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EXECUTIVE SUMMARY

Estonia's strong economic growth and high
employment offer a window of opportunity to
pursue key reforms. Effective policies to address
the risks associated with demographic decline and
bottlenecks in Estonia's social protection system,
as well as in research and innovation, would
enable better use of resources, including of human
capital thereby raising the country's growth
potential.(*)

An improving external outlook and a recovery
in investment boosted Estonia’s real GDP
growth to above 4 % in 2017. Real GDP growth
is forecast to settle at around 3 % in 2018-2019
once the initial boost from the investment recovery
passes. Exports and private consumption are
expected to continue adding strongly to growth,
although inflation and a tight labour market could
weigh on their development. Estonia has loosened
its fiscal policy, as new expenditure plans are not
fully covered by revenue increases. In structural
terms the deficit is expected to significantly
increase to about 1.5 % of GDP in 2018 and 2019.

Estonia's labour market has performed well,
and employment and labour market
participation have been high, but a falling
labour supply imposes challenges. Backed by a
favourable economic environment, unemployment
has declined since 2010 and is currently among the
lowest in the EU (6.8 % in 2016 and 6% in 2017).
However, unemployment is expected to increase
moderately in the coming years as the ‘Work
Ability’ reform activates people with reduced
ability for work who might not become employed
immediately. In the medium term, the working-age
population is projected to shrink considerably. As
a result, the pressure on the cost of labour is
expected to rise. Some challenges also arise from
skills shortages.

The poverty risk among the older people has
increased, largely because pensions have not kept
pace with economic growth. Pension adequacy is

() This report assesses Estonia’s economy in the light of the
European Commission’s Annual Growth Survey published
on 22 November 2017. In the survey, the Commission calls
on EU Member States to implement structural reforms to
make the European economy more productive, resilient and
inclusive. In so doing, Member States should focus their
efforts on the three elements of the virtuous triangle of
economic policy — boosting investment, pursuing
structural reforms and ensuring responsible fiscal policies.

likely to become a bigger problem due to rising
dependency ratios. Long-term care needs and costs
are fuelled by the rapid ageing of the population.

Productivity growth in Estonia has picked up
recently, but not to the extent seen before the
crisis. Labour productivity growth has halved
compared to pre-crisis growth rates and lags
behind the wage growth. The gap between labour
productivity and wages narrowed in the first half
of 2017 as the growth in productivity became
faster and exceeded that in real wages for the first
time in several years. At the same time, the overall
slowdown in investment rates to the EU average
levels suggests that the fast catching up phase may
be over. Going forward, the challenge will be to
use the scarce resources more productively to
maintain the country’s growth model. However,
weak performance in innovation and low private
research and development investment give rise to
concerns about the economy’s ability to expand
the proportion of knowledge-intensive activities.

Estonia has made some progress in addressing
the 2017 country-specific recommendations.
There has been some progress with making the
social safety net more adequate and some progress
reducing the gender pay gap, but more time is
needed to see the impact of taken measures.
Estonia has made some progress in promoting
private investment in research and development,
and in stepping up cooperation between academia
and business.

Regarding its national targets under the Europe
2020 strategy, Estonia met its employment rate
target of 76% and also its tertiary education target
already in 2015. It is also performing well on
renewable energy, energy efficiency and reducing
greenhouse gas emissions. However, there is
underperformance on reducing early school
leaving, and on meeting the national targets for
reducing poverty and R&D expenditure.

Estonia performs relatively well on a number of
the indicators of the Social Scoreboard
supporting the European Pillar of Social Rights,
while challenges remain. Estonia’s labour market
is performing well notwithstanding that the
coverage of unemployed people by active labour
market policies appears to be low. A high level of
unmet need for medical care is reported. Social
protection and inclusion is undermined by the



relatively low effectiveness of social transfers in
reducing poverty. This has implications also for
income inequality, which remains relatively high,
despite recent improvements.

The main findings of the analysis contained in this
report, and the related policy challenges, are as
follows:

Providing a more adequate social safety net
supported by better service provision
remains a major challenge for Estonia. Tax-
cutting measures are creating employment
incentives for the low income earners but will
not significantly alleviate the inequality. Steps
are being taken to provide more adequate
pensions, subsistence allowances, and higher
family allowances, yet an increasing share of
the population is at risk-of-poverty. The areas
with the most inadequate financing are
pensions, disability benefits and long-term care
services. The ongoing administrative reform
could improve the delivery of high-quality
services.

Estonia faces challenges in relation to
occupational health and access to
healthcare. The state of health of the working
population suggests that working conditions do
not entirely enable people to lead longer
healthy working lives. Access to healthcare due
to waiting times for specialised medical care
remains a challenge. Measures are being taken
and reforms are considered to improve the
situation; however, their impact will require
time to materialise.

The gender pay gap remains one of the
highest in the EU despite some measures.
The parental leave and benefits system will be
made more flexible and will provide one month
of leave exclusively for fathers. This is
expected to shorten women's long career breaks
that contribute to the gender pay gap. The
planned legislation to improve wage
transparency would only apply to public sector
entities. These measures appear to be steps into
the right direction but their effectiveness
remains to be seen.

Estonia is generally performing well on
education and training, but a number of

Executive summary

challenges remain. Students possess a good
level of basic skills and tertiary educational
attainment is above the EU average. But the
early school leaving rate remains high. Drop-
out among first-year students of upper
secondary vocational education and training is
particularly high. Although participation in
adult learning is rapidly increasing, it is rather
limited among the low-skilled. The appeal of
and interest in obtaining a PhD degree is rather
limited but this may change as PhD allowances
have been increased. Measures are underway to
address the high drop-out rates in higher
education.

In order to sustain growth without losing
competitiveness, Estonia’s challenge is to
have a sufficient productivity growth. In the
medium term, convergence of domestic wages
with those of higher-wage countries together
with falling labour supply appears to be the
main drivers of wage growth. While the risks
of competitiveness losses have been contained
so far, the lack of effective measures to
increase labour productivity puts at risk the
prospect of further income convergence
towards the EU average.

Estonia’s weak productivity growth can be
linked to its moderate performance on R&D
and innovation. While the economy has some
high value-added and knowledge-intensive
activities, private R&D intensity, science-
business  links, and innovation  and
technological capacity of companies remain
low, weakening Estonia's productivity. Public
sector expenditure on R&D has been
traditionally above the EU average, however
insufficient prioritisation of public R&D
remains a challenge. Broader focus on the role
of the human capital and skills in fostering
innovation can be key to expanding Estonia’s
growth  capacity since other enabling
framework conditions, including business
environment and e-government perform well.
However, lengthy and inefficient insolvency
procedures remain an obstacle to investment.



1 « ECONOMIC SITUATION AND OUTLOOK

GDP growth

Estonia’s economic growth in 2017 is expected
to have surged to over 4% (Graph 1.1).
Domestic demand was the main growth driver,
with  investment’s contribution to growth
particularly strong, which was due largely to a
significant pick-up in EU-funded investments from
a low point in 2016. In addition, strong external
demand supported a broad-based rise in exports
and industrial production.

Graph 1.1:  Real GDP and growth contributions
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Estonia’s real GDP growth is forecast to slow to
around 3 % in 2018 and 2019, as the boost from
EU funded investments levels off. Domestic
demand is projected to remain the growth driver
during this period. In 2018, both household
consumption and investment are set to increase
swiftly (see Boxes 3.3.2 and 3.4.1).

Inflation

Driven by excise hikes and a rise in global
prices for food and energy, inflation peaked at
3.7% in 2017, above the euro area average.
Inflation is forecast to slow in 2018 and 2019 to
around 3 % (see Graph 1.2) as global commodity
prices stabilise and the rises of the excise taxes are
smaller in those years.

Graph 1.2:  Quarterly harmonised index of consumer

prices (HICP) inflation (y-o-y % change)
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Financial sector

The banking sector is robust, supported by a
strengthened prudential framework.
Profitability of banks remains relatively high and
non-performing loans are limited. Lending growth
to corporations has expanded moderately since
2012 and picked up to about 5 % year-on-year in
the first half of 2017. Lending to households has
also picked up steadily since 2012 on the back of
mortgage loans. In the first half of 2017, loans to
households and loans for housing both grew by
more than 6 % year-on-year.

