekat the size of the
bank engaged in mergers and acquisitions is leperiant for the safety of its balance sheet thanrtbmber of
countries in which it makes an expansion of thesoidation. The conclusion is that the advanceméimtegration in
the European banking sector characterized by dyoster mergers would be higher if the EU took placgreater
differentiation of risk of banking in various coues. The described model explains the high degfeiaterest in

23 Financial Stability Review 201 @Qietuvos Banka, January 2011, p. 9.

24 M. Eller, P. Hass, K. SteineForeign Direct Investment in the Financial SectordaEconomic Growth in Central and Eastern
Europe: The Crucial Role of the Efficiency Chann&merging Market Review” 2006, nr 7, p. 301.

% Report on Consolidation in the Financial SegtSummary Report, Group of Ten, Bank for InternatidBettiements, January
2001, chapter VI; A. N. Berger, R. S. Demsetz, P.SEahan,The Consolidation of the Financial Services Industbauses,
Consequences and Implications for the Futtideurnal of Banking and Finance”, February 19981.\23, p. 135-194.

% . Fecht, H. P. Griinerjmits to International Banking ConsolidatipfOpen Economies Review” 2008, Volume 19, Nr 561.
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acquisitions of banks in the region of the Baltiat8s by Scandinavian banks. It is still uncleanvéver, what the
optimum size of the consolidated banking group is.

It is worth emphasizing that despite the high stdrreign capital in the region, no bank haseallHowever, credit
expansion in earlier years has generated subdtaigi charged to the financial performance of Isarilkhe most
serious case was of Parex bank, which was subj¢zti method for the bank takeover and restrirucalled P&A
(purchase and assumption).27 This technique islyagplied by the Federal Deposit Insurance Cotaman USA
and will be useful for the resolution related tduather management of Parex Banka, taken over bysthte of
Latvia.28 In 2008, Latvian Parex bank encountergdidity problems due to imbalances of short-terabilities and
long-term loans (only those related to real egpatgects accounted for 44 %). Compared to 2007psiepin Parex
bank declined by 36% during the crisis. The higlgestlity assets and liabilities of the bank willldely separated and
sold to a private investor.

To sum up the considerations taken in the work Bihkic banking systems have successfully adamigte changing
macroeconomic environment. Despite record highelosbanks also have accumulated a significant atrafuiquid
assets and maintain positive levels of capital adeg ratios.29 However, many banks recorded sigamfiimpairment
of their loan portfolios in 2007-2009. A high contmtion level and immense share of foreign capitaie not the
main destabilizing factors for the region. Imprayimacroeconomic situation should help to the bapkiystem. The
share of loans that recorded obliteration shouldige leading to a general enhancement in the jatfolio quality.
The recovery of the domestic economy will lead toimprovement both in crediting and bank revenudmsgther
impairment could be possible only in case the ditfieconomic development scenario materializéhenworld.
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Constraints of economic development of East Europ@aeconomies in the context
of the unpredictability of Russian economic policyneasures

Introduction

International trade plays a significant part in therld economy. Trade, in fact, drives general @coic growth.

Although the relevance of the domestic demand -swmmption and investment — to economic growth showtdbe

underestimated, exports generally drive growth edtHeading to a deficit in the balance of paymemd support both
economic activity and growth. It is therefore ursiandable that foreign economic policy has recegdined in

significance. One of the most challenging consegegf the global economic crisis, moreover, isiticeeasing level
of trade protectionism.

Estonia, Latvia and Lithuania gained independenma the Soviet Union in 1991. In 2004, Poland dradthree Baltic
States, former COMECON countries, joined the Euaop&nion. Independence from the Soviet Union crbaiew
trading relations and changed their focus towalds west. However, the Russian Federation contitoese an
important trade partner for all parties involved.

It is necessary for Poland and the Baltic Stateacitelerate their economic growth in light of tHebgl economic
crisis, when countries all over the world are sobj® the pressure of protecting their economieliclv usually
accompanies an economic slowdown. In this contéet,role of trade with neighbouring countries, ety those
with big and unsaturated domestic markets, gaimsportance.

The Russian market thus seems to be a particudtrigctive choice from the viewpoint of both Polaamtl the tree
Baltic States. Russia is one of the most promigixygort destinations with an extremely large numifeconsumers.
Trade with Russia is profitable for all four couesr for a number of reasons:

— geographical proximity, which reduces transport distribution costs;
— similar cultures and related awareness of consypnsferences and habits, which facilitates tradetiatipns;

— a long tradition of trade cooperation; both cow#rused to be the major trade partners for eadr édh many
years;

— the attractiveness of the Russian market to alBHdemember states, which is an additional advantag®oland
and the Baltic States.

Russia, being their large eastern neighbour,estérts significant influence in a range of aretis therefore crucial for
the three Baltic States and Poland that signifitewrels of Russian trade protection is eliminatshecially considering
that all four are interested in deepening trade iamdstment relationship in its immediate vicinity. this context,
moreover, Russian membership in the WTO may plsgyezial role as a catalyst for its unilateral tradécy decisions
and actions. It may be regarded as an appropratesfvork for exercising Russian influence in tlaalér area, as it will
lay the foundations for comprehensive reformsaalérregimes.

On the other hand, the Russian market is highlypeitive and facing it is a difficult task. As astdt, entering this
market and becoming established there is a redlecige to foreign enterprises, the more so becthesgreferences
and expectations of Russian consumers are incghasittmanding. At the same time, the Russian maiketot

regulated by precise norms within the trade or aatitipn policy, and a number of international tragerms and
standards are not respected. This is a resulteofaitt that Russia is not a member of the Worldl@r@rganisation. As
a consequence, there is no institution which waulgervise the rules of access to the Russian madstrt one’s own
rights or settle litigation. It implies that Russiaay take independent decisions related to theetgaadicy without

consideration for the trade partners involved.

Russia is the EU's third biggest trading partnethvRussian supplies of oil and gas making up gdgrercentage of
Russia’s exports to Europe. Trade between the twaamies had shown steep growth rates until mid286counting
for 52.3% of its overall trade turnover in 2008.iSTkrend was interrupted by the economic crisis tred unilateral
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measures adopted by Russia, which have affectedihieral trade. In 2009, EU exports of goodRtssia achieved
EUR 65.6 billionand imports of goods from Russia were EUES billion. Imports from Russia are mainly energy and
mineral fuels products (77.3%), some manufactureddg chemicals and raw materials. EU exports tosidusre
diversified, covering nearly all categories of maehy and transport equipment (42.9%), manufactgeads, food,
and live animafs

The EU is by far Russia's main trading partneis Hlso Russia’s most important investor. Up to 7@%DI stocks in
Russia come from the EU member statés the centre of EU-Russia relations at preseatomgoing WTO accession
negotiations. In this context, Poland and the Badtates, because of their geography and cultigsl tould have
served as a bridge to Russia, which is an imponantner for all members of the EU. However, thare many
disputed points that require negotiation on both tlational and European levels. Estonia, for instars becoming
more dependent on Russia for natural gas impoftsh@®three Baltic states, Lithuania has the higlseare of trade
with Russia today, but it is trying to reduce degerce on Russian energy. In January 2011, the drifan Energy
Ministry lodged a complaint with the European Comssion regarding Gazprom's alleged abuse of its mimhi
position. The ministry requested the Russian gasem to apply a transparent, fair, and non-discdtory policy on
natural gas. In another case, in 2009, Russia pteghto raise export tariffs for raw wood from EUR per cubic
metre to EUR 50 per cubic metre. This posed a ttoEbaankruptcy to many Finnish enterprises dealiitp wood
processing. It was not until Finland intervenedhe European Union, however, that Russia’s primastar, V. Putin,
introduced a moratorium on this decision.

It seems, therefore, that considering the structiireade with Russia, the barriers for some indestare extremely
restrictive. Thus will undoubtedly remain so, as thsearch shows, since there is a strong lobRygsia who wants to
limit the access to the market for competition.sTiaict emphasises even more the need for Russaitbership in the
WTO.

The role of the WTO in the global trade

The World Trade Organisation is one of the mostadrtgnt pillars of the global economic order. Itais integrated
system of rules applying to individual spheresraflé (goods and services, foreign investment,lattielal property
rights), including dispute settlement procedurgse philosophy of the WTO is based on the view tn markets,
lack of discrimination, and global competition soppthe welfare of individual countries. As a rasthe WTO makes
a variety of efforts to increase the transparencirade policies adopted by its members. It is ingat that those
national standards are not allowed to deviate ftbencommon rules. It follows that in order to reelube scale of
protectionism, it is essential that all countriegtie world become members of the WTO, especihtige which exert a
particularly high impact on the situation in glolpadrkets.

Nonetheless, the “great absent ones” among the Wi€@bers still include Russia. It is the biggestneroy and the
only G-20 country which does not belong to the Wa¥@n though it submitted its application for menshay in 1993.
Although major reforms have already been madedrRhssian economy, the major dispute areas whaphireefurther
accession negotiations include the level of allowgdcultural subsidies, the Russian export tafiffswood, and the
rules regulating the operation of state-owned @nisgs in Russia.

In general, however, foreign companies still faceumber of tariff and non-tariff trade barriers whexporting to
Russia. One of the major complaints is Russia’sptermsystem of standardization. It stems from #ek lof clarity and
transparency, and overall redundancy. Foreign gdessi of non-financial services experience discration not as the
result of federal Russian law, but the result freimlation practices from local authorities (feesht® paid to obtain
licenses, while domestic firms allegedly omit itlimybes).

! European Commission, Trade: Rusditp://ec.europa.eu/trade/creating-opportunhiésteral-relations/countries/russia/
(26.01.2011).
2 Ibidem.
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Key decisions the Russian Federation had to makadad binding tariffs, defined levels of subsidiesagriculture,
and commitments on services. By now, Russia hasesatully negotiated all relevant bilateral acamssigreements
with all members except Cambodia, Vietham (both mesmbers) and Georgia. Conflict with Georgia i8 delaying
the accession process. As a matter of fact, Rhssialready agreed to reduce its bound MFN tadftsout 8 per cent
on average. Liberalization covered important s@wisectors, but in some sectors commitments havieeen agreed.
Among others in the insurance sector, foreign iasce companies are subject to a 49% equity rastridtoreign full
participation in the insurance sector will be alémonly five years after the date of accessiony@m EU insurance
companies enjoy more generous treatment as thepféanlife and mandatory forms of insurance in Sadirectly,
without the requirement to work through a majoRtyssian-owned partner3. The other issue is thatiRugederal law
permits foreign banks to establish subsidiarieRuissia but does not allow them to establish bragichiter accession
to the WTO, Russia will allow foreign ownershipaocount for 70% of the country’s total banking se&quity with
some restrictions concerning bank employees4.

Tight government regulations also restrict othepamant sectors for FDI such as the telecommuminatiand

aerospace industries. Purchase of agricultural dexlland close to federal borders (or in areasrahed as critical to
national security) by foreigners is still prohilwitdn May 2008, a list of 42 restricted sectors wasoduced in which
purchases of “controlling interests” by foreign éstors must be pre-approved by the Russian goveinrhke list of

strategic sectors includes not only sectors inwblire military production but also production andesaof natural

resources and their extraction, newspapers witincalation of more than one million, etc. It leaidsnon-transparent
and burdensome process of approval. It is expetti@dRussian commitment to reduce aircraft tadspart of its
WTO accession will help them purchase the modesd;édfficient aircraft they need to remain competitwith foreign

airlines.

Considering that Russia and over 40 other counttiesot belong to the WTO, the Organisation’s ragohs do not
have a universal character. The WTQO's legal regames to guarantee access to export markets. Tlegsgations ban
raising tariffs over the accepted level, discriniimg exporters from different countries, offerifgei different terms
and conditions of access to the domestic market,agplying unjustifiable sanitary or phytosanitaeguirements or
standards concerning product safety. The regulatdso detail the principles of applying markettpction measures
aimed to ensure that each WTO member freely exjitsrizroducts to the markets of other members aiegrto the
equal treatment principle. It implies that as s@snRussia joins the WTO, the introduction of nuraerbarriers to
imports from other member states will be much mdiféicult. Although the Russian authorities may itlerately
breach those regulations, they will be threatenid ktigation before the WTO Dispute SettlementdyqDBS). And
even though such trials are long and it is sometidifficult to enforce lifting inconsistent regulans, the members
have an opportunity to seek justice and imposet&arscon the countries that breach common reguiatitf a country
remains beyond the WTO structures, however, tremiinstitution that could award damages, whidbrofeads to
deliberate wrongdoing that cannot be punished.

Russia’s accession to the World Trade Organisatiirgenerate for this country medium-term and lgagm benefits
estimated on an annual basis at USD 53 billion@8® 177 billion, respectively, mostly owing to thiabilities in the
trade in services.

The characteristics of protection measures appliedgainst Pomeranian enterprises in the Russian marke

Russia’s obedience to the WTO regulations is ctuci®oland’s exporters. According to the resufts guestionnaire
survey of Pomeranian enterprises, exporters arereawsat the WTO may have a significant impact oeirth
competitiveness in foreign markets. It may alsg/@a important part as a mechanism securing theailetinterests in
this market.

3 However, until Russia’s accession, EU firms aradbin accordance to Russian law, which requiresciaf executives and chief
accountants of foreign insurers operating in RussiRussian citizens.

4 At least 75% of the bank's employees and 50%ebank’'s management board must be of Russian alitijdhthe chairman is
not a Russian citizen. Heads of foreign banks' Rassifices are required to be proficient in the Rarstanguage.
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The characteristics of the trade barriers existinthe Russian market are based on a questionsaivey among 308
enterprises from the Pomeranian Voivodship. 214. 68.5%) respondents confirm their cooperatiorh viRussia.
Further analysis is based on this group of expsrter

The highest share (78.7%) of the analysed entegitaims that customs procedures cause most qfrthiBems in
their export to the Russian market. Bureaucradiiésnext most common source of problems (70.1%g),resarly half
of the exporters (47.9%) point to corruption asignificant obstacle. High trade tariffs, technicthndards, and
phytosanitary barriers are also mentioned as sewtproblems (see: Fig. 1).

Figure 1. Barriers used against firms in 2010 (synby DGT)
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Source: Ortowska,R.Zotgdkiewicz, K., Bariery w handlu z Rosja bnapotykarzep firmy wojewddztwa pomorskiego,
in: Eksport oraz bezgoednie inwestycje zagraniczne firm wojewddztwa pskiego, ed. S. Umski, PBS DGA,
Gdaisk 2010, p.103.

The average figures provide evidence supportingehfindings. The enterprises suggest the barrieesepting
expansion of exports to Russia is related to tbetfat Russia is not a member of the WTO.

Tariffs and customs procedures

World trade has recently witnessed the lifting dfiNlad valoremduty rates below 4% on average and tariff binding.
The principles of estimating the customs’ valueacjood are also important; the procedure oughtetmdutral and
should not increase the duty following the goodisoirrect classification. Moreover, the customs pdure should not
limit the trade as a result of unnecessary, comafdit, and time-consuming requirements concernigirport
documentation (bureaucracy).

Nonetheless, customs procedures may become néinbmiiers to trade if the customs authorities alassify a good
or overestimate its value. Thus, in order to redthee area of subjective customs’ procedures, theOWfovides
regulations for customs valuation and classificataf goods. Customs classification is particuldidyourable to
trading partners (much more so than the valuagorge it involves application of an internationkssification system.
It reduces the uncertainty concerning the qualificaof goods by customs authorities, which is ipatarly important
in the case of close substitutes that may be sutypedifferent rates of duty. As a result, the afe coding system,
which strictly defines the requirements concernimg production process and packaging, reducesxected duty.
Naturally, even the agreement concerning the custaatuation or pre-shipping control is not a paaafoe corruption,
using incorrect basis for customs valuation of\eegiimported good, invoicing fraud, or increasingeflom in applying
regulations to own customs procedures. Nonethdlessmplementation of a customs valuation systemnsistent with
the WTO agreement requires automatisation of custadministration, improvement of infrastructureffstraining,

etc.
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Figure 2. Customs procedures as a barrier indicatgdL66 firms according to production sectors
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Source: as in Figure 1, p. 105.

Customs procedures in Russia are perceived as st significant barrier limiting access to this ketr When
analysing the evidence by industry (see: Fig.tXyrns out that customs procedures, indicated@gyréspondents, are
considered the heaviest burden for the manufastw&machines and equipment (30%), jewellery (13Btilding
materials (9%), furniture (8%), ships and boats)5&ething and footwear (5%), and fish product®j4

Membership in the WTO seems to be a remedy foretipoactices. This is especially true because tbeage levels of
MEN tariffs in Russia are higher than in medium-eleped countries and much higher than in OECD c@mmtThe
structure of Russian tariffs is rather diversififfthe average level of MFN tariffs in 2008 was estied at 10.8%,
whereas the average weighted with the volume dfet@ 2006) amounted to 11.4%, with the tariff agricultural
produce at a level of 14.2% (22.8% as a weightedtame), and on the non-agricultural goods — at%Q2.3% as a
weighted average). The tariffs for agricultural guoe are significantly higher than those for maotufieed goods. From
the perspective of an exporter's competitive positit is thus essential to apply an appropriastams classification.
Among the MFN tariffs for imported agricultural ghace, the most frequently used ad valorem taréfplied to 37%
of imported goods) were below 5%, and the lessukeatly used ad valorem tariffs included: 5-10% saapplied to
11% of imports, 10-15% rates applied to 30% of inpa25-50% rates for 5% of imports, and the hit)5&86 rates
were used for 3.5% of imports. In the case of ngrnealtural goods, the MFN rates were used as Yatdbelow 5% ad
valorem rate for 35% of imports, 5-10% rates fo¥4l6f imports, 10-15% rates for 20% of imports, B342rates for
16% of imports, and the 50% ad valorem rate foy @B8% of imports. The average MFN tariffs and maxin rates of
duty for individual groups of commodities are prasel in table 1.

Table 1. Average and max MFN Russian tariffs dédiht product groups in 2008r.

Animal products 21,5 134
Dairy products 5,5 25
Fruits, vegetables, plants 12,0 45
Coffee, tea 10,4 41
Cereals and preparations 14,6 116
Oilseeds, fats and oils 8,1 37
Sugar and confectionary 19,0 85
Beverages and tobacco 44,4 456
Cotton 0,0 0
Other agricultural products 6,7 31
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Fish and fish products 13,5
Minerals and metals 10,1
Petroleum 4,5
Chemicals 7,0
Wood, paper, etc. 15,5
Textiles 12,0
Clothing 20,2
Leather, footwear, etc. 11,0
Non-electrical machinery 4,2
Electrical machinery 8,8
Transport equipment 10,4
Manufacturers, n.e.s. 13,5

Source: Tariff Profiles WTO 2009, WTO Secretai@tneva 2010.

economic policy measures
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Among Russia’s problems, two are of particular gigance to the analysis: “tariff chimneys” and tfaet that many
tariffs are “specific” tariffs, defined as fixed aomts expressed in euro per quantity of the prodoctinstance 1
EUR/kg. For this reason each appreciation of the éncreases the ad valorem equivalent of the fipeduty.

Moreover, approx. 10-15% of tariffs have a form afmpound tariffs. In this case the tariff is exgext as a
combination of an ad valorem duty and a specifity,dim practice, the higher of the two is appliedimports, e.g. the
ad valorem rate for soft cheese is 15% but nottlems 0.5 EUR/kg. In general, the highest tariffs applied to food

and light industry products.

In the group of the analysed enterprises from themétanian Voivodship, 80 point to the problem afhhtariffs, of
which 24% are manufacturers of machines and equipri8% manufacture jewellery, 18% manufactureifura, and
6% each manufacture building materials, clothing footwear, and ships and boats (see: Fig. 3).

Figure 3. High tariff rates as a barrier indicatdxy 80 firms according to production sectors
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Source: as in Figure 1, p. 107.

As a result of the negotiations concerning accestidhe WTO, Russia made a commitment to redscBIiEN tariffs
to an average level of 8%, which implies an appr@ate 50% reduction in existing tariffs. In the cademany
products, such as those delivered by the civil toonaindustry, the reduction would range from 20867t5%. For
building and agricultural machinery as well as R&Bd medical equipment, the reductions would amtauap to 5%.
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In June 2009, however, the Russian government anweguthe increase of many tariffs to be expectethényears
2010-2012. Russia — discouraged by the lengthyrlinéaenty years) procedure of applying for membgysin the

WTO - is now delaying the process itself, whichvides the country an opportunity to manoeuvre usiade policy

measures, including customs policy. It involvesvgits in tariffs for many imported goods in 2010 eTtariffs for raw

materials and semi-finished goods, meanwhile, béllreduced. In the years 2011-2012, in turn, teeifiuctions are to
be applied to imports of hi-tech goods. The ainoisimplify and accelerate the importing and exipgrof innovative

goods and introduce tax exemptions for the Russkaort of goods developed by innovative enterpyigdgch remain
unprofitable under the existing system. The acisodirectly related to the implementation of tharfbvative Russia”
package of bills. The changes refer also to theoexariffs for many Russian products. For instartbe middle of
2010 saw an increase in the tariffs for exportirigaral oils and painted or preserved raw wood (fikB#6 to 25% ad
valorem but not less than 15 EUR per cubic metre).

Significant increases in import tariffs, on theeatimand, were reported mostly for pig livestochgsiin early 2010 the
Russian government raised the tariffs from 5% t&o04&d valorem to protect domestic farmers. This gnowas
partially balanced with incidence (price reductionade by exporters, including those from Polandl, partially with
the devaluation of the euro in relation to the eudhd the US dollar. In Poland, however, thoseaifmas resulted in a
dramatic fall in exports of livestock — from 4.9lioin in the first quarter of 2009 (USD 28 billimn an annual basis
and the 4th position after Lithuania, Germany, Bstbnia) to 147 thousand in the first quarter df@@ther exporters
to this market reported less significant declineshieir shares (or even increased their sharesdmyably, which was
the case for Latvia). It is estimated that Rusg&tectionist policy regarding pork led to a 338duction in imports of
livestock, mostly at the expense of Polish expsrtbut this result still does not satisfy the exagons of Russian
producers.

Other problems related to trade with Russia malydxed to an event that took place on the 1stmfiaky 2010 when a
Customs Union agreement was signed between RuBsiarus, and Kazakhstan, thus establishing the stama
Economic Community (EurAseC). The countries shanied customs tariffs, a unified system of custawgulations,
identical requirements concerning licences and essions in foreign trade, and a Customs Code #ratdnto force
on 1 July 2010. The mechanisms regulating the iactdf the customs union are to be introduced teyeéhd of 2010
although the process of adjusting the regulatianghbse in force in the member states will be dicdift task.
Nevertheless, there are still doubts as to thd &ffacts of establishment of this union since #ttiempts to integrate
Russia and Belarus, as well as Russia and Kazakhsd already been made in the past and thersalts left a lot
to desire.

Quotas, phytosanitary norms, technical standatds, e

A general problem in the trade with Russia may &egived in its new decree on the Food Securitytida; which
came into force on 30 January 2010. This decres ainthe development of the domestic productiogoafd-quality,
safe, and cheap food while reducing the dependemamports. The share of domestic production tadlgeved in 4-5
years is estimated in relation to the total anmgaisumption for individual agricultural markets ¢85or grain and
potatoes, 90% for milk and dairy products, 85%rf@at and salt, and 80% for fish products, sugat vagetable oil).
For instance, as early as in 2009 imports accoufaiednly 25% of the total annual consumption ofilhy. At the
same time, numerous barriers were introduced toceedhe competitiveness of imports and supportdih@estic
production of food instead. Since 2007, a systetwofparallel kinds of quotas has been in forcgaarhquotas (e.qg. in
2010 the quota for poultry was set at 780,000 téorspork at 500,000 tons, and for beef at 560,@0%), and tariff-
rate quotas for meat (e.g. within the quota, thiéftan poultry amounts to 25% but not less thag BUR/kg, and
above it — 80% but not less than 0.7 EUR/Kkg; tiyarés for pork amount to 15% but not less than E@&R/kg and
75% but not less than 1.5 EUR/kg, within and ahineequota respectively, whereas for beef: 15% btitess than 0.2
EUR/kg and 50% but not less than 1 EUR/kg, respelgli. What is important, the level of quotas ire tbases of
poultry and pork was reduced in relation to thecpding year whereas the quota for beef was incdefadewing the
problems in this market. The application of quadégorts the picture of competitive advantage, WHiecomes less
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transparent and more susceptible to administratremgdoing and corruption. Moreover, the WTO gelhgtzans their
use; the major objective of the member states @éwvent their implementation. However, many caeststill apply
them, especially in relation to agriculture.