Cost competitiveness

Estonia is a small open economy, making it
dependent on external demand and its own
competitiveness. On average, foreign trade
accounts for 80 % of GDP in Estonia, almost
double the 42 % average for the EU-28.

Estonia’s cost competitiveness compared to the
EU has been continuously declining. The
favourable economic outlook combined with the
tightening of the labour market have put constant
pressure on the compensation per employee, which
has, since 2012, significantly  outpaced
productivity growth. This has, in turn, resulted in
rising unit labour costs and an appreciation in the
real effective exchange rate compared to the EU



and the other Baltic States (see Graph 1.3). In the
first half of 2017, labour productivity increased
faster than real labour costs for the first time after
several years, responding to a recovery in external
demand. Real unit labour costs went down by
2.1% in the first quarter of 2017, and by 0.8% in
the second quarter. Also, the inflow of foreign
direct investment has moderated since 2010 and
has fallen recently, in contrast to developments in
the EU overall.
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In spite of the continued loss in cost
competitiveness, Estonia’s current account
balance remains in surplus. According to the
European Commission’s autumn 2017 forecast, the
current account is projected to show a surplus of
around 2 % of GDP over 2018-2019. This will
mainly come from exports of services, which have
grown faster over recent years than exports of
goods. The trade balance for goods has been in
deficit every year over recent decades. Reflecting
the current account surplus, Estonia’s net
international investment position has become
significantly less negative than during the 2008
boom years (see Table 1.1).

1. Economic situation and outlook

Graph 1.4:  Breakdown of external position (current and

capital accounts)
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The continued current account surplus suggests
that part of the loss in cost competitiveness has
been compensated by improvements in non-cost
competitiveness (see Section 3). Estonia's export
market share increased in 2000s, and quickly
recovered after the financial crisis. The country
performs well on microeconomic factors that also
influence competitiveness, such as the business
environment and labour market flexibility (%), as
well as on access to finance.

(® See Country Report 2017.



Graph 1.5:  Export market share, goods and services,

nominal
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Graph 1.6:  Net lending/borrowing by sector
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Public finance

The budget is expected to remain in a small
nominal deficit in 2017-2019, despite robust
economic growth. According to the Commission’s
autumn 2017 forecast, in structural terms the
deficit is estimated to be more significant, at
around 1.5 % of GDP over the same period. In
2018, several new tax measures are due to take
effect, most notably a lowering of personal income
taxes, which are offset by excise hikes (on alcohol,
tobacco and fuels) and corporate income tax

1. Economic situation and outlook

reform. On the expenditure side, an investment
programme of 0.4 % of GDP over 2018-2020 will
begin, as will several new spending programmes in
healthcare, education and social funding. Public
debt is expected to remain very low and stable at
around 9 % of GDP.

Labour market

Estonia’s good labour market performance
masks the challenge of its shrinking working-
age population (see Section 3.4.1). Over the last
years, the dynamism of wages and the large supply
of job offers, together with reforms to social
insurance, such as a rise in the pension age and the
Work Ability reform, have led to an increase in
labour market participation. At 76.6 % in 2016, the
employment rate (for 20-64-year-olds) exceeded
the Europe 2020 and national targets. In 2017,
employment picked up in all sectors except in
agriculture and the public sector (Graph 1.7). The
latter has been affected by government downsizing
plans designed to bring employment in public
administration in line with demographic trends.
Unemployment has been falling since 2010 and is
currently among the lowest in the EU. According
to demographic projections, the working-age
population will continue to decline in the coming
years.

Wages are growing fast on the back of buoyant
economic growth and a shrinking labour
supply. In 2016, average monthly gross wages and
salaries stood at EUR 1 146, an increase of 7.6 %
from 2015. This is the largest annual change since
2008. In the first half of 2017, wage growth
slowed somewhat to 6.2%. Wage growth is partly
linked to the increasingly tightening of the labour
market. According to survey-based data (European
Commission, 2017), in Estonia a higher share of
companies report that the shortage of labour is a
major factor constraining their business than in
other EU Member States. This share has been
increasing since 2009. Labour shortages have been
identified in many sectors, e.g. in science,
technology and engineering, in managerial
positions, and in legal and healthcare professions
(OECD, 2017) (®). According to survey data,
unmet demand for labour is particularly high in the
ICT sector, despite an increase in the number of
students and graduates.

(®) OECD Economic Surveys: Estonia 2017



Graph 1.7:  Employment by sector
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Social issues

Despite some recent improvements, income
inequality in Estonia remains relatively high. In
2016, the Social Scoreboard showed that the net
income of the top 20 % of households was 5.6
times higher than that of the poorest 20 %, while
the EU average was 5.2. This is accompanied by
worsening at-risk-of-poverty rate since 2010 which
is particularly affecting older people, disabled and
jobless households. Relatively low spending on
social protection and the limited capacity of the tax
and benefit system to redistribute wealth may
explain the high income inequality. A personal
income tax reform was adopted in 2017 to make
the system more progressive. Simulations show
that its effect on reducing income inequality is
expected to be limited (see Box 3.3.2).

Estonia does relatively well in ensuring equal
opportunities among the different population
groups. In comparison to other EU countries, in
Estonia the link between the risk of child poverty
and the educational background of parents is
relatively weak. Likewise, the variations in
students’ school performance that are due to their
socioeconomic background are the smallest in the
EU. However, access to healthcare is problematic,
as reflected in the high and increasing incidence of
unmet healthcare needs caused by waiting times
for specialised care.

1. Economic situation and outlook



1. Economic situation and outlook

Table 1.1: Key economic, financial and social indicators — Estonia
forecast
2004-07 2008-12 2013-14 2015 2016 2017 2018 2019

Real GDP (y-0-y) 8.4 -1.5 2.4 1.7 2.1 4.3 3.3 2.8
Potential growth (y-0-y) 5.6 0.8 2.0 2.6 2.5 3.1 2.9 2.7
Private consumption (y-0-y) 9.6 -3.0 3.4 4.6 4.4
Public consumption (y-0-y) 4.5 1.1 2.6 3.3 1.9
Gross fixed capital formation (y-o-y) 13.3 -4.1 -3.8 -2.9 -1.2
Exports of goods and senices (y-0-y) 14.8 5.4 2.6 -0.7 4.1
Imports of goods and senices (y-0-y) 16.6 2.0 2.8 -1.8 5.3
Contribution to GDP growth:

Domestic demand (y-0-y) 10.5 -3.2 1.2 2.3 2.4

Inventories (y-0-y) 0.2 -0.4 1.1 -1.3 0.7

Net exports (y-o0-y) -2.6 2.2 -0.1 0.9 -0.7
Contribution to potential GDP growth:

Total Labour (hours) (y-0-y) 0.1 -1.0 0.3 0.9 0.8 0.8 0.5 0.3

Capital accumulation (y-o-y) 3.4 1.4 1.3 0.9 0.8 1.2 1.2 1.2

Total factor productivity (y-o-y) 2.0 0.4 0.5 0.8 0.8 1.0 1.1 1.2
Output gap 8.6 -2.0 1.6 1.0 0.5 1.8 2.2 2.2
Unemployment rate 7.2 11.6 8.0 6.2 6.8 6.9 7.7 8.5
GDP deflator (y-0-y) 7.8 3.6 2.5 1.2 1.6 4.3 3.6 2.9
Harmonised index of consumer prices (HICP, y-0-y) 4.6 4.5 1.9 0.1 0.8 3.7 3.1 2.6
Nominal compensation per employee (y-0-y) 15.6 3.7 5.6 3.3 5.9 6.4 5.5 5.2
Labour productivity (real, person employed, y-o-y) 6.5 0.1 14 -1.2 1.8 . . .
Unit labour costs (ULC, whole economy, y-0-y) 8.5 3.6 4.2 4.5 4.0 2.6 25 2.7
Real unit labour costs (y-0-y) 0.7 0.0 1.6 3.3 2.4 -1.5 -1.0 -0.2
Real effective exchange rate (ULC, y-0-y) 6.7 0.8 4.1 2.4 3.4 2.7 2.2 0.9
Real effective exchange rate (HICP, y-0-y) 2.0 1.0 2.7 0.8 1.6 0.4 2.9
Savings rate of households (net saving as percentage of net
disposable income) -9.0 4.4 5.8 7.4 7.3
Private credit flow, consolidated (% of GDP) 21.5 0.5 4.6 3.0 5.9
Private sector debt, consolidated (% of GDP) 104.8 133.7 1169 1152 1154