Sanitary, phytosanitary, and veterinary regulatians another form of intervention. The governmenpases these
measures in order to protect the health of pe@plenals, and the natural environment. They carmmtever, be used
as trade restrictions, especially in the form oitstand expensive sanitary, phytosanitary, an@éndry criteria. The
WTO agreement aims to limit any wrongdoing relatedhe implementation of those criteria, and patéidy the
inspection of the imported goods, which may be uEe@dn excuse for rejecting certain goods thasfgatiie safety
criteria yet are politically sensitive. The sanjtand phytosanitary criteria set by the WTO sigrifitly reduce the
scale of protectionist overuse of health and sajéfgod.

Nevertheless, the Russian Federation, which rentsgend the WTO structures, applies independentisak to this
problem. Since 1 June 2009, it has been obligdtoattach safety certificates to exported apples@ninese cabbage.
Since 1 October 2009, those certificates have lbésnrequired for tomatoes, strawberries, and Esrand since 1
March 2010, finally, the certificates are also tieggi for pears. Furthermore, a list has been médemroved exporters
of meat products, diary products, poultry, eggsg, @nd bovine livestock, etc., who satisfy the resmients of the
Russian veterinary control and are allowed to expiwgir products to Russia. However, even the mtasen of a
relevant certificate does not imply the right tgltime limits for those enterprises listed amaqgproved exporters in
the case of products that are subject to veterigapgrvision. As a result, even the exports of fppditom the United
States were banned at the beginning of 2010, améhdt not until the US president Obama intervene®Rugsia’s
president Medvedev that the ban was lifted. Comsidehe fact that Russia is the strongest paiitnére new Customs
Union (Russia, Belarus and Kazakhstan), even EugAsEoming into force will not eliminate the poséty of
Russia’s temporary interventions protecting its detit market for agricultural produce and food, eesly
considering the doctrine provides a list of 53 gr®of sensitive products.

As a consequence, it is difficult to evaluate wihgtact the food security doctrine might exert oa tfiowth in exports
of Pomeranian enterprises to the Russian marketillltwithout doubt be a result of the domestic gwotion self-

sufficiency indicators achieved by Russia and ckarng the size of the Russian domestic market erotte hand, and
the competitiveness of foreign producers and efficbromotion of Polish products, including thosenf Pomerania,
on the other. It would be also important to appgeahe WTO regulations, which allow questioningaoflecision made
by customs, sanitary, veterinary, or agriculturatharities as those regulations set certain stalsdget leave to the
members a certain freedom to modify them on thealitiom that other members are notified of any sdetiations and
appropriate justification is presented.
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Figure 4. Sanitary and phytosanitary barriers inatied by 24 firms according to production sectors
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Source: as in Figure 1, p. 110.

Figure 5. Technical standards as barriers indical®d35 firms according to production sectors
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Source: as in Figure 1, p. 110.

The research shows that the phytosanitary normdemfhical standards are particularly painful fertain industries
represented by the analysed enterprises. The @mjtasy barriers thus seem to be the most impordhstacle for the
producers of wrapping foil (34%), whereas the pams of machines and equipment (52%) argue thattéchnical
standards that make the trade so difficult (seg: #&and 5).

Product standards, technical norms, and certificasiystems play extremely important roles in thappr functioning
of individual economies. They include widely aceptregulations, standard procedures, or legalldibgtechnical
norms and certificates, which prove they are mhée dbjective of introducing those technical staddamd norms is to
ensure the compatibility of goods and their qualitiie standardisation is beneficial to all the iparinvolved, but the
norms may become a barrier to trade, particulaklgnterprises or the whole industries implement enetrict
requirements for meeting a standard, and espedifaliijey are meant to reduce the competitivenessmgforts.
Governments often succumb to domestic lobbyistswthey set technical norms. The aim of the WTO ‘@gnent on
technical barriers to trade” is to ensure that stendards, technical norms, and certification sgstén member
countries are not applied in a manner that woultstitute a means of arbitrary or unjustifiable disénation between
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countries or a restriction on international traddose requirements should ensure transparency i¢ptibh of
regulations) and prevention of possible wrongdoamg] ought to be based on appropriate internatistaaldards. And
again the procedures concerning the certificationms and requirements of the Russian Federation amaly do
significantly differ from the regulations obligingTO members, leaving a lot of freedom in those ematt

State-owned trade enterprises (common in Russisg@ paother threat to the WTO system since they ewagle the
principles of the Most Favoured Nation clause apglyameasures discriminating their trade partnehfieMmaking
decisions concerning their purchases or sales. Ty exert a similar impact to the introductiontaes (tariffs) or
subsidies. Each enterprise with a dominant positiothe market and favoured by the central adnmatistn may
reduce the competition. In this way the trade s&aited and its efficiency falls. Usually the WT@mbers, i.e. market
economies, require from the new member a signifipapgress in the privatisation of enterprises dedelopment of a
market-oriented legal environment.

The Russian Federation is still careful about opgiiis market to foreign competition. The liberatien of trade as a
result of joining the WTO raises resistance amdrggroups that have thus far been protected byldheestic trade
policy. The major opponents may be classified fiotar basic groups. The first group includes Olegipsska — the
tycoon in the aluminium industry, and productionvehicles and aircrafts — who is in favour of théseng infant
industry trade policy. Similarly, the Russian Chamiof Trade emphasises that exports of Russian apyim
commodities, whose demand is rising, remains uatereed so the liberalisation of the trade policyseless. The
Chamber strives for applying the infant industryigoto the food-processing, pharmaceutical, chamiand electronic
industries. Strong opposition is also observedhadgricultural sector, although Russia has bedarssubsidising its
agriculture to a limited extent only. The renaissanf agricultural production — in the opinion @frarian societies —
requires a focused support; the sector is expettigiger subsidies, which may translate into a ghointagricultural
produce and its exports. For this reason, the amoe$o the WTO, which will reduce the subsidiesdgriculture to a
minimum, causes resistance. Another issue is aBsepecific sanitary requirements applied by veseyi services to
imported goods, which leads to reductions in thpadrts of: poultry, pork and beef from the EU, irdihg Poland,
Ukraine and the US; fish from Latvia and Norwayargti products from Lithuania and Ukraine; and wind &uit from
Georgia and Moldova. Those measures should be demesi as highly protective (although they are algplied by
many other countries). The last group of opponeiis are against the liberalisation of trade witthia WTO includes
the representatives of the Russian services seespecially those concerning intellectual propeights (internet
piracy), retail, telecommunication, banking anclirasce.

The relevance of Russia’s membership in the WTO tBomeranian enterprises

The evaluation of Pomeranian exporters’ operatias designed to learn about their plans concerthieg future
operations and expansion as well as their prefeseralated to the Russian market.

The problem of Russia’s membership in the WTO igsar@pmplex than a mere discussion on the barrigpteal by
the country. In the questionnaire, all 308 entsggianswered the questioWduld Russia’s accession to the WTO,
imposing an obligation to respect trade agreemanis liberalisation on all its members, facilitatade with Russia?”
This implies that the Russian market is in the ieeaf attention of all exporters from Pomerania.

So taken all the above difficulties in this impaittanarket into consideration, the efforts aime&assia’s accession to
the WTO should be supported. It will force the Raisgjovernment to desist from interventions inthgde policy in
favour of a more open and market-oriented approach.

There is no doubt that the situation of Polish etqrs would significantly improve if Russia joingde WTO
structures. On the other hand, Russia’s membeiishihe Organisation may not meet all the expeataticExperts
emphasise that the sanctions imposed on Russip&tsxif Russia becomes a member of the WTO; aadrding to
the Organisation’s regulations) in “revenge” fa trict import regulations may turn out to be fiwént. It results
directly from the commodity structure of Russiapents, which is based mostly on oil and natural géeel, iron ore,
coal, metals, and chemical products. As a consegueturing the Polish-Russian “meat war” severatiops could be
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heard: optimists claimed that Russia’s accessich¢dNTO might improve the situation; pessimistpressed doubts
as to this improvement. Several arguments suppadhnegessimistic opinions. First, if the EU fileccase concerning
such an embargo with the WTO, the trial would begthy. Second, even if the EU won the case andi®feited to
obey the ruling, the Union would be unable to ingaay sanctions on Russia since it exports nejttegessed goods
nor agricultural produce to the EU. And who woulgl Willing to place restrictions on exports of thasRian oil and
natural gas?

The guarantees perceived by Poland and other menibeéelation to Russia’s accession to the WTO thiélrefore
depend on the degree to which the Organisationbsilible to force its new member to obey the comragulations.

Figure 6. Importance of Russian membership in tH&Vibr Pomeranian firms
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Source: as in Figure 1, p. 113.

There are many studies undertaken by institutiouisthink tanks that demonstrate the broader ecanoarisequences
of having Russia outside the WTO.

This research carried out among Pomeranian entrepre reveals that they face numerous barrierbiénRussian
market and the majority of respondents postulaé Russia should join the world trade system (Beg:6). From the
perspective of Pomeranian enterprises, Russiaisatisps to join the WTO should be welcomed, therengo because
it will be followed by a gradual implementationmgjor reforms in the country’s trade policy.

Similar research results were obtained by the asthmotheir questionnaire survey carried out amtrggmembers of
the Gdansk Business Club in March and April 2008e Bame regularity was also found in another cumstire

survey conducted by the authors together with MBédents of the University of Gdansk in April and 12010

among 139 enterprises from all over Poland.

The conclusions seem, therefore, to be unanimaasn Ehe perspective of Pomeranian entrepreneurgdtiernment
should be lobbied to support the membership ofRhesian Federation in the WTO since it will benBfitmeranian
exporters through more access to this market am$parency of operations.

In general, the most important results of analigtbat countries from the region should estaldisioalition to support
Russian accession to the WTO. It may be a waydaae trade barriers and benefit businesses ofdileg. It should

be perceived as a necessary element of normaley riutual relationship since key decisions Russih thamake

included determining the level at which to libezalitariffs and non-tariff barriers. It will also oprise the elimination
of significant levels of protection due to Russiaamplex system of standardization to serve mamsgarency and
clarity in their trade policy.
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A Baltic Tiger in a Gilded Cage — A Schumpeterian Y¥ew on Innovation Policy
in Estonia

“If | see a company coming out of Estonia | ansm®bly assured that it will be executed well. Tisdtecause there
is a lot of Skype alumni in Estonia. For its siEsfonia is generating more high quality startujps thou would
expect”

(Naval Ravikant, founder of AngelList)

| Introduction

Liberalization as the main concept of the last thecades guaranteed a fertile culture for Estomiatshing up. Seen
from an entrepreneurial perspective, this might ehdeen the best choice in order to empowakrkinds of
entrepreneurial forcegmainly in the sphere of non-innovative behaviotmt have been blocked for decades. But
improving the direction of development by politiégafluence would now require abandoning the poweiriee trade
doctrine in order to prepare the soil fionovativeentrepreneurship that will be needed for a fonthiog upswing
period. This thesis can be directly related tovlas innovation occurs at the company level in Eistgimnovation as
outsourcing, cost-cutting machinery acquisitiorts,)e “financial fragility in effect locks these sh economies into
specific innovations that target low value-addectas and activities” (Kattel 2009, p. 15). Somfoe$ have already
been made to establish a more innovation-orientdidypapproach since 2000 by targeting public ansigbe R&D
activities, strengthening the instituitional bas@sg break-out from a free market innovation apghodhere is now a
pressing need to take account of Estonia’s trawhiticsectors “with major sources of employment sashwood
processing, furniture, textiles, clothing, and cadivV and communication equipment all losing coryeatess rapidly”
(Reid/Walendowski 2006, p. 31).