of which household debt, consolidated (% of GDP) 36.1 49.7 39.8 403 414

of which non-financial corporate debt, consolidated (% of GDP) 68.7 84.1 772 749 740
Gross non-performing debt (% of total debt instruments and total
loans and advances) (2) . 5.6 2.3 1.9 15
Corporations, net lending (+) or net borrowing (-) (% of GDP) -6.9 1.2 0.4 0.5 -0.1 0.5 0.9 0.6
Corporations, gross operating surplus (% of GDP) 32.7 29.8 31.1 282 266 277 278 28.0
Households, net lending (+) or net borrowing (-) (% of GDP) -6.4 1.8 1.4 2.3 1.8 2.4 2.4 2.5
Deflated house price index (y-0-y) . -10.7 10.3 7.1 3.8
Residential investment (% of GDP) 5.4 3.1 3.7 4.4 4.8
Current account balance (% of GDP), balance of payments -12.7 -1.0 0.4 2.0 1.9 1.7 15 14
Trade balance (% of GDP), balance of payments -8.0 2.9 2.8 4.0 3.9 . . .
Terms of trade of goods and senvices (y-0-y) 1.8 -0.3 1.0 0.6 0.9 0.7 0.3 0.0
Capital account balance (% of GDP) 1.2 3.1 1.8 2.1 1.1
Net international investment position (% of GDP) -78.9 -66.5 -48.5 -39.8 -37.1
Net marketable external debt (% of GDP) (1) -16.9 -16.9 101 169 19.8
Gross marketable external debt (% of GDP) (1) 79.9 93.3 786 785 751
Export performance vs. advanced countries (% change over 5 years) 57.5 30.4 23.3 9.5 -3.5
Export market share, goods and senices (y-0-y) 7.9 1.4 2.1 -7.8 59
Net FDI flows (% of GDP) -6.4 -5.0 -1.7 0.6 2.4
General government balance (% of GDP) 2.3 -0.8 0.3 0.1 -0.3 -0.2 -0.4 -0.5
Structural budget balance (% of GDP) . 0.1 -0.3 -0.1 -0.4 -1.1 -1.4 -1.5
General government gross debt (% of GDP) 4.4 6.8 10.4 10.0 9.4 9.2 9.1 9.1
Tax-to-GDP ratio (%) 30.8 32.8 323 339 347 337 340 340
Tax rate for a single person earning the average wage (%) 19.8 19.1 19.6 185 183
Tax rate for a single person earning 50% of the average wage (%) 15.2 15.4 16,5 156 10.2

(1) NIIP excluding direct investment and portfolio equity shares

(2) Domestic banking groups and stand-alone banks, EU and non-EU foreign-controlled subsidiaries and EU and non-EU
foreign-controlled branches.

Source: Eurostat and ECB as of 30 Jan 2018, where available; European Commission for forecast figures (Winter forecast 2018
for real GDP and HICP, Autumn forecast 2017 otherwise)




2 « PROGRESS WITH COUNTRY-SPECIFIC RECOMMENDATIONS

Progress with the implementation of the
recommendations addressed to Estonia in
2017(*) has to be seen in a longer-term
perspective since the introduction of the
European Semester in 2011. Looking at the
multi-annual assessment of the implementation of
the CSRs since these were first adopted, 96 % of
all the CSRs addressed to Estonia have recorded at
least 'some progress'. 18 % of these CSRs recorded
'substantial progress' (see Graph 2.1). Substantial
progress has been achieved in several areas of the
labour market, for instance by introducing
incentives to work in relation to the Work Ability
reform.

Graph 2.1:  Overall multiannual implementation of 2011-

2017 CSRs to date
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*The overall assessment of the country-specific
recommendations related to fiscal policy excludes
compliance with the Stability and Growth Pact.
**2011-2012: Different CSR assessment categories.

*** The multiannual CSR assessment looks at the
implementation since the CSRs were first adopted until the
2018 Country Report.

Source: European Commission

Over the years, Estonia has taken substantial
measures to address challenges in the labour
market. It has adopted and is implementing the
Work Ability reform to employ people with
reduced work ability, modified and introduced new
active labour market policy measures to
successfully bring the young and long-term
unemployed to the labour market. These are all
important steps to address the overall challenge of
the shrinking labour force and tap into the potential
of inactive people. Estonia has also taken action to
improve work incentives by reducing the tax
burden on labour for all income groups, including
low-income earners. It has lowered the personal

() For the assessment of other reforms implemented in the
past, see in particular section 4.1, 4.2, 4.3 and 4.5.

income, corporate income tax and unemployment
insurance contribution rates, abolished the fringe-
benefit tax on work-related studies and introduced
a refund for low-income earners. Though the
gender pay gap remains highest in the EU, the
government has for many years fostered access to
childcare by offering finances and modifying
legislation. Implementation of the 2016-2023
Welfare Plan helps to tackle gender segregation in
the labour market and to fight stereotypes. The
impact of the reforms however remains to be seen.

Comprehensive reforms have been taken in the
field of education and training. Since 2013,
Estonia has adopted reforms in the higher
education, vocational education and training and
continues to rationalise school network to meet the
demographic change. The government has taken
steps to facilitate the transition from education to
employment - it is implementing the Lifelong
Learning Strategy 2014-2020 and the Adult
Education Act adopted in 2015. The Vocational
Education and Training programme for 2015-2018
helps to increase participation in vocational
education and training and apprenticeships where
the dropout rates remain a matter for concern.

The local government reform has been an
important step towards improving Estonia's
administrative capacity. For years, a mismatch
between the fiscal capacity and devolved
responsibilities of small municipalities hindered
the provision of accessible and quality services. In
2016, Estonia adopted and is now implementing
the local government reform that is expected to
create viable local municipalities that can offer
quality services.

Estonia has taken measures to strengthen the
research and innovation system over the past
years, but the low level of R&D intensity,
especially in the business sector, remains a
cause of concern. National authorities adopted the
third Estonian R&I strategy in 2014 -“Knowledge-
based Estonia 2014-2020”, which aims at
addressing some CSRs in the field of R&D -
mainly internationalisation and specialisation of
the R&D system. The Estonian government has
also put in place several measures to improve
science-business cooperation. Nevertheless, the
weak level of knowledge transfer from the public
research system to the private sector and the low



Table 2.1: CSR progress — Estonia

Estonia (CSRs are euro area relevant)

Overall assessment of progress with 2017 CSRs:

CSR 1: Pursue its fiscal policy in line with the
requirements of the preventive arm of the Stability and
Growth Pact, which entails remaining at its medium-
term budgetary objective in 2018. Improve the adequacy

Some progress
e  Some progress in improving the adequacy of
the social safety net
e Some progress in reducing the gender pay

academia and businesses

: gap
of the social safety net. Take measures to reduce the o Limited progress in improving wage
gender pay gap, in particular by improving wage transparency
transparency and reviewing the parental leave system. «  Some progress in reviewing the parental leave
system

Some progress
CSR 2: Promote private investment, research, e Some progress in promoting private
technology and innovation, including by implementing investment in research, development and
measures for strengthening the cooperation between innovation

e  Some progress in strengthening cooperation
between academia and businesses

1) This does not include an assessment of compliance with the Stability and Growth Pact.

Source: European Commission

technological capacity of firms continue to drag
down Estonia's innovation performance.

Estonia has made some progress (°) in
addressing the 2017 country-specific
recommendations. Estonia has made some
progress regarding reduction of the gender pay
gap: modifications to the parental leave and
benefits system will be implemented over the
period 2018-2020 and there are plans to improve
wage transparency in public sector entities. Some
steps are being taken to provide more adequate
pension, subsistence allowance and higher family
allowances but social safety nets still do not
provide adequate income support, especially for
the older people. Several measures have been put
in place to close the performance gap in R&I in the
private sector and to strengthen academia-business
cooperation.