Considering this background, we want to analyzectireent status of innovation policy in Estonia.r@uain research
qguestions will be: how can a policy approach previa process of Minskian hedging in order to stabila
Schumpeterian process of economic development3ttsa (or the Baltic states in general) threateoestick in this
crisis due to a lack of “hedge positions,” i.e. sdrdtegy of innovation” (Répke 1977), or is themmsthing like a
natural path of an unstoppable upward for Eston&td the liberal market environment?

Il Innovation Policy and Economic Development in E®nia

In 1939, Estonia and Finland had very similar stadd of living. In 1987, however, Finland’s GDP papita was
about $14,370, compared to Estonia’s GDP per capitbout $2,000. This “welfare effect” that happérunder the
Soviet Union’s socialism is well known and can belained, of course, by the decades-long lack gfitalist
dynamics. But what has happened in Estonia after itistitutional restructuring of Eastern Europe 1907?
Interestingly, after regaining independence, imdlatwas rampant in Estonia; real wages fell bel@®080 per capita
and almost 90% of the country’s international trdépended on Russia (Laar 2007, p. 2). Since thgtonia became
something like an economic lab of liberalizatiostdhia established radical reforms, allowing AdamitB’s “invisible
hand” to bring prosperity by establishing an enteepurial culture, a sound currency, and a balartmedhet.
Furthermore, subsidies to state-owned companies wet, property reform and privatization opened ¢lsenomy,
tariff and non-tariff trade barriers were eliminditand the tax system was reformed to a simpladba(the first in the
world®) on January 1, 1994 (Lumiste, Pefferly and Pu€0& pp. 3Y.

! For a detailed discussion of the theoretical onisal, and political background for implementingt@hia’s flat tax, see Laar (2007,
pp. 9).

2 Despite of the fact that regional disparities ooed already at the very beginning of the transipioocess and the new government,
the few regional policy measures (regional tax otidas etc.) were cut off, because they no longethé laissez-faire ideology
(Kuura 2006, p. 467).
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I1.1 A Lab of Liberalization: The Rise and Fall of Estonia’s Economy

Estonia became “off the cuff’ one of the freestremmies in the worfland in 1993-1994 the forgotten spot in the
world became a “mekka” for FDIs. Privatization (qaeted by 2000-2001) and liberalization openeddber for the
inflow of foreign investments. Beside this finarciaflux, FDIs also became a source for a new hessnculture,
marketing skills, and technical knowledge (Lumid®efferly and Purju 2008, p. 33). Consequentlys thevelopment
was accompanied by new working places and the staarion of old factories (Laar 2007, p.*6Jhe openness of the
Estonian Economy — measured by the ratio of exgor@DP — was between 40-50% in the 1990s and plegtke8.5%

in 2006 (Lumiste, Pefferly and Purju 2008, p. 24stonian enterprises had to substantially chahgecharacter of
their products. Many enterprises changed from beimgnufacturers of final or semi-final products teiry
subcontractors of Western firms [especially in &l and Sweden]. Raw materials (unprocessed wooal) snetals,
textiles, and agriculture) formed a very large shaf Estonian exports” (ibid, pp. 24). In 1999, dfsa became a
member of the WTO and the supply of finance avéglatp enterprises and consumers from banks inalease
considerably with changes in bank ownership, fgllinterest rates, and a widening range of finanprducts
(Smallbone/Venesaar 2003, p. 77). The most ataaiea for foreign investments during the period 95-2006
have been real estate, renting, and businesstagiwith 29,8%, financial intermediation 28,1%damanufacturing
17,5% (Lumiste, Pefferly and Purju 2008, p. 133uleng in short-term boom effects, but hinderihg tise of a long-
term innovation strategy (see below).

However, the results of this experiment have astwd the world: An 8% average annual GDP growthes2000
(until the financial crisis), a strong decreasgaverty and inequality, low unemployment, low itifen, and rapidly
improved living standards can be seen as a proafsafccessful “catching-up” strategy. The goverrtradrudget was
not only balanced, but it ran a strong surplus, emaghy new, export-oriented factories were estabtisiThis boosted
competition and led to modernization. The free mtudoctrine reigned (and still reigns), and Estdifiaralized its
capital movements even further than required byagtkssion (Lumiste/Pefferly/Purju 2008, p. 19).tkemmore, due
to the Free Trade Agreements with Finland and Swedsplaced later by the Free Trade Agreement asmbdation
Agreement with the EU, the trade with Western Earopade up two-thirds of trade in the 2000s andristeeceived
EU membership.

But the crisis hit Baltic States hard. As we hakeven, the crisis can be interpreted as a Schumpeteroblem of
simultanous downswings, which occurred by the délthe 8" Kondratieff (Otter/Siemon 2012, in this volumeherl
stable ground of a free market strategy allowingeaourmous influx of FDIs “created highly fertileoginds for short-
term asset booms and so particulary during they 000s, large amounts of foreign investment andate lending
went into financing of consumption and real estaiems” (Kattel 2009, p. 10). Kattel illustratesttiize Baltic states
have moved into a situation of speculative (mayl@ening to Ponzi) financing: “The small open [BeJteconomies
were flushed with foreign capital, became quicklgedeveraged and are now paying the price” (ibidl) From an
evoutionary standpoint, Estonia’s catching-up pssceas led by learning processes, imitation effentsl input-led
growth as a by-product of more or less non-innaeatictivity. We suppose that the catching-up proegh be further
blocked if no self-created entrepreneurial acticiéyn be achieved. This kind of “learning” will barpicularly important
in order to cope with intrinsic problems of secaiydaave effects that follow a Schumpeterian dowmngwiThe GDP
in Estonia fell by 3.6% in 2008 and a further 14.1%®009. Unemployment is currently at 18.6% (secqnarter
2010). Despite these hardships, however, the Esiayovernment kept budget deficits low, and Estmireed the euro
zone on January 1, 2011.

Seen from a Schumpeterian standpoint, liberalinagioaranteed, of course, a certain culture of $eedatching-up
during the last two decades. This kind of “big-baramsformation” after the collapse of the Sovietidh, might have

3 In the Index of Economic Freedom, Estonia in 2008, despite certain constraints from EU, stilltielfth freest economy in the

world. In 2002 it ranked fourth!

% In this context the Department of Foreign TradéhefMinistry of Foreign Affairs played an importaole in the harmonization of

legal acts related to international trade. Furtleeemit acted as a coordinator of measures to liateg=stonia into the EU and the
WTO and to build relationships with, for exampleg European Free Trade Association (EFTA). LumRBedferly and Purju (2008,

P. 18) state that the “Department has been the libesal of all the institutions that influencedethegulations of foreign trade.”
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been the best choice, thereby causing an incregs®ductivity in fields once belonged to the loveguctivity legacy
of the Soviet period (Tiits et al. 2003, p. £6)hose entrepreneurial forces lay fallow, and Haeen released to typical
learning processes within a process of catchinfsep Abramowitz 1986). Hence, the lab of liberadicmagenerally has
helped to establish a vital atmosphere of entrepnéal activities This way of development seems to be typical for
transition countries in general, as MacMillan/Wad@r(2002, p. 168) state: “The entrepreneurs in tiansition
countries exemplify Smith’s dictum [of the invistbhand]. By creating jobs, supplying consumer gpodsstraining
the market power of the state firms and buildirfgnm@ momentum, they have produced real welfaregyaibhe region
is still one of the easiest places in the worldtart up a business, requiring only 6.2 procedareaverage to register a
new company. Furthermore, the Baltic Sea regioregaly grants its employers great flexibility inrinig and firing
their workforce (Varblane/Mets/Andrijevskaja 201, 8). The economy still benefits from a strongcelenic and
telecommunication sector (“E-stonia”). But succek$irms like Skype, Playtech Ltd., Rate.ee or Hehritd. are
influenced strongly by the involvement of foreigarmers. None of these projects have been stagea spin-off
project by academic entrepreneurship “Made in Hatqhumiste/Pefferly/Parju 2008, p. 36).

However, this entrepreneurial activity was mordess short-term and less innovation orientatedtduée lack of a
targeted Schumpeterian policy approach intendedegtablish long-term comparative advatages (seewbelo
Schumpeterian effects of a secondary wave havereddn Estonia expounding that the growth processas led by
mainly non-innovative input impulses: “Thus, in tbentext of lowered risk-perception, abolished ¢ragistriction, and
aggressive lending activity by foreign banks, egiem use of easy credit drove economic expansiofiifancing
consumption as well as real estate bubble, andtedsin skyrocketing asset prices that have enatidd-led growth”
(COSTAction 2011, p. 3). Furthermore, the Estordgaanomy became stuck in specializing in short-teomparative
advantages due to FDI calculations: cheap labensite (textile) and resource intensive (timbedustries with only
low innovative potential. Hence, from the very begng of this catch-up process, the influx of FDteated “highly
fertile grounds for short-term asset booms” andttedfinancial fragility,” which “locks these sma#iconomies into
specific innovations that target low value-addedtas and activities” (Kattel 2009, p. 15Although all political
forces declared their support to business, somstiewen to SMEs, and private ownership became datilae
influence of entrepreneurship policy has been ratiedest (Smallbone/Venesaar 2003). Moreover, titrejgreneurial
spirit in Estonia remained at a low level, as hasrbshown by international comparisons (VarblanegMadrijevskaja
2010, pp. 1B

Despite the fact that the supply of finance avdélab enterprises from banks has increased comrdiiesince 1994,
access to capital by commercial banks in Estorlike-in every other country — was (and still isywdimited, due to

® An interesting case study shows how the Estonismpany Tarmeko has been forced to change its eatreprial direction in the
woodworking and furniture industry by immediate efisification and rapid restructuring. Upstream, $hpply of wood and other
inputs (paint, glue, rubber, etc.) from Soviet smsrwas almost completely cut and had to be replaitd hard currency purchases.
Downstream, the whole distribution system collaps$ed couple of months, the demand for the chipthai@sks shrank from 500 a
day to a couple dozen. Tarmenko rapidly tracedth phdeveloping new products that internationatribbutors were demanding,
from very simple products (e.g. wooden chairs) trersophisticated products (e.g. leather sofas)988 Tarmeko sold 88 % of its
products mainly to Western Europe, while in 1991 %6still had been shipped to the Soviet Union. Tmiscess of change
management was accompanied by a management buioli®94 initiated by the Estonian Privatization é&mprise (von
Hirschhausen/Hui 1995, pp. 435). Tarmeko still esxisvww.tarmeko.ee!

51n 2004, for example, the number of active enisgsrwas 40,627 and the number of active solersadas 50,260 amongst the 1.4
million inhabitants in Estonia. Tallinn, the capit#f Estonia, and its surrounding Harju county doaté the economic life of
Estonia; more than half of Estonian businessesegjistered there (Varblane/Mets/Andrijevskaja 2qid,3).

7 See Kattel (2004, p. 402), who has already alludeskveral statistical analyses that traditonabiian sectors have become more
efficient since the early 1990s. From a dynamicpective, however, the long-term innovation origatahas diminished: “While
technological complexity has increased, the retasivare of value added in the output of Estoniampemies was greater in the year
1994 than in the year 2001.” Furthermore, he hadirooed that “a substantial part of revenues amdrespondingly, of the higer
wages and improved living standard generated bsetledfective agricultural and other resource-iriten&stonian producers, does
not remain in Estonia or create any additional sgieation in Estonia, but is transferred back framere the relevant technologies
originated” (ibid, p. 405).

8 See Varblane/Mets/Andrijevskaja (2010, p. 11), wieder to the Global Entrepreneurship Monitor's oept (“Total
Entrepreneurial Activity Index”) and state thatstitidex in Estonia is very low. The level of submige entrepreneurship, however,
“is low as well and reflects the advancements aisthe level of income in Estonia. The positionEsftonia is rather typical for a
country with the upper middle income level”. Furtnere, they refer to other surveys illustratingttBatonia’s population in general
is not highly interested in becoming an entreprenib@reby giving Estonia the position at the veng of a long list of countries.
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insufficient collateral and a lack of a track rex@¢6mallbone/Vanesaar 2003, p. 77). The Estoniatesy of formal
venture capital industry has developed significaritblems during the last two decadeBhere is not a sufficient
number of competent seed and start-up investattseifiormal and informal financing sector. This iainty due to the
fact that the history of the venture capital manketviding seed and start-up capital for innovafiveas is quite short.
Most investments are channeled into growing congsaand seldom into start-ups. Venture capital fiemswvell as
business angels are reluctant to support local RIu3iness projects due to the high risks (Nedewaghiou 2003)
due to a lack of fruitful entrepreneurial compescie the financial sphere. These types of investrag@ not only
important for providing capital, but for their eutibnary effects by acting as a sounding boardgivitig feedback to
entrepreneurs (Siemon 2006). The well-known suscetssy of VC investing in Estonian knowledge-basednomy is
Skype, which was financed by foreign investors sold to eBay for 4.1 billion US dollars in 2005.ypk’s technology
is based on software created by four Estonianscamdmercialized by a Scandinavian team. Interestingfill no
scientific survey about the amount and quality eftal business angels market in Estonia existlafhis is probably
due to the fact that Estonia has failed to estalibe necessary culture of financial entreprenéoiisi recycling the
capital and entrepreneurial experience from engregurs who have been successful during the 1990s.

However, the structure of the VC industry has bezamore organized. In 2009, the Estonian Venturpit@a
Association (EstVCA) has been established (nudgeth& Estonian Development Fund) as an umbrellardsgtion
for Estonian VC firms and business angels. Gengratiwever, the Estonian formal and informal Veat@apital has
not been analyzed thourougHfy.

Well known theoretical aspects were adducted irotd provide financial support for innovative emreneurs due to
their role as job- and growth-creating machinesgéles” in terms of Kirchhoff). Hence, an institutal framework

for innovation policy has been established in thi& 11990s in order to organize the responsibilibesveen the
different political institutions regarding planniitgnovation oriented programmes (see figuré1).

9 According to a study of EVCA, the private equityéstments amounted in 2005 just to 0.004 perce®0# in 2004, whereas the
average percentage in Europe was at 0.32%. In @088%), the picture remains nearly the same (2087Estonia Development
Fund was established, thereby the data amount&2%)3 Estonia is at the bottom of private equityestments in Central and
Eastern Europe, just leaving Slovakia, Sloveniatbi@eand Bosnia&Herzogowina behind. This might bee drint for an
underdeveloped venture capital industry (accomplmigh a strong need and desire for foreign direeestments). From a
Schumpeterian standpoint, however, the role ofnfiiiey innovations is not just a matter of quanthiyt of quality (cp. Siemon
2006).

10 see Vvarblane, Mets and Adrijevskaja (2010, p. Z8je basis for private venture funding raised fas tesult of sale of own
successful companies by entrepreneurs establigh@ddsses (...). Mainly these entrepreneurs harxasted afterward their money
into new businesses of the same sector they wereriexced. That means, although, 15 years aftdingtarivate business there is
not the big number of grown in Estonia investorgifig competency in knowledge-based entrepreneurship

11 A study of Kboméagi and Sander (2006), based oailtket theoretical background, has shown that,efample, the small VC
market in Estonia does not offer the opportunityuse syndication. Furthermore, traditional conceptstaged and convertable
investments are used rarely and complicated fimgnsfructures in the stages are used seldom.

12 The figure contains older denotations in termgMinistry of Education” (now: “Education and Reseafcand “Ministry of
Economic Affairs (now: “Economic Affairs and Commaation”)

102



Cord Siemon / Nils Otter

Figure 1: Institutional Framework of Estonian Inradion Policy
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Estonia’s process of catching up has shown someessful aspects since implementing this more in@va
orientated approach. Of course, it is difficultrteeasure the innovativeness of a state due to eariathodological,
statistical and paradigmatical problems (neoclassigput-logic vs. Schumpeterian development-lagpproach etc.).
Due to the innovation approach of the Lisbon sthatéhe European Innovation Scoreboard (EIS) has peiblished
annually since 2001 to track and benchmark thetiveldnnovation performance of EU stafésFor Estonia, the
innovation performance in 2008 was just below thé Z average but the rate of improvement is ab&atonia’s
relative strength are in finance and support, finmestments, linkages & entrepreneurship, and iatawg, while
relative weaknesses are stated in scientific tHiputs (patents, trademarks, designs, étdJowever, some problems
of implementing the so-called “knowledge triang(etiucation, research, innovation) still remain ¢Ki2010, p. 276).
The period from 2000 to 2007 saw a rapid increaseDP while it dropped in 2008. Estonian GDP wa%48 the EU
average in 2000 and increased to 68% by 2008. ¢tweraulation of human capital might be one impor{aut-logic
orientated) aspect for developing countries tolcafeto the EU average level, as Kirch (2010, @) 2Tates. However,
accumulation of human capital as an input-factowall as entrepreneruship itself cannot be a lgstiornerstone of
economic development if some kind of innovationnfbining given factor endowments, e.g. R&D, natuesloruces in
a new way) and evolution (learning skills how tmdrmate or being any other kind of entrepreneur)lacking (see
chapter below).

[1.2 The Estonian Turnaround: From “No-Policy Policy” to Innovation Policy

Regarding innovation policy, Estonia has followegddicy of non-intervention during the 1990s: “Bsito has been an
interesting case of the country, which has singmiréng its independence moved ahead without haglafined its
innovation policy and one could define Estoniarowation policy as ‘no-policy policy’ (term proposées Kalvet et al.,
2002)" (Varblane/Mets/Adrijevskaja 2010, p. 20).eTfirst watershed from the free market doctrinemoinnovation
policy approach, thereby covering different fornidipancial and institutional interventions, can tegistered in the
late 1990s.

13 The methodology hass been revised recently siheenumber of dimensions increased to seven (hureanources and
finance/support in the first group, “Enablers,’Miinvestments, linkages/entrepreneurship and titpuds within the second group,
“Firm Activities” and innovators, economic effeatithin the group of “Outputs” (see e.g. EIS 200%cK 2010).

1 In EIS-report 2009, Estonia is called a moderatevator ranking considerably in front of Latviadahithuania, their Baltic
counterparts, ranking in the weakest group of imtion (“catching up countries”) (EIS 2009, p. 8).
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The entrepreneurship and innovation policy sinc@018an be characterized by the following milestofegs Kuura
2006; Smallbone/Venesaar 2003, Varblane/Mets/Adskaja 2010, pp. 19; Karo 2010; Kirch 2010; Reidiidowski
2006; Kristapsons/Martinson/Dagyte 2003, pp. 139):

From 1992 to 1998, the Swedish Organization NUTEWlemented a project called: ,Support to Regional
Development in Estonia through Business Developrhéiite main aim of the project was to support the
establishment of three regional business centrésu(\Wiljandi und Jévi) in order to stimulate prieasmall
business in economically depressed regions;

In 1993, the EU PHARE programme started to supff@tBusiness Advisory Service (BAS) centres; four
centres were established in major Estonian cifiegliin, Tartu, Narva and Parnu). At the same tithe,
programme “Estonian Jobs and Society” (J&S) wagestawith Finish support and based on a concefit tha
larger business would promote the establishmensnodller enterprises; thus four business centreg wer
implemented in Tallinn, Harjumaar, Hiilumaa and $aza,;

In 1994, the “State Support of Enterprise Act” wasssed; it did not mention SMEs explicitly, but eet
certain criterias that have been used since then,tlee number of 80 employees. The EU funded ptoje
“Technical Assistance for SMEs in Estonia” was iempénted as well;

The “Rural Development Foundation,” under the Minyisof Agriculture, was founded in 1993 in order to
support economic development in rural areas by-teng loans, granting of leases, and specific sttppo
services;

In 1997, the Estonian Regional Development Age®JA) was established as an ,umbrella“ organization
Its main tasks have been to implement the govertimeegional programmes as well as the programme
“Business Support Networks (BSN)” as independentchasely related and co-operating institutions;

In 2000, “Enterprise Estoni&’ (Budget 2005: 98 mill Euro) was introduced as & fiegmbrella™® agency and
the Estonian Credit and Export Guarantee Fund (Bxgdvas founded as an institution to support SMESs’
financing situations and to decrease export-relatedit risks;

In 1998, the R&D Council initiated the work towarals “Estonian R&D strategy” collaboratively prepéitey

the Ministry of Education (now Education and Resbprthe Ministry of Economic Affairs (now Economic
Affairs and Communications), and the Estonian Acagleof Science. In 1999, the Estonian Science
Foundation and the Estonian Academy of Science® wecepted as members of the European Science
Foundation (ESF), a pan-European body for promatiagagement and regulation of solid scientific picac

in the European Research Area. In 2003, Estonidgicjpmted in five ESF research programmes
(Kristapsons/Martinson/Dagyte 2003, p. 150);

The major improvement of policy-level thinking d&d since late 1990s due to the aforementioned
developments. Two documents about the Estonianvation policy were prepared by the R&D Council, the
ministries, and the Estonian Academies of Scieirtesder to promote a set of general policy priesit(e.g.

the improvement of quality of product and servigisyelopment of innovative products based on |18&D,
creation of innovation networks): The Estonian &tanovation Programme (approved in June 1998)tla@d
National Development Plan for the years 2000-200299). Unfortunately, neither of these were acyall

15 “Enterprise Estonia” (EE) was established duedmes problems that arose by the policy path traegdre. A PHARE report
states that the plurality of private and publiditnsions (Chamber of Commerce and Industry, EstoSiarall Business Association,
Investment Agency, Trade Promotion Agency, TourBoard) — additionally to BSN — involved in the progesf supporting
entrepreneurship were accompanied with problent®ofdination and responsibilities. EE was started éoundation subordinated
to the Ministry of Economic Affairs and encompasséisaforementioned agencies, i.e. integrating ERBA001. In 2003, the
functional organized subunits of EE were reorgathinéo three divisions: the Business Start up Dansithe Business Development
Division and the Busines and Living Environment iBion (Kuura 2006, pp. 469; Varblane/Mets/Adrijeak2010, p. 23).

18 programmes like NUTEK or PHARE were relatively witlanced, while others (e.g. J&S) were plaguediimjted resources.
Thus, the need to consolidate was felt in Estqiiaura 2006, p. 468).
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implemented due to the lack of resources (VarbMe&s/Adrijevskaja 2010, p. 20;
Kristapsons/Martinson/Dagyte 2003, p. 150);

= In 2000, the White Paper on the strategy of R&[Estonia for 2001-2006 “Knowledge Based Estonia” was
accepted by the government. Referring to this, R&&fvities — partly financed by EU structural fundsvere
supported in order to establish a research, teoggotievelopment, and innovation (RTDI) policy. The
government prepared two related programmes (the-awvareness and the spin-off programme). Thereby it
became a commitment to Lisbon Strategy’s requirésnenorder to preserve the European welfare m¢mbel
Rodrigues, 2003Y. The Estonian Technology Agency (ESTAG) was founiie#000 in order to implement
this innovation policy. The Estonian strategy sgttwo main objectives: (1) Updating the pool obluledge
by raising the quality and level of scientific rasgh and (2) increasing the competitiveness ofrprises. The
implementation was done by four key lines of acti@eid/Walendowski 2006, p. 9):

o Financing research and development, such as theaise in total expenditures on R&D from 0.9% in
2003 to 1.5% of GDP by 2008;

o Development of human capital by reinforcing and ptamenting the national educational system
strategy (“Learning Estonia”);

0 Increasing the effectiveness of R&D and innovagstems by raising awareness, bridging structures
between industry and research, supporting spin-efts;

o0 International co-operation by strengthening Estomiarticipation in international R&D networks.