European Structural and Investment (ESI)
Funds are pivotal in addressing key challenges
to inclusive growth and convergence in Estonia.
ESI funds facilitate investment in R&D, enhance
cooperation between business and academia,

() Information on the level of progress and actions taken to
address the policy advice in each respective subpart of a
CSR is presented in the Overview Table in the Annex. This
overall assessment does not include an assessment of
compliance with the Stability and Growth Pact.

improve resource efficiency of enterprises, foster
administrative  reform  and  increase  the
effectiveness of the justice system. ESI Funds have
been instrumental in improving labour market
relevance of the education and training systems,
reforming the general education school network,
and helping the country stabilise energy
consumption and shift towards a low-carbon
economy (see Box 3.4.1).

Member States can
Commission technical support to prepare,
design, and implement growth-enhancing
structural reforms. The Structural Reform
Support Service (SRSS) provides, in cooperation
with the relevant Commission services, tailor-
made technical support, which does not require co-
financing and is provided at a Member State's
request. The support addresses priorities identified
in the context of the EU economic governance
process (i.e., implementation of country-specific
recommendations), but the scope of the SRSS
support is wider as it can also cover reforms linked
to other Commission priorities, or reforms
undertaken at the initiative of Member States.
Estonia has requested technical support from the
SRSS to help implement reforms in the financial
sector, by improving financing options for
companies in particular.

request from the



2. Progress with country-specific recommendations

Box 2.1: Tangible results delivered through EU support to structural change in Estonia

Estonia is a beneficiary of European Structural and Investment Funds (ESI Funds) support and can receive
up to EUR 4.4 billion until 2020. This represents around 3 % of GDP annually over the period 2014-2018
and 44% of public investment (*). By 31 December 2017, an estimated EUR 2.5 billion (57 % of the total)
was allocated to projects on the ground. This has paved the way for over 830 enterprises to cooperate with
research institutions; over 4000 firms are being supported; the capacity of childcare infrastructure is raised
to accommaodate 640 more children. Compared with 2007-2013 the use of financial instruments is planned to
increase by 57%.

ESI Funds help address structural policy challenges and implement country-specific recommendations.
Actions financed cover, among others, facilitating private sector R&D&I activity (a programming target is
to increase private sector R&D expenditure up to 2% of GDP by 2023); enhancing cooperation between
business and academia; improving resource efficiency of enterprises, and fostering economic development
of regions. Public services quality, including via local government reform and support to the effectiveness of
the justice system is also being improved. Access to high-speed internet for the whole population is
underway. Investment in sustainable transport is expected to improve connections between different
transport and mobility nodes, and to double the number of train passengers per year (from 4.2m in 2013 to
8.4m in 2023). The Work Ability Reform is expected to bring an estimated 15 000 currently unemployed or
inactive persons, with reduced work ability, to employment by 2020, services for activation have been
offered already to 21 468 people. Support is provided to improve labour market relevance of education and
training systems; and reforming the general education school network. The Funds are also helping to make
the shift towards a low-carbon economy to stabilise energy consumption in 2020 at the 2010 level.

Various reforms were undertaken already as precondition for ESI Funds support (%). Smart Specialisation
Strategy framework for research and innovation was developed to foster specialisation in domains with
strong market potential. This has also helped improve cooperation between entrepreneurs, public R&D
institutions, clusters and competence centres to better enable the enterprises create new innovative products
and services. The national transport plan has allowed the timely preparation of projects, implemented not
only with support from ESI Funds, but also from the Connecting Europe Facility (CEF), European
Investment Bank (EIB) loans and national funding. The mapping of healthcare investment needs prepared
the ground for concentrating specialised care into competence centres and establishing a network of first-
contact healthcare centres.

Estonia is also advancing the take up of the European Fund for Strategic Investments (EFSI). As of
December 2017, overall financing volume of operations approved under the EFSI amounted to EUR 112
million, which is expected to trigger total private and public investment of EUR 803 million. More
specifically, 5 projects involving Estonia have been approved so far under the Infrastructure and Innovation
Window (including 4 multi-country projects), amounting to EUR 43 million in EIB financing under the
EFSI. This is expected to trigger about EUR 111 million in investments. Under the SME Window, 6
agreements with financial intermediaries have been approved so far. European Investment Fund financing
enabled by the EFSI amounts to EUR 69 million, which is expected to mobilise approximatively EUR 691
million in total investment. Some 5 222 smaller companies or start-ups will benefit from this support. SMEs
rank first in terms of operations and volume approved, followed by transport and R&D.

Funding under Horizon 2020, the Connecting Europe Facility and other directly managed EU funds is
additional to the ESI Funds. By the end of 2017, Estonia has signed agreements for EUR 208 million for
projects under the Connecting Europe Facility.

() Public investment is defined as gross fixed capital formation + investment grants + national expenditure on agriculture
and fisheries.

(® Before programmes are adopted, Member States are required to comply with a number of so-called ex-ante
conditionalities, which aim at improving conditions for the majority of public investments areas.
https://cohesiondata.ec.europa.eu/countries/EE




3 « REFORM PRIORITIES

3.1.

3.1.1. BUDGETARY DEVELOPMENTS AND FISCAL

FRAMEWORK

Estonia has loosened its fiscal policy over the
past year, as new expenditure plans from 2018
onwards are not fully covered by revenue
increases. For 2018, the government has
announced tax reforms that shift taxation from
labour to consumption. On the expenditure side, it
has increased funding for policy priorities in
healthcare, education and social funding. The
government has also announced an investment
programme of 0.4 % of GDP each year over 2018-
2020. This will finance infrastructure in transport
and information and communications technologies,
as well as some specific housing and tourism
projects.

Estonia's nominal fiscal position is set to remain
in a small deficit, but its structural deficit is
expected to increase more substantially to about
1.5 % of GDP in 2018 and 2019(°). According to
the Commission autumn forecast, the nominal
deficit remains practically unchanged between
2016 and 2019 at slightly below % % of GDP
(European Commission, 2017a). However, given
that in structural terms the deficit is estimated by
the Commission to be substantially larger, Estonia
risks missing its budgetary targets.

Medium- and long-term risks to the
sustainability of public finances are low, given
the current very low level of public debt. Long-
term fiscal sustainability risks are also assessed as
low because spending pressures related to
population ageing are contained. Notably, public
pension expenditure (including the new working
ability benefits that are replacing disability
pensions) as a share of GDP is projected to fall
steadily through 2070, mainly due to a decline in
the average public (first-pillar) pension vis-a-vis
average wages (*). The total (public plus private)

(®) Essentially, the currently good economic times have a
‘windfall effect’ on the fiscal position. Discounting this
positive effect arising from the favourable economic cycle,
the underlying fiscal position is estimated to be weaker
than the nominal balance.

() This occurs because first, public pensions grow at a slower
pace than wages because they are indexed 80% to the wage

PUBLIC FINANCES AND TAXATION

pension income as a share of average wage at
retirement (the gross average replacement ratio) is
projected to remain almost unchanged in the
future. However, pensions are relatively low and
pension adequacy is a concern because the share of
the elderly population at risk of poverty is higher
in Estonia than the EU average (see also Section
3.3.2).

The cornerstone of Estonia’s fiscal framework
is the budget balance rule (medium-term fiscal
targets) in structural terms. By contrast,
expenditure rules or binding expenditure targets
are not used, which may limit the fiscal
framework’s ability to counter cyclical factors in
the economy. The Fiscal Council(®) assesses the
macroeconomic and public finance forecasts used
for budgetary planning and monitors compliance
with the budgetary rules.

bill and 20% to the CPI, and secondly, because part of the
social contributions and associated pension rights are
switched to the mandatory private individual (second-
pillar) pensions to fund the transition to two-pillar pension
system. Thus, total pension expenditure (public plus
private) as a share of GDP remains broadly stable as the
decline in public pension spending is mostly compensated
by the growing private individual pensions (see European
Commission, "Ageing Report 2018" forthcoming).
() http://www.eelarvenoukogu.ee.



http://www.eelarvenoukogu.ee/

3.1.2. TAXATION FRAMEWORK

Estonia’s overall tax burden stands at about
35 % (European Commission, 2017b) of GDP,
below the 40 % average for the EU. In 2017,
indirect taxes are projected to have amounted to
15 % of GDP (compared to 13.5 % for the EU) and
direct taxes to about 8 % of GDP (against 13 % for
the EU).