= The “SPINNO programe” was introduced 2001 for thbacement of the commercialization capacities and
activities of public research institutions. Moreesifically, it had the following objectives: (a) increase the
exploitation rate of the results of research cdro@t in Estonian universities and R&D instituitsr(b) to
develop an evironment favourable to entrepreneadtvities in Estonian Universities and R&D ingtibns,
(c) to develop co-operation between Estonian usities and R&D institutions in supporting knowledge
intensive entrepreneurial activity (SQW 2003, p. EE and the Ministry of Economic Affairs and
Communications (MEAC) provide grants in form of fieancing for public research institutes for theation
of spin-off organizations and capacitfésAfter the period 2001-2006, the programme has leetinued for
the period 2007-2013 (Brighton/Kells 2007);

= The R&D Financing Programme was established in 2@@@iget for the first period 2001-2003: 15.3 mill.
euro) in order to support R&D activities in indystts well as research institutes. The programméacta
three sub-instruments: (1) support for feasib#itydies, (2) applied research support for R&D fastins, and
(3) applied research and/or product developmematiand loans for companies (for an overview efittain
conditions of granting support see Kalvert/Jirgens$2009, pp. 3) The objective of the renewed
“Knowledge-based Estonia” strategy 2007-2013 ismtwease Estonia’s R&D investments by 2014 to 3% of
the GDP;

" This was a result of reorganization of “The Innia Foundation,” the first, but hardly notewortloyganization supporting R&D
established 1991. The understanding of innovataitypwas extended during 1990s from project-badiity to a more systematic
understanding of innovation. In 2004, a strateggudeoent “Estonian Success 2014” was passed congathia aim to double
Estonian GDP by 2014, increase productivity by 8@ increase employment rate up to 70% of labgempaulation.

18 During the period 2001-2003, three projects hasenbprovided at Tallinn University of TechnologyT), Tartu University
(together with Estonian Agricultural University afidrtu Science Park), and for BioSpinno as a sewite project (including, for
example, the Estonian BioCentre, Instititute of Chanénd Biological Physics, Tartu Biotechnology Pakd the Estonian Gene
Centre); this was subsequently extended to sevgegusaluring the second round of funding awarde2Diod.

19 “The goal is to apply the developed technologies imnovations in business, thus increasing thectffeness and improving the
performance figures of the company implementingpitaect and the Estonian business sector on tleeWEAS 2001, cited in:
Kalvet/Jirgenson 2009, p. 3). Kalvet and Jirgersome shown that input and output additionalityhe$ orogramme turned out to
be generally low without claiming to cut off R&D gming schemes, because of changes in enterprisssavibur and
entrepreneurial attitude. (ibid, p. 17).
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= The Competence Centres Programme (launched in 2@@R)become one of the main innovation policy
measures in order to bridge the science and teohndadpheres of the innovation system. The needafor
qualitative shift of core capabilities was estdidid by eight centres including about 100 enterpriseostly
SMEs) and covering different fields of biotechnold@ood, medicine), nanotechnology, ICT (hardwane a
software solutions), and machine technologies. fitgic budget for the 2007-2013 period is approxatya
58 million EUR (Karo 2010, p. 189). Due to thiss@lsome programmes of entrepreneurship education at
universities, e.g. at Tallin University of Techngjoand Tartu University have been implemented dutire
last decade;

= The “Estonian Development Fund” started in 2007aathink tank in order to lead Estonian economic
restructuring and is based on the Estonian Devedopiiiund Act (2006). Recently, it triggered the #@imbs
programme “Growth Vision 2018

In , the National Technology Programme startedridento concentrate the R&D support measures irgasain which
Estonia has the potential to thrive in internatlos@mpetition. For this purpose, the Ministry ofdbomic Affairs and
Communications, together with the Ministry of Edilma and Research, planned to launch state-lewd#intdogy
programmes in areas of national priority. The fgtstte programme to be started was the nationaigirieechnology
Programme (ETP3: In addition to the ETP, programmes in the fieldsbimtechnology and information technology
have been or are about to be launched.

[1.3 A Schumpeterian Evaluation: Short- vs. Long-Tem Competiveness in Estonia

Especially the “Knowledge Based Estonia” strategy e regarded as a milestone in Estonian RTDicyiofit

contributed to shifting attention of policy-makerem a ‘laissez-faire’ (free market) approach t@mamic policy
towards the need to invest significantly greatdslisiand private resources in boosting higher vladded activities”
(Reid/Walendowski 2006, p. 12). Based on a firnife tycle approach, the following (figure 2) illustes how
different kinds of innovation and entrepreneursp@icies are targeted to the different tiers ofirans innovation
process. Thereby, the problems of financing inrionat (and entrepreneurship in general) by publforef can be
viewed closer from a Schumpeterian standpoint.

20 The public fund aims to do 6-8 investments a yewris targeted to early stage Estonian comparitesaw ambitous international
expansion plan, a sustainable, unique competitilv@mtage, a strong team, scalable technology/bssim®del, and a clear exit
path. Furthermore, investments into foreign comgsmare possible, provided their headquarters #ablshed in Estonia and if they
bring R&D activity to Estonia. The fund is a full méer of the European Private Equity & Venture Capitsociation (EVCA) and
was basically endowed with 36.8 mil. € (“Arenguféndrherefore, the state-owned shares in AS Eeskedom, equivalent to at
least 3 percent participation, were transferredhto fund from its start as the backbone of its #tvent capital. Investments are
alway made jointly with co-investors in order tooal crowding out effects. The fund contains a tefr5 experts, a supervisory
council (9 members) and an international expertrogee (7 experts). Furthermore, the first attentptestablish a formal network
of business angels was supported in 2009 (see wengafond.ee)

2L This programme was launched in order to concentita¢ R&D and innovation priorities of the Estoniamergy sector, to
determine the directions of Estonian energy edaonadivailable, to improve the efficiency and tramspay of financial resources,
which already have been allocated in the fieldrargy, to improve inter-ministry cooperation in fiedd of energy, and to improve
cooperation between the state and the energy sectmwithin the energy sector.
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Figure 2: Innovation Policy in Estonia
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Source: Survey “Financing of Estonian innovatiostsyn” (Zernike Group 2004, p. 82)

In sum, it can be concluded that Estonia has madsiderable effort in order to establish a framdwairinnovation
policy. What we would like to do in this paragrahto assess these initiatives critically from ah8uopeterian
standpoint of evolutionary economics. As the litera overview has shown, the aforementioned innorngpolicies
were only marginally successful. Recently establishrogrammes might be an exception due to someitggeffects,
but taken as a whole there have been no satisfaeults’ However, it has to be stressed that Estonia hasihtl
the present the status of a moderate innovatorafsees’), and it seems not to be fair to evaluate an iatiou policy
after ten years when it generally could take a lpagod (maybe decades in case of Kondratieff dyosinto recognize
the unfolding long-term impact of innovation progmaes. Nevertheless, we are going to judge the Bstactivity by
some reflections with regard to Schumpeterian fksoand policy practices. Hence, the following ®ectis not
dedicated to trivialize the aforementioned Estor@#forts, but to provide a more detailed evaluatigrdifferentiating
four interrelated aspects:

1. Inappropriate techniques and the addressing ofvetimn programmes;
2. Strong relationship to an “input-logic” driven grtwtheory;

3. Programmes are strongly involved within a free érpdradigm allowing an influx of FDIs in low valaelded
industries and thereby hindering the raise of dyinammparative advantages;

4. Programmes can be seen as a camouflage, hidingkaofaentrepreneurial culture within the institutéd
sphere of political administration.

Ad 1) One can state that some of the Estonian initiativeve been viewed critically because of techrésglects
(Zernike Group, 2004): Payments are mainly spenbspectively, thus entrepreneurs still need teg-anoney for early
stage investments to take part in subsidy prograsninecase of applied research grants and fedgilsiudy grants,
they are used in tier 3 instead of tier 1 and 2usThan entrepreneur needs to have 50% of the tépithimself.

Furthermore, the applied research grants and Krepiaxanteed loans are usually paid in cooperatiitim banks As
Smallbone and Venesaar (2003) have shown, onlyyasmall number of firms benefit from or are evevaee of these

22 As mentioned above, the Total Entrepreneurial tgtiindex is still low. Within the Estonian econgnmedium and high-tech
innovations play only a minor role within the emreneurial scenery. Using comparative data fronBihestat database, Varblane,
Mets and Adrijevskaja (2010, p. 14) state: “Thershaf firms from the high or medium-high technologsanches of industry
composed 13% of all firms in Estonia. (...) Onlytether Baltic countries — Latvia and Lithuania ladgb very low level of this type
of firms.”

2 gschumpeter gave a broad concept of innovationaiming five cases (see article above). Christen2660Q) gives theoretically
based insights that incremental innovations cad iet a situation of an Innovator’'s Dilemma. Irettase of Estonia, Kattel (2009)
has shown illustratively that statistics on Estaniase during the 2000s are input- and growthteglawhile innovation-based
development effects are hidden.
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programmes. From the beginning, the reform of teian research and innovation system have beeiedaut

seperately by different ministries. Hence, theaystvas split into two independent parts (academense and applied
science), while the links and interactions betweesearch and industry remained underdeveloped téggens,
Martinson and Dagyte 2003, p. 153). Varblane, Matd Andrijevskaja (2010, p. 41) clearly pointed thit these
programmes have not been aimed thouroughly forrizstceconomy’s needs:

“Among other Enterprise Estonia instruments it@sgible also for high-tech companies to
apply for a 45-75% refund of company’s R&D expeundis or applied research costs.
Unfortunately up to now the support of growing kiedge intensive firms in the fields of
biotechnology [# Kondratieff?] or information technology [%ondratieff!] is very low on
the stage of applied research and product develoime

Furthermore, the evaluation of aforementioned aiashave shown that persons involved in fundingepdures “often
do not have the necessary expertise, and thertagkaf clarity of assessment criteria, institngdnvolved are highly
fragmented and conduct overlapping projects. Ovamabunts of RTDI financing in Estonia is not sciint to develop
a knowledge-based economy” (Varblane/Mets/Adrijejak2010, p. 273* Moreover, Reid and Walendowski (2006,
pp. 12) have figured out that the Knowledge Basstbiiian strategy contained a number of weak p@ints missing
links:

1. Despite identification of key areas, mechanisms tfo selection of R&D institutions were not clearly
identified and the responsibilty for pushing fordi@nalysis on the key technology fields was tooigmis;

2. While the strategy clearly argued for the needrisuee support to the new and additional demandR &
and innovations not only in high technology sectmrsalso in traditional manufacturing sectors, rieasures
tend to focus on a small group of higher technologgnpanies and there were no explicit sectorabasti
foreseen;

3. The principle focus of most human capital and R&Basures was the investment in infrastructure ccipe
projects. The underlying assumption has been thatinfrastructure will attract young people to tee
scientists and favour returns of scientists whoehawigrated. Other factors such as national amdnational
labour market dynamics for skilled scientists andireers should also have been addressed.

Furthermore, the innovation programmes SPINNO, RBiDancing and Competence Centres have been ceiticiz
several times regarding outcomes and direct inmmvagffects. However, we have to relativize thesghnical aspects
from a Schumpeterian standpoint, since by movimgnfrno-policy policy’ to a ‘technical unconvinceabpolicy’
something “entrepreneurially” has happened. Albledire has not been much success in terms of “idmatttomes
(rates of patenting, returns of licensing, amouhtspin-offs created), some “intermediate” outconfes/e been
observed, i.e. increasing the knowledge about cawiaisation and technology transfer in researditutes, creation
of basic legislation, procedures and technologysfier organisations (Karo 2010, p. 188; Kalvergéinsson 2009, p.
17; Brighton/Kells 2007, p. 9). Furthermore, thetfthat the Parliament discussed and passed titeggrwas “itself a
significant step forward towards recognition of tbée of R&D and innovation for economic and sociavelopment of
the country” (Kristapsons, Martinson and Dagyte20f 153).

Ad 2) Generally, Estonia’s expenditure to higher edorais too low (about 60% of the average level & EL).
Hence, the present situation in training of higljyalified specialists is not sufficient; backwarggen training
specialists with doctoral degree is one of the nmwblems (Kirch 2010, pp. 277). This is, of coyrae important
problem of pure input logic. From a Schumpeterigawpoint, the question has to be raised “wheth&nawledge
investment target [= input logic] has a real ecoitosignificance if the local economy fails to appriate this
knowledge (...). It requires capacities within ietty to integrate and exploit it, not to mentiorcdb finance for the

241n this context, Kattel (2004, p. 413) refers tiodses that give proof that “in principle, one ahe same or similar projects receive
financing from several different sources”. Thesehtécal aspects have been also figured out by diereatudy of Nedeva and
Georghiou (2003).
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product development phase [development and evolartjologic]” (Reid/Walendowski 2006, p. 14). In ethwords, the
overall objective of increasing R&D expenditureslt®% by 2006 (and 3% by 2013) has some intringakmesses
(ibid, pp. 13):

In this context, it can be stated that the Estomésearch funding systems have a tendency fortaricial lock-in of
funding favouring existing rather than emergingeesh poles. The implicit assumption of a rapideadf private
expenditures on R&D by enterprises (both in reashare of total R&D expenditure and in absolute&® is doubtful,
since this project increase does not take sufficaatount of Estonia’s industry structure and ieneral market
orientation. “Firms aren't interested in increasRgD expenditures just for the sake of it but besmathey expect that
the new or improved production processes, techiyatogcepts, or new products responding to markedsemerging
from these activities, will improve their efficiepand hence their long term competiveness” (Reidéwtowski 2006,
p. 13)%

Moreover, the strong orientation at the Finish RBficy system is neglecting the fact that oncedtidl established its
policy and their successful development decisiansacalled weak signals for Schumpeterian prosegse imitation
of this modus operandi under different circumstaniseendangered with a misleading policy approachawaste of
resources. Kattel (2004, pp. 414-415) has argudblincontext that two essential mistakes were nmiadée policy
transfer.

“For one thing, Finland has implemented very aggjuesR&D policies since the 1960s,
where the public sector played an important roleictv created essential preconditions for
the genesis of relatively strong R&D which are aavarf the needs of the economy.
Secondly, Finland's current innovation policy pamgmes are based on social and
economic signals, which refer to the existence &fraly organised civil society, science
and industry. Neither Estonia's science, society eepnomy meets these preconditions
today. It would be unreasonable to add more measstieulating competition to the
underfinanced and fragmented R&D system, while agtitipn is basically missing and the
interests of entrepreneurship lie elsewhere” (Refees and footnotes left out)

However, while reading Estonian innovation prograesnone sometimes get the impression that Schurgpeter
innovation perspective has been seen from an ilggit perspective, like the way in that New Growitheory has
interpreted Schumpeter’s appro&eti.he policy is more focused on the role of produttfactors of an innovation-
related production function than on entreprenewrsgects causing the raise of inputs. Therebyeatiautomatism is
presumed, which is contradictory to the evolutignarterpretation of Schumpeter’'s framework (devetemt and
evolutionary logicy’ “Unfortunately learning is not an automatic pragdsut certain motivation to enter the learning
cycle must exist” (Varblane/Mets/Adrijevskaja 2010, 22). An input logic approach neglects the psscef
entrepreneurial learning to reflect and applicat&DR knowledge, normally appearing as tacit knowledge
“Consequently the success of Estonian economy dispegavily on the capability and willingness ofrfg to adapt and
utilise knowledge produced outside Estonia. We riedthve skills — to understand the knowledge,lide & use it and
to adapt it for creating new knowledge” (ibid). Aam task will be to improve the human capital basd to skill it

% See also the comments of Varblane, Mets and Andifiaja (2010, p. 40): “Recent innovation surveykicated that only a small
fraction of Estonian firms innovate and most ofsa@o so by importing capital equipment rather thyeonducting basic research
themselves or purchasing research services froomst or foreign research institutions. It refletttat Estonian firms are often not
on the current technology frontier and the growkhheir productivity and competiveness does nouimqthe implementation of
cutting edge R&D.” In the same way, Kattel claimed2004 (p. 414) that “to entrepreneurs almost nasuees have been
channelled in Estonia that would motivate themmiest in R&D projects.”

% Some of these growth models are more or less atimwvoriented (Romer Aghion and Howitt are well Wwmoauthors in this
realm) in order to overcome Solow’s well known Ilidox “residual.” Nevertheless, the common groufdhese models is the
analysis of an input-stimulatedrowth path under specific production-technologicatumstances (cp. Ropke 2006). For the
theoretical reference to Schumpeterian Theory beee figure 1.

27n a similar way, Reid and Walendowski (2006, p). drgue: “This aspect of the innovation systemsaiemrelatively ignored by
a strategy that remains essentially linear in apgiio(the hypothesis that increasing research fignidirEstonia will automatically
lead to increased growth and competiveness indhetdes).”
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entrepreneurially in order to remain benefits flomman capital’'s and R&D’s spillover effects in Bgt However, the
followed path of strengthening academic entrepresten within the acdemic scenery still seems tineéfective?®

Ad 3)Estonia still follows a free trade approach inesrtb attract further foreign capital. One can assthat FDIs by
themselves are not directly connected with stromcktvard and forward linkages (in terms of Hirschjndrhis might
lead to a process of fostering short-term assetnisa@mnd triggering “Ponzi schemes waiting to hapg&@ttel 2010, p.
3). “As foreign capital has tended to finance congtion instead of productive investments and hasgeoerated
positive returns or export surplus, Estonia facedlems in servicing debt and interest payment©$T Action 2011,
p. 5). Thus, the easy credit boom in the 2000s todyered up deeper structural problems createsutiir industrial
restructuring in 1990s” (ibid, p.8Y.Varblane, Mets, and Andrijevskaja (2010, p. 8}esthat “the inflow of foreign
capital is currently still oriented toward reapibgnefits from the relatively low labour costs.” Trak Ricardo’s
theorem of comparative advantages into consideratio can be claimed that Estonia is following athpaf
specialization on low value added activities byefrade® Consequently, it gets more difficult to emancipfacen such
a market-driven specialization pressure, and osetdaely on static comparative advantages andateeta short-term
strategy. In terms of modern evolutionary economirdy lower forms of entrepreneurial functionselikoutine or
arbitrage entrepreneurship (see Ropke 2002) haveetcurtailed in order to prepare the soil for Sopaterian
entrepreneurship. Varblane, Mets, and Andrijevskafer to Havas' analysis of Hungary in order tglain the
Estonian situation:

“economic development can be maintained, or eveelamted, without indigenous R&D

and innovation efforts in the short run thanksdeefgn direct investment. Country opting

for this ‘development’ path becomes not only ovel®pendent on foreign technologies, but
would most likely to lose its attractiveness, tab:best becoming the ‘dumping site’ of
outdated technologies, or even abandoned by forammufacturing firms altogether” (cited

in Varblane/Mets/Andrijevskaja 2010, p. 8).

We already described this situation by differeimigitbetween a process of economic growth (“inpgfidd and a
process of economic development (“development fdicFurthermore, if one takes into account some eiaslaty
variables of action (property rights, competenaes motivation), the dilemma of entrepreneurshigEgtonia gets
more visible. The central question thus is whe#wrepreneurial competencies and motivation withi academic
and economic sphere in Estonia can be generates timel actual circumstances (blocked learning @®cé catching
up, free trade paradigm). From this perspective rtiee of property rights in terms of tariff andnatariff barriers have
to be reconsidered, at least if one wants to craateatmosphere where dynamic comparative advaneaede
achieved. McClelland’'s “achievement theory” and iisplications — task difficulty perceived as tooghi for
Schumpeterian entrepreneurs thereby blocking #eeaif entrepreneurial competencies necessaryriovative areas —

2 varblane, Mets, and Adrijevskaja (2010, p. 27)éhaoted: “Even though the two mentioned universifigartu University and
Tallinn University of Technology] are relativelyrehg in basic research their commercialization cet@pcies are not yet fully
developed, and their training for entrepreneurghipsufficiently integrated in study curriculum”.

29 By 2008, 15 out of 17 banks were foreign-owned \ithasset share of 98.2%. Hence, “the Estonianoetpmas turned into a
bubble economy, where foreign capital was direatéal services, financial intermediation, real estaind other businesses that by
targeting domestic markets with non-tradable gadmiot generate foreign currency earnings, butdaduoflationary speculative-
led growth” (COST Action 2011, p. 2).

%0 See Reid and Walendowski (2006, p. 32): “[T]he esonremains dominated by labour intensive sectbpsaruction, which are
already losing competiveness (textile, furnitudedw value added intermediate products dominate riEtoexports unlikely to
create sustained longer term growth due to thetivelg low importance of medium and high-technologgctors (both
manufacturing and services), this is evident imteof employment figures.”

81 statistics generally are not able to detect theld@ment logic effects (and problems) behind imglated growth processes (see
above, figure 1). In case of Estonia, Kattel cleathtes: "The underlying cause why so many pditglysts and economists missed
what is going on in these activities [FDIs] is héddin the very nature of modularity in productidvhat are statistically captured as
high technology products may in reality be venfatiént in nature: it can be touchscreens for iPeardt can be assembled mobile
phones for any brand mobile producer. Both showsaubpigh technology statistics, yet the former ig@dpct at the beginning of its
life cycle and the latter has clearly reached niigtuf...) Thus, even if high technology exportssdadeen growing in developing
countries, this does not mean that we deal withlaily dynamic sectors with significant increasingturns and forward and
backward linkages. Not realizing this changing tedbgical nature of production became one of the falacies for the Baltic
States and their chosen economic policy model”"tgX&009, pp. 8-9).

110



Cord Siemon / Nils Otter

can be mentioned regarding the establishment ofnaavation system under free market circumstantesny
knowledge-based small enterprises and spin-offsuasble to achieve a critical mass because of dvourable
environment; they have a short lifetime and weasinmss plans, they create little know-how and dearer products,
thus having very little impact on both the devel@mmof global technology and innovation in the loeaonomic
environment” (Tiits et al 2002, p.45).

In his interesting analysis, Marek Tiits stated titlae introduction of proactive foreign investmestitategy is one of the
most effective means in a small country to rapidigrease the knowledge intensity of the economyweier, the
Estonian innovation policy (...) has underestimatesipower and role of such proactive strategidscording to this,
Tiits claims for “much better focusing of the adiies of foreign investment agencies and closeombnation of FDI
strategies with education, research, employmenoémet policies” (Tiits 2007, p. 324). Hence, amportant issue for a
country in and after a catching up process likeokist is determining “which unique competitive adweaes are
available and how new ones could be created —hieratiords, what could be the future internatiopecsalization of
the given economy” (ibis, p. 333). By implementmdree market policy, it is evident that due to #itisence of capital
restrictions the main tools that are available goticy makers include traditional macroeconomicsF@i policies.
Following an innovation policy by controlling andéretting useful and less useful FDIs by tariff arah-tariff barriers
resp. techniqués requires political and economical “developmentisieas, and thereby decisions about possible
future specialization of an economy depend largelythe existence of a comprehensive shared vidi@aaountry’s
future. Even though it is clear from economic tlyefmontaining a dynamic perspective] that it is mdreneficial to
specialize in rapidly growing high productivity imstries (...)” (Tiits 2007, p. 333).

In this context, the sophisticated and importardlgsis ,Made by Estonia“ by Tiits, Kattel and Kaiv006) has
shown that after the first phase of catching upilisralization and start up boom the industry ie#tened to get stuck
in low-added activity by focusing on static compa advantages. A long-term innovation strategy tmtake this
into consideration:

»(...) Estonian innovation policy does not currgnfirovide any effective mechanisms to
influence the factors that hinder productivity gtbwin wood processing or electronic
industry [= static comparative advantage], whiclvehgreatest impact on our economic
growth and exports. Neither are there any scherat would specifically support the
emergence of new high technology economic sectodyhamic comparative advantage]"
(Tiits, Kattel and Kalvet 2006, p. 92).