Estonia has a comparatively efficient tax
administration, which is supported by
information and communications technology to
facilitate tax compliance. According to "Paying
taxes 2018" report in 2016 it took 50 hours a year
for a business to comply with its tax obligations —
the most efficient outcome in the EU. The time
needed to comply with and obtain VAT refunds
and to comply with corporate income tax (CIT) is
among the lowest in the EU
(PricewaterhouseCoopers, 2018). This efficiency
reflects the extensive use of ICT: e-filing of tax
returns is widespread and pre-filing of personal
income tax returns is widely used. Overall, tax
compliance is relatively good and improving. For
example, between 2013 and 2015 the VAT gap(®)
in Estonia narrowed by over two thirds. At 4.9 %
of the VAT total tax liability in 2015, it was
considerably lower than the EU average of 12.8 %
(Center for Social and Economic Research, 2017).

Incentives in the tax system

Estonia’s tax system has a relatively growth-
friendly structure, with comparatively low
direct taxes. Also, as companies can deduct all
business-related expenses, and there is no CIT on
retained profits(*°), the CIT system is supportive of
investment in research and development, even
though there are no special provisions that
specifically favour R&D activities. While this
encourages high levels of investment, there is no
incentive to prioritise R&D over other types of
investment. Some changes to CIT will be applied
in 2018, including a reduction in the tax rate to

(®) The tax gap is the difference between the amount of tax
actually collected and the estimated amount of tax that is
theoretically collectable based on tax legislation.

(* CIT is charged only on profits that are distributed as
dividends, share buy-backs, capital reductions, liquidation
proceeds or deemed profit distributions (such as transfer
pricing adjustments, expenses and payments not related to
business, gifts, donations and entertainment expenses).

3.1. Public finances and taxation

14 % (from a standard tax rate of 20 %) for regular
profit distribution. The aim is to make Estonia’s
business environment more attractive to foreign
investors and to encourage companies to distribute
their excess retained earnings on a regular
basis (*!). In addition, from 2018 Estonian resident
credit institutions are subject to an advance
corporate income tax obligation. The purpose of
this new provision is to provide the state budget
with more regular income tax revenues. The tax
rate is 14 % and it will be calculated and paid
quarterly on accrued profits.

Some features of Estonia’s corporate tax system
might be used by multinational companies for
aggressive tax planning. Such features include in
particular the lack of certain anti-abuse rules (*%)
and of withholding taxes on dividend and interest
payments (**) which may lead to those payments
escaping tax altogether, if they are also not subject
to tax in the recipient jurisdiction. This may
facilitate aggressive tax planning. In a recent
study **) on the best theoretical dividend
repatriation route, Estonia appears as a possible
conduit country for repatriating dividends. The
provisions of the Anti-Tax Avoidance Directives
will have to be transposed into national law by the
end of 2018 and 2019. This will introduce new
anti-abuse rules. It will be important to assess to
what extent the transposition of these Directives
will limit the scope for aggressive tax planning in
Estonia.

Estonia taxes property and transport much less
heavily than the EU average. Recurrent property
taxes, which are least detrimental to growth,
amounted to 0.3 % of GDP in 2015. Total revenue
from property taxes stood at 0.4 % of GDP in
2015. This is the second lowest in the EU and
considerably lower than the EU average of 2.6 %.
There has been no re-evaluation of land value

(* Profit distribution is deemed to be regular if the amount of
the distribution does not exceed the average distributed
profits from the last 3 years subject to taxation in Estonia.

(*3 Estonian tax law has extensive general anti-avoidance rules
but lacks anti-abuse rules such as interest limitation and
thin capitalisation rules and controlled foreign companies
rules. These rules should be adopted by Member States
according to the Anti-Tax Avoidance Directive (Council
Directive (EU) 2016/1164 of 12 July 2016).

(*) Ramboll Management Consulting and Corit Advisory
(2016).

(*) van’t Riet and Lejour (2017).



(local tax base) to take into account the growth in
market prices since 2001.

In 2016, environmental taxes amounted to
3.1% of GDP, above the EU average of
2.4 %(*). Most revenues come from taxes on
energy. However, Estonia does not have any
vehicle taxation apart from a circulation tax for
heavy goods vehicles and, beginning in 2018, a
new heavy goods vehicle road usage charging
scheme. As a result, receipts from transport taxes
(excluding fuel taxes) amounted to only 0.06 % of
GDP, the second lowest in the EU(*°). At the same
time, new vehicles purchased in Estonia are the
most environmentally unfriendly in the EU, with
average CO2 emissions of 134 grams per
kilometre, above the EU average of 118 grams in
2016 (European Environment Agency, 2016).

Estonia continues to reduce the tax burden on
labour and adds an element of progressivity as
of 2018. In 2018, the personal income tax (PIT)
tax-free allowance will increase significantly from
EUR 180 to EUR 500 per month. The tax-free
allowance for people earning more than the
average salary will decrease steadily and reach
zero once a person’s salary exceeds EUR 2 100 per
month, adding an element of progressivity to
Estonia’s income tax system. Still, the level of
progressivity remains relatively low and
contributes little to reduce overall disposable
income inequality (see Box 3.3.2). However, the
reform should help to reduce the previously
relatively high tax wedge (*') for low-wage earners
and benefit both low- and medium-earner groups.

Funding of municipalities

Local authorities’ ability to influence their
revenues is highly constrained, which can limit
their capacity to provide sustainably high-
quality services. The recent local government

(*) Eurostat: Environmental tax revenues
(http://ec.europa.eu/eurostat/web/products-datasets/-
[sdg_17_50)

(*) As of 2018, heavy goods vehicles in Estonia will be subject
to road usage fees that will partly depend on their
emissions.

(*") The tax wedge on labour represents the difference between
the total labour cost of employing a worker and the
worker’s net earnings. It is defined as personal income tax
and employer and employee social contributions (net of
family benefits) as a percentage of total labour costs (the
wage and employer social contributions).

3.1. Public finances and taxation

reform has reduced the number of local authorities
from 213 to 79, but the next stage of the reform is
still pending. This aims to balance the financial
resources and responsibilities of the new local
entities. Local government’s revenue base is
dependent on decisions taken at the central
government level. Sustainability of financing is
inevitable for providing quality services and
guaranteeing their universal delivery at local level.


http://appsso.eurostat.ec.europa.eu/nui/show.do?query=BOOKMARK_DS-051918_QID_5291F6D0_UID_-3F171EB0&layout=TIME%2CC%2CX%2C0%3BGEO%2CL%2CY%2C0%3BTAX%2CL%2CZ%2C0%3BUNIT%2CL%2CZ%2C1%3BINDICATORS%2CC%2CZ%2C2%3B&zSelection=DS-051918INDICATORS%2COBS_FLAG%3BDS-051918TAX%2CENV%3BDS-051918UNIT%2CPC_GDP%3B&rankName1=TAX_1_2_-1_2&rankName2=UNIT_1_2_-1_2&rankName3=INDICATORS_1_2_-1_2&rankName4=TIME_1_0_0_0&rankName5=GEO_1_0_0_1&sortR=ASC_-1_FIRST&sortC=ASC_-1_FIRST&rStp=&cStp=&rDCh=&cDCh=&rDM=true&cDM=true&footnes=false&empty=false&wai=false&time_mode=ROLLING&time_most_recent=false&lang=EN&cfo=%23%23%23%2C%23%23%23.%23%23%23
http://ec.europa.eu/eurostat/web/products-datasets/-/sdg_17_50
http://ec.europa.eu/eurostat/web/products-datasets/-/sdg_17_50

3.2. FINANCIAL SECTOR

3.2.1. BANKING SECTOR

The Estonian banking sector is stable and well
capitalised. The average capital adequacy ratio in
June 2017 was the highest in the EU, largely due
to the highest-quality Tier 1 capital instruments
(Table 3.2.1). The non-performing loan ratio
remained low at 2 %. The good quality of banks’
loan portfolios underpins their good profitability.
The average return-on-equity ratio is 11.1 % and
the return on assets 1.5 % (2016), well above the
EU averages of 3.5% and 0.2 %, respectively.
Regarding liquidity, since 2010 banks have halved
their reliance on funding from their Swedish parent
banks by replacing it with local deposits. However,
the loan-to-deposit ratio remains above 100 %,
indicating a remaining deposit funding gap in
banks’ balance sheets. This can be filled by parent
bank funding or financing on the capital market.
According to the Bank of Estonia (*?), a downturn
in the Nordic economies is the main risk to
financial stability at the current juncture.

housing prices picked up again, the Bank of
Estonia could consider suggesting new macro-
prudential measures such as a counter-cyclical
capital buffer.

Graph 3.2.1: Credit growth
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Table 3.2.1:  Financial soundness of banks

(%) 2010 2011 2012 2013 2014 2015 2016 2017Q2
Non-performing debt 9.3 45 3.0 1.9 2.6 1.9 15 1.9
Non-performing loans = = = = 3.2 27 1.7 2.0
Non-performing loans NFC - - - - 28 29 24 3.0
Non-performing loans HH - - - - 4.0 3.0 2.2 21

Coverage ratio 85.0 534 750 753 377 425 468 30.0

Loan to deposit ratio* 162.8 1445 1344 1289 1240 1221 1225 1233

Tier 1 ratio 12.7 185 228 227 413 349 338 353
Capital adequacy ratio 16.3 194 232 231 418 354 344 359
Return on equity** 3.6 229 117 107 9.7 6.8 11.1
Return on assets** 0.4 3.1 2.0 18 1.6 A s

*ECB aggregated balance sheet: loans excl. to government
and MFI / deposits excl. from government and MFI.

** For comparability only annual values are presented.
Source: ECB CBD

Credit growth is moderate. Since early 2016,
lending to corporations has fallen from annual
growth rates of close to 10 % to 4 % in June 2017
(Graph 3.2.1). Lending to households has been
picking up steadily since 2012 on the back of
increasing mortgage loans. In June 2017, both
loans to households and mortgage loans were
growing at 6 % annually. Financial regulations to
mitigate risks to the financial system as a whole
have been tightened over recent years and the
possibility of deducting mortgage interest
payments from tax bills has been reduced. If the
credit market were to show significant growth or

(*®) Eesti Pank (2017), Financial Stability Review 2/2017.

Concentration in the financial sector is high but
there are no visible signs that it is impeding
access to finance. Over 80 % of the market
belongs to three large banks. The high level of
concentration in the financial sector could result in
a lack of competition on the financial market. Still,
the ample liquidity of banks is providing easy
access to credit. Only about 6 % of Estonian SMEs
consider access to finance their most important
problem, in line with the EU average of 7 %(*).
However, bank margins for mortgage loans are
high relative to the euro area average and the gap
in the average credit cost between Estonia and the
euro area has been widening recently. At the same
time, micro enterprises, newly created companies
or firms established in the countryside may have
bigger constraints in obtaining the financial
resources they need, notably due to insufficient
collateral. The proportion of SMEs pointing to
insufficient collateral or guarantees as the main
obstacle to getting necessary financing is double
the EU average (26 % vs 13 %).

Access to finance in Estonia is supported by
several government initiatives. The Kredex
agency runs a subordinated loan programme
delivered through commercial banks. It also

(**) SAFE survey 2017.



contributes to two capital market instruments
aiming to provide an additional push to the
Estonian start-up ecosystem. The Baltic Innovation
Fund (BIF) has been a success story. In 2017, it
managed to raise EUR 325 million, more than one
third of this from local pension funds. Moreover
the fund managers of EstFund have been selected
and are expected to start investing in 2018 through
a venture capital fund, an expansion capital fund
and a business angel co-investment fund (see
Country Report 2017).

Graph 3.2.2: Business financing sources
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Estonian capital markets remain
underdeveloped and illiquid. The stock

exchange’s capitalisation has fallen to 10 % of
GDP (see Graph 3.2.2) and trading volume has
shrunk considerably since 2007. Initial public
offering (IPO) activity peaked in 2005-2007 when
Estonia was starting to benefit from EU
membership, but the volume has now tapered off
to one to two new issues per year. Two state-
owned enterprises plan to arrange IPOs 2018(%).
Both will be partial privatisations through the
stock exchange. Estonia lacks a government bond
market and the commercial bond market is poorly
developed. The establishment of a unified
exchange — NASDAQ Baltics covering the stock
exchanges in Tallinn, Riga and Vilnius — has
triggered harmonisation of the three markets.

(®) Port of Tallinn and Eesti Energia renewable energy unit
Enefit

3.2. Financial sector

Estonia is keen on pursuing a regional
approach to developing capital markets.
Harmonising the legal framework among the
Baltic neighbours may create an inventory of
financial products such as covered bonds,
investment funds and securitisation assets. The
objective is to increase the size of these market
segments in order to attract investors. With this
goal, in November 2017 the Ministry of Finance
signed a Memorandum of Understanding with its
peer ministries from Latvia and Lithuania on
regional capital market development. Estonia has
also shown a keen interest in developing new
financial services such as crowdfunding and
financial technology financing hubs as it is already
one of the EU’s frontrunners in the digital market
and cybersecurity. This is increasing the choice of
financing options in the economy, bringing in
innovation and creating new jobs.

Local investors are needed to support the local
economy. Estonian companies are small and thus
unattractive for European and global financial
investors. On the other hand, Estonian pension
funds have accumulated assets which are now
worth EUR 3.5 hillion (16 % of GDP). This is
equivalent to the sum of the stock market’s
capitalisation of EUR 2.5 billion and private equity
and venture capital assets of EUR 1 billion.
However, due to the regulation and the lack of
investment opportunities, less than 10 % of the
pension funds’ investment is local. For
comparison, in the euro area the average share of
investment in local assets is 59 % for bonds and 43
% for equity(*"). In 2015, the government passed
some measures to increase the domestic focus for
pension fund investments.

Estonia has requested technical support from
the Commission’s Structural Reform Support
Service to help implement reforms in the financial
sector. In particular it wants to improve financing
options for companies and support capital market
development.

(* DNB Working Paper (2016): International investment
positions revisited: Investor heterogeneity and individual
security characteristics. See also European Commission
(2017): 2017 Country Report: The Netherlands.



Housing market

House price increases slowed down over 2016-
2017 as housing supply caught up with demand.
Housing construction remained buoyant in 2017,
while construction investment picked up over 2017
in the other sectors of the economy as well. As a
result, price pressures in the construction sector
have resurfaced, but not to the degree seen in the
2008 boom (see Graph 3.2.3). Growth in lending
for house purchases continues (see Graph 3.2.1)
but is still broadly in line with GDP and wage
growth. Owverall, considering that house price
pressures have eased and lending growth is still
relatively moderate, risks stemming from the
housing market are contained.

Graph 3.2.3: Wage growth in construction vs total economy
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3.3.

3.3.1. LABOUR MARKET CHALLENGES

Labour market

Activity and employment rates in Estonia are
well above the EU average. In 2016, employment
continued to grow in line with GDP growth with
2 000 more jobs created. The employment rate in
2016 stood at 76.6 %, way above the Europe 2020
and national targets. Over the last few years,
activity rates have also increased, partly due to
increases in the retirement age and the more recent
2017 Work Ability reform. Unemployment has
been steadily declining since the second half of
2010 and is currently among the lowest in the EU
(6.8 % in 2016), with the falling trend also
affecting young people and the long-term
unemployed (Graph 3.3.1). On the back of strong
economic growth (see Section 1.), unemployment
fell further to 6 % in 2017, from 7.3 % a year
earlier, equivalent to 11 000 less unemployed
persons. However, unemployment is expected to
increase moderately in the coming years as the
Work Ability reform brings increasing numbers of
people with reduced work ability back into the
labour market.