Development theory and policy therefore examinedbweditions under which decisions can be madegeittrough
pacing devices or inducement mechanisms (Hirscht®8&8, p. 26). To integrate those elements we havedak out
of the dominant neoclassical paradigm (factor emdent and input logic) in order to focus on the epteneurial
process of combining input factors. An increaseexport per se is not enough to induce economic traofer
development), since exporting low priced productly @ontributes enough to secure minimal wagesqEi al. 2003,
p. 6). Furthermore, economic history reveals séymablems related to relying on natural resounceder free market
pressure (Dutch Disease, Efficient Poverty et@;Siemon 2010).

Ad 4) The political response to R&D policy has variednfrtime to time, depending on the ideological adiit of the
government. During the early 1990s, first officihtements with regard to the importance of sdierf@&D activity
remained on paper — ‘Big science’ could wait (Kapstons, Martinson and Dagyte 2003, p. 139). Comsgky,
Estonian expenditures on R&D have hovered aroube®% (in terms of GDP). The policy system in gaheould
be characterized by a lack of scientific and em@reurial attitude. Hence, in combination with eefimarket stance
and the reluctance of resources, there was no tthimeto engage in these fields actively. Rathbe scientific
community failed to establish contacts and pronaotéalogue with policy-makers (ibid, pp. 140-142).

32 Examples include quantitative restrictions on aHecation of bank portfolios in certain areas #nel use of foreign borrowings,
ceilings on short-term influxes, limits on loandoHeteral value ratios on mortgage lending, adjolet capital adequacy ratios and
risk weights, and so on (COST Action 2011, p. 2 thedreferences given there).
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During the first years, the Department of Foreigade played a central role in the harmonizatiomasfous legal acts
and acted as a coordinator of measures to inte@stenia into the EU and the WTO (Lumiste, Peffeahyd Purja
2007, p.17). At this time, there was a so-callethdew of opportunity:’ “Soviet Estonia had no Mitrig of Foreign

Affairs and hence no political history. (...) Iretearly 1990s the department employed many youagl@evho did not
have the burden of associations with the old systéfirst glance, this could have been an idealation for the

implementation of a Schumpeterian innovation polidg has been shown by historical examples, somesstdid

successfully create novel know-how and innovatiReiiert 2008). Tiits et. al (2003, p. 46) even gdHer when they
postulate that the government is obliged

“to change, reform and readjust institutions andiremment (legislation, the educational system,.)etnd to

demonstrate innovation in policy making.” The welkant strategy “Knowledge-based Estonia,” howewass just a
framework; the real implementation needs an entregurial attitude within the political sphere. K&tf2004) has
argued impressively that Estonia’s R&D system haenbbased too much on market-orientated competéiuh

partnerships as a core policy aim, but has lackeddols to create sustainable state capacitygpastitechnological
development. In regard to this, Tiits, Kattel andlwet (2006, p. 21) identify a strong misjudgemefpolicy makers
due to the strong input logic interpretation of hieovation process: “Even if Estonia did manageafudly increase its
investments to the level of 3-4 per cent of GDP weeild still remain but a very modest contestantheinternational
scale. Yet Estonia’s existing research and innongtiolicy has undertaken to follow the assumpti@at Estonia is just
as big a player as the US or the European Uniaf Arel with regard to FDIs, they claim that ‘thehit kind’ of policy

decisions are more effective and cheaper than@ut Ingic approach: “Implementing this strategywhweer, requires
exceptionally professional and determined publiicgadevelopment; including enforcement of convercge between
the policy of attracting high technology focusecefgn direct investments and the existing structifreconomy, and a
proactive technology transfer policy to ensure thatknow-how accompanying the foreign direct itwesnt actually
gets passed on to domestic enterprises” (ibid).

Likewise, Drechsler (2004, p. 393) states: “The &egnomic and development issues of today, susiititpadynamic

markets, innovation and technology, actually fogerrole of the state for economic growth (...). Behumpeterian,
innovation-based world cannot be imagined withoutagable state actor (...)" (ibid). Therefore, thearee of

development decision within the institutional lacajge of innovation policy has to be endowed wittregreneurial
capabilities and motivation, but also provide ttiatial public goods. According to this, Drechsldeauls for a
Weberian-based and Schumpeter-orientated re-ietaton of the New Public Management Approach, aagament
philosophy used by governments since the 1980stemise the public sectdr

“The key to succesful PA [Public Administrationfoem, vital as it is not only, but also, for
economic growth, as well as, if you will, for googbvernance, is to strengthen
administrative capacity and competence of a respemd responsible state. The optimal
solution for this is a genuine post-post-NPM [Neubkc Management] system, Weberian-
based but with the lessons from NPM learned, whiemd this is not less right for being a
cliché — puts the human person into the centeddofimistrative decision-making. And this
is a Neo-Weberian State, with attention to the Kijgdocal reality, and with the final goal,
as always, of the Good Life in the Good State” ([der 2005)

Moreover, Karo (2010, p. 174) states that “the etih of institutions may be a bigger challengehie catching-up
context than the emulation of technologi&sAccording to his institutional thinking, the gomance of public science

33 Seewww.wikipedia.de “New public management is a broad and very compeem used to describe the wave of public sector
reforms throughout the world since the 1980s. Tla@rhypothesis in the NPM-reform wave is that mmaket orientation in the
public sector will lead to greater cost-efficienfyr governments, without having negative side éffean other objectives and
considerations.”

34 In this context he refers to political-economiolems of an innovation policy regarding the cyitfiand the self-centred
attitudes of politicians in order to be re-electéthe process of emulation of governance of sciesutgé innovations systems is
further complicated by the technological cyclicaldf economic development (...) and changing cutivdaunderstandings about
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has gradually moved from a purely “public good” édsationale to a more “network” based rationalee Telative low
success of Estonian innovation policy can thenriberpreted “as a general weakness of the sciengénmovation
system to provide basic capabilities and suppomiogernance structure and capacities for innovdtased economic
restructuring” (Karo 2010, p. 185). He argues thatadoption of seemingly “successful blueprintké ithe US Bay-
Dole Patent and Trademark Act of 1980, grantingjtuntsons of public science and also individualesttists the right to
claim property rights (patent, copyrights, tradeksgiof the scientific knowledge created throughligufunding, may
not be successful without a perspective that costai more systemic approach providing a histoiiiestitutional
perspective. “The lessons from the US science andviations system should not be learned in termshatt policies
or what kind of reforms have been carried out,ibuerms of what was the combined structural asditutional effect
on different aspects of the governance system” k)10, p. 181). We have already stated that erneprrs and
scientists complained about a lack of expertisdiwithe sphere of public administration after tla@plied to attend
innovation programmes (see above). Furthermoretéiiess “Although Estonia has adopted a joint Redeand
Development and Innovation Strated§nowledge-based Estonié should be only seen as a formal change incpoli
rhetoric towards a more coordinated policy arendirect policy measures to coordinate both the desigd the
implementation of R&D&I logic like National Techrmy Programmes (which are merely tools of cooritmythave
not been fully implemented (first two programmearting in 2009)” (Karo 2010, p. 187, fn. I%f).

lll. Conclusion: The Free Market Doctrine on Trial

A country that is going to continue its catching-ap leapfrogging development process must have viine
entrepreneurs paving the way for all other kindsofrepreneur®. These innovators have to be allowed, able, and
willing to adapt and transform their resourcesptiti: knowledge, capital, natural resources, etdthin their domestic
markets in order to induce positive linkages tosalttors of industry. The specific characteristics of the catching-up
process of small countries are on the one handidinresources and growing complexity of developbasic
technologies hindering the establishment of a sustisive infrastructure. On the other hand, globatket for low and
medium technology products are increasingly dorethdty the scale and cost-advantaged and rapidiysindlizing
countries, e.g. South East Asia, India, and Chinigs( Kattel and Kalvert 2006, p. 20). Hence, thain challenge for
catching-up economies like Estonia lies in “theipability to be innovative while learning to usalatevelop the latest
imported technologies, simultanously with estafighdomestic industry that is competitive on intsional markets”
(ibid, p. 19).

In order to build dynamic comparative advantagesehtering a new techno-economic paradigm (basedveak
signals: holistic health; bio-/nanotechnology), effective industrial policy (picking the winnersy lnvestments in
BCG-Matrix’ ,question marks“ is needed by overcomiHayek’s information problem (“arrogance of knodge”)*

proper institutional underpinnings of these devalepts (from a linear to a more systemic understandf technological change)”
(Karo 2010, p. 175).

35 During recent years a significant shift in the mefinancing of and emphasis in the science ambvation policy can be
observed. The MEAC was relatively under-represeirtgidnding innovations until the introduction ofetfEU Structural Funds in
Estonia. It funded about 14% of the total stategetidor R&D in 2002, while it increased to approxieig 40% by 2006. The rest
has come through MER (with other ministries playangninor role funding up to 1.2% of the R&D budget(& 2010, p. 187). In
this context, the evolution of innovation progransnoan be explained: “it is almost easier to initiaew policies than to change
structural characteristics or old policies of atigatar system. Therefore, it is not surprisingtthaw policy initiatives, such as
National Technology Programmes are initiated iroBist in another attempt to create a horizontal dioating mechanism into a
structurally fragmented system that is not likelyptoduce the desired solutions” (Karo 2010, p)194

% For leapfrogging in general, see Brezis, Krugmah Esiddan (1991). In context with the catching upcgss in the case of China,
see Zhu, Lynch and Jin (2011).

%7 The important role of innovations is neglectedtia conventional theory of international tradegsithe role of entrepreneurs’
efforts “combining given factors in a new way” ignored theoretically. It reflects an entreprendubiehaviour Schumpeter
described as the actions of a ‘mere manager” @rtine entrepreneurship’ in terms of Jochen Rdpkeg endowment of given
production factors (labour, capital, knowledge,.)ets the basis for a production function-orientexplanation for the bulk of
international trade fluxes. Heckscher-Ohlin’s theor (and its followers) reigns. Schumpeter's conosess of economic
development (innovation, entrepreneurship, finaraze) difficult to integrate in standards economicbut the other way around
might be more fruitful (see Siemon 2010).

%8 The statement of a high innovation policy official“How should the government know which sectogttuto be supported, and
why and when” — would be a strong rapprochemetti¢d'drastic market ideology” which has been chindstic of Estonia’s policy
approach throughout the periafter regaining independence in the 1990s (Kafié¥2 p. 414). Hence, Tiits (2007, p. 336) claims

113



A Baltic Tiger in a Gilded Cage — A SchumpeteriaewW on Innovation Policy in Estonia

Finnish economic development in the 1970-1980sthadolicies implemented to catch up with Swedenvaluable
recent examples (Tiits, Kattel and Kalvet 200660). Tiits, Kattel and Kalvet (2006, p. 9) statattfwithout this
policy and with the continuation of current speiziab trends, Estonia is unlikely to ever catchwigh the level of
economic development in the European Union, thedd$®)e ‘Asian Tigers.”

Estonia’s export sector products are based on alatasources (wood processing activities) and |lawe adding
functions of Scandinavian information technologies! electronic clusters (endowing cheap/low-skilkgbur) being
engaged primarily at the end of the product lifeley. Therefore a shift towards new comparativeaathges is
necessary to vitalize older industry segments andstablish new industry cyclés‘Increasing wealth (wages and
profits) and employment in Estonia is only possibl¢he long-term with the sale of innovative protfuand services to
foreign markets. To achieve this, Estona must bimakof the stereotypes associated with transitiocoantries and
make itself known in the world as an innovative oy’ (Reid/Walendowski 2006, p. 32). The Schumpate
orientated literature on Kondratieff dynamics hiasven that for basic innovations in Kondratieff a®l5 and 6 the role
of academic knowledge and entrepreneurship hasmgtosmendously (Perez, 2002; Reinert, 2008; R6RKEH).
Therefore, a strategy to break out of the freeetrpdradigm temporarily has to be accompanied vsthbéishing a
culture of academic entrepreneurship by coachiagitto strengthen their capabilities and motivatibimis culture is —
despite certain efforts — still lacking. As longthe Estonian innovation policy will only be diredtto producers with
cost advantages and low scientific input, theré lvélno real economic development in the Schumjgetesense. Thus,
the framework of innovation policy in Estonia iskdi a gilded cage, supporting enterprises, but camgtu
entrepreneurship.
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