The good labour market performance masks a
real structural bottleneck caused by the
shrinking working age population. Demographic
projections anticipate Estonia's population will
decline due to low birth rates, similarly to
developments in the EU(*). Inward return
migration has started to offset the net outward
migration that prevailed during the last decade, but
it is not enough to reverse the demographic trend.
According to Eurostat, the working age population
will shrink by 51 000 persons in 2025(%).

(*® Employment and Social Developments in Europe, Annual
Review 2017, European Commission, Luxembourg:
Publications Office of the European Union, 2017.

(®) Eurostat population projections, (20-64, for the period
2015-2025)
http://ec.europa.eu/eurostat/tgm/table.do?tab=table&init=1
&plugin=1&pcode=tps00002&language=en

LABOUR MARKET, EDUCATION AND SOCIAL POLICIES

Graph 3.3.1: Key labour market indicators
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NEET: Not in employment, education or training (% of
population), total, ages 15-24.

Source: Eurostat

The Work Ability reform is effectively
increasing labour supply. The reform introduced
new rules for beneficiaries of work allowance
which are in effect since July 2016. New measures
are helping to make people with partial ability to
work to become more active. The Estonian
authorities anticipated that overall around 12 000
previously inactive people became active by end-
2017. However, as this vulnerable group takes
longer to find employment, the unemployment rate
is forecast to rise. The reform effects will take
some time to show its full effect.



http://ec.europa.eu/eurostat/tgm/table.do?tab=table&init=1&plugin=1&pcode=tps00002&language=en
http://ec.europa.eu/eurostat/tgm/table.do?tab=table&init=1&plugin=1&pcode=tps00002&language=en
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Box 3.3.1: Monitoring performance in light of the European Pillar of Social Rights

The European Pillar of Social Rights, proclaimed on 17 November 2017 by the European Parliament, the
Council and the European Commission, sets out 20 key principles and rights to benefit citizens in the EU. In
light of the legacy of the crisis and changes in our societies driven by population ageing, technological change
and new ways of working, the Pillar serves as a compass for a renewed process of convergence towards better
working and living conditions.

Estonia performs relatively well on a number of
Early leavers from supporting the European Pillar of Social Rights,

“’“"-“"I’" ;"" "a"‘"'l':z[:“f On average while challenges remain. Estonia's labour market
population age - . .
has been improving on the back of strong

Equal Gender employment gap On average . . .
opportunities economic growth. It has a relatively high
and access to Income quintile ratio Better than employment rate and a rather low rate of youth not

the labour R SUEECE in education, employment or training (NEET).
market At ris:):::fh::zr;\:";; ;“"a' On average Nevertheless, the self-reported unmet need for

Youth NEET (% of total Better than medical care shows worsenmg_ tre_nds. Soc_lal

population aged 15-24) average transfers do not appear effective in reducing

Bvnami Employment rate (% Better than poverty in the EU. The weak social safety net has

’ population aged 20-64) averase had implications for both poverty and inequality in

labour Unemployment rate (% . .. .
markets and BT YR PE To watch Estonia, although both indicators show signs of
e Better than improvement.

conditions GDHI per capita growth average
| — In 2015, Estonians reported high rates in the EU
mpact of social transfers 0 o a
[o:l"ler S . B of unmet need for medical care. This is caused by
poverty reduction improving high waiting times for specialist care due to weak
Social Children aged less than 3 On average care coordination. The assessment of the patient
::’_"“;ti‘f" years in formal childcare pathways points to avoidable specialist treatment
SnENEusion  Self-reported unmet need - and hospitalisation in the current system.
for medical care
Individuals' level of digital P e f o H
T On average Estonia is has a promising policy for providing

skills

Members States are clasfied according to a statstical methodology agreed with the Support and outreach to yOUth under the Youth
EMCO and SPC Committees The methodology looks jointly & levek and changes of
the indictors in comparson with the respective EU averages and classifies Member Guarantee SCheme' OVer 4000 WOI’kShOpS have

States i at ies (f "best perf " to "critical situations”). F H
e S oo 2 i mere) &2 been organised from 2015 to July 2017 for young
5 cose 1o EU averzge but & is mproving fast. For methodological details ples= — people aged 15 or above who are about to enter the
consult the draft Joint Employment Report 2018, COM (2017) 674 final . . R

labour market and start their working lives (e.g.
how the labour market functions, what to consider when looking for a job or planning a career, and what are
the possibilities to get labour market related help, if such a need arises) Partnerships for the Youth Guarantee
are in place, bringing together the public employment service with employers and education providers. An IT
solution will aggregate data from numerous national registries and identify NEET youth. This will enable

social workers to approach and inform these young people of available services in different municipalities.

(*) The Social Scoreboard includes 14 headline indicators, of which 12 are currently used to compare Member States performance.
The indicators "participants in active labour market policies per 100 persons wanting to work™ and “"compensation of employees
per hour worked (in EUR)" are not used due to technical concerns by Member States. Possible alternatives will be discussed in
the relevant Committees. GDHI: gross disposable household income.



Graph 3.3.2: Impact of work ability reform on

unemployment (by disability class)
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Overall, the participation in active labour
market policies (ALMP) appears to be low. The
proportion of the unemployed who contact the
public employment service in search of a job in
Estonia is above EU average (54 % in 2016 vs 46
% EU average)(®). However, with only 5 % of
people wanting to work actually benefiting from
ALMP support, there are indications that Estonia
had in 2015 one of the lowest levels of
participation in ALMPs in the EU. This was
coupled with one of the lowest levels of
expenditure on ALMP in the EU (0.1 % of GDP in
2015). Nevertheless, while still below EU average,
in 2016 there were strong signs of improvement,
with ALMP participation and expenditure reaching
16 % and almost 0.2 % of GDP respectively.

Nonetheless, the personalised ALMP provision
for those who are registered as unemployed in
Estonia is effective. The service is based on a
system of individual action plans (JIA). The
effectiveness of this policy seems to be greater
than in the rest of the EU. For example, in 2015,
37 % of long-term unemployed with a JIA
regained employment, compared to the EU
average of 14 %, and Estonia also has the highest
estimated probability in the EU of the long term
unemployed finding work (20 % in 2016)(*°).
Additional measures are planned for regions with
high unemployment and where the labour is also

(%) Based on EU-Labour Force Survey data. See also figure 37
in the 2018 Draft Joint Employment Report.

(*®) According to the Indicator Framework for Monitoring the
Council Recommendation on the integration of the long-
term unemployed into the labour market.
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less mobile to fill vacancies in other parts of the
country.

Gender pay gap

The parental leave system is one of the factors
behind the persistently high gender pay gap.
Though decreasing since 2013, the gender pay gap
in Estonia is still the highest in the EU at 26.9 % in
2015 (EU average 16.3 %). The parental leave
system in Estonia is generous compared to other
countries, entitling parents to 18 months of leave at
full wage replacement rates and giving them the
right to return to their old job until their child’s
third birthday. The length of the parental leave,
combined with the fact that parental leave is
primarily taken up by women, contribute to the
gender pay gap since women interrupting their
careers to take care of children have less chances
to find or come back to better paid jobs.

Changes to the parental leave system are
currently under way. Since 2016, the parental
leave system is regulated by the Family Benefits
Act, which consolidates all previous legislation on
family benefits. The parental benefit reform
adopted in December 2017 will be implemented
over the period 2018-2020. It aims to introduce
greater flexibility for workers to combine the
parental benefit with employment(*’), and provides
one month of parental leave exclusively for
fathers. In 2016, 9 % of fathers took parental leave
and the reform is expected to facilitate greater use
of this possibility. The government plans to discuss
the second stage of the reform in spring 2018. This
is likely to concern further changes in maternity
leaves and benefits.

The government plans to introduce
transparency requirements to reduce the wage
gap in the longer term. The planned changes to
the Gender Equality Act (due to be approved by
the government in spring 2018) are a step in the
right direction that will require public sector
entities to make their payrolls transparent. An IT
tool is expected to be developed in 2019 to analyse
the wage differences between genders in both the
public and private sectors. If the tool finds

(%) The possibility to combine part-time work with parental
leave and the increased ceiling for permitted employment-
related income while receiving parental benefit could
encourage parents to have shorter breaks from
employment.



discrepancies in data broken down by gender, the
employer will be obliged to provide explanations.
Where the discrepancy cannot be justified, the
employer will have to introduce changes or could
be fined. The success of the reform depends on the
detailed regulation and its actual implementation.

More childcare and day-care options for people
with disabilities will be provided in 2018.
Beyond the established childcare facilities
supported by EU funds, there are plans to support
more flexible childcare services at irregular hours,.
Access to childcare for disabled children has
improved. However, in 2016 over 20 % of carers
for adult family members, mostly women, still
could not go out to work because care provision
was lacking or too costly. In 2018, day-care and
week-care places for people with mental health
issues and severe multiple disabilities will be
created. The reforms are expected to help women
with care responsibilities to seek employment.

Care responsibilities and related career breaks,
mainly taken by women, might increase the
gender gap in pensions. Currently, Estonia's
gender gap in pensions is the lowest in the EU.
This is because the current generation of
pensioners did not have long career breaks for
raising children. However, the proportion of
women who were outside the labour market due to
care responsibilities was over 30 % in 2016,
compared to less than 20 % in the EU. This could
lead to an increasing pension gap in the future(®).
Provisions are in place to recognise people's
previous care responsibilities when they reach old
age and to provide partial compensation for the
consequent gap in the state funded pension. The
planned reform of the parental leave system is
expected to narrow the gender pay gap and so ease
gender pension gap concerns in the long term.

(*®) Espenberg et al (2014) have estimated that the pension gap
in Estonia between women and men who have children
would be 19 % in 2047.
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Graph 3.3.3: Gender pay gap in unadjusted form
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Note: The gender pay gap is calculated as the difference
between the average gross hourly wages of male and
female paid employees, as a % of wages of male
employees. Data are based on data from the Structure of
Earnings data and cover the Industry, consfruction and
services sector (exc. public administration, defence and
social security) and excludes workers from companies with
less than 10 employees.

Source: Eurostat
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3.3.2. SOCIAL POLICY (POVERTY, SOCIAL
ASPECTS OF SOCIAL SECURITY SYSTEMS)

Estonia spends less on social protection than its
EU peers and its social safety net is inadequate,
particularly  taking into account the
increasingly ageing population. Per capita
spending on social protection and weighted
spending on social protection are among the lowest
in the EU. The impact of social transfers on
reducing poverty amounted to 25 % in 2016, i.e.
below the EU average of 33 %. Meanwhile, the
risk of poverty or social exclusion has been
increasing overall since 2010 and reached the EU
average of about 24 % in 2016. The increase has
been driven mainly by a big rise in monetary
poverty since 2010- the at risk of poverty rate
stands around 22 % making Estonia to become one
of the poor performers in the EU despite it having
been below the EU average in 2010. This relative
poverty rate is particularly high for people living in
jobless households; at 78 % it is the highest in the
EU. Latest information on poverty and income
inequality indicate that no significant changes are



expected in the at-risk-of poverty rate for income
reference year 2016(*°). However, as concerns
unemployment benefits, Estonia ranks close to EU
average for indicators related to adequacy and
coverage, while maximum duration (for a 1-year
work record) is comparatively high (*°). Moreover,
the self-employed have access to unemployment
benefits and other aspects of social protection.
Risk of poverty or social exclusion for people with
disabilities is high at 39.4 %. In addition, the at-
risk-of-poverty-or-social-exclusion gap between
people with disabilities, mostly older people, and
those without is also higher than the EU average in
Estonia at 20.9 percentage points (EU average 10.1
percentage points). At the same time family
allowances have been increased, especially for
larger families and this has reduced relative
poverty among children.

Income inequality remains relatively high
(Graph 3.3.4) despite recent improvements. In
2016, the income of the top 20 % of households
was 5.6 times higher than that of the poorest 20 %,
and improvement from 6.2 in 2015. This is higher
than the EU average. Low spending on social
protection and the limited redistribution capacity
of the tax and benefits system to redistribute
wealth (Graph 3.3.4) are the main drivers of the
inequality. Recent reforms to personal income tax
(see Box 3.3.2) are expected to have only a limited
impact on reducing income inequality.

(*) In order to monitor in a timelier manner the effectiveness
of social policies in the Member States, Eurostat, on the
basis of statistical and econometric models, has produced
experimental flash estimates for income reference year
2016. These complement the EU-SILC data and can be used
in preliminary analysis until the final EU-SILC data
becomes available. As any estimate, these flash estimates
should be interpreted with caution — their accuracy depends
on various factors therefore they cannot be expected to
match perfectly EU-SILC 2017 results.

According to the benchmarking exercise in the area of
unemployment benefits and active labour market policies
conducted within the EMCO Committee. See the Draft
Joint Employment Report 2018, European Commission,
2017 for details.
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Graph 3.3.4: Corrective power of taxation and social
transfers, 2016
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(1) Difference between the Gini coefficients for market
income inequality (i.e. before tax and benefits) and
disposable income inequality (i.e. after tax and benefits).
Income data are adjusted for household size (equalisation).
The scale of Gini coefficient is from 0 to 100. The value 0
corresponds to perfect equality (same income to
everybody) while 100 corresponds to maximum inequality
(allincome distributed to only one person and all the others
have nothing.

(2) No 2016 data available for IE, IT, and LU, 2015 data used
instead.

(3) EU average is calculated as the population-weighted
average of individual national figures.

(4) EU-SILC 2016 data are based on income generated in
2015 (with the exception of IE and UK.

Source: European Commission, Tax Policies in the EU: 2017
Survey (forthcoming) , based on Eurostat data

The minimum income system became slightly
more generous. According to Eurostat, in Estonia
only around 1% of all social protection benefits are
means tested (EU average is 10.6%). The
subsistence benefit(*!), which is well below the
poverty threshold and low compared to the income
of low wage earners, is the most used means tested
benefit (ESPN 2018). It was increased from 2018
and the system became more flexible. The
subsistence level increased from EUR 130 to EUR
140 for the first adult in each household and to
EUR 168 for each minor.. This increase was
accompanied by incentives for people to return to
work. These entail allowing benefits to overlap
with income from employment for a limited
period. Further changes also apply from 2018 for
sole-proprietors. They receive similar tax treatment
to companies, increasing their social protection.
While these are steps in the right direction, their
impact on reducing poverty and inequality remains
to be seen.

() At 50 % of poverty threshold as demonstrated by
benchmarking exercise of the Social Protection Committee
in 2017.
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Box 3.3.2: Personal Income Tax reform in Estonia

Previous Country Reports have flagged the relatively high tax wedge for low income earners in
Estonia. In late 2016, the government adopted a package of measures in the area of taxation.
Important changes were to be introduced in the personal income tax (PIT)(*) by establishing tax
progressivity in favour of low wage earners(?). This box summarises the results of an ex-ante
assessment of the macroeconomic impact of the PIT reform using the European Commission's
QUEST model, and an assessment of distributional effects of the reform obtained using the
EUROMOD methodology.

According to QUEST simulations(®), the PIT reform will result in a 2 percentage points lower
average labour tax rate on employees. This lower tax wedge will increase incentives to work, with
the highest employment effects for the low- and medium skilled. The cumulative effect on
employment for the five years following the reform is 0.7 % above the baseline scenario. The tax
free allowance will increase disposable net incomes while reducing upward pressures on real gross
wages. The upward effect on consumption is rather limited, as the boost to consumption coming
from higher net incomes is countered by the rise in consumption taxes and inflation (consumption
tax rises are technically included into the QUEST model because in reality the budgetary cost of
the PIT reform was offset by various other tax rises). The cumulative effect of the reform on GDP
is expected to be positive (0.4 % over the baseline in five years).

Table 1: QUEST simulation results

Years 1 2 3 4 5
GDP 0.10 0.21 0.29 0.34 0.36
Employment 0.20 0.43 0.56 0.63 0.65
- low skilled 0.32 0.69 0.92 1.03 1.08
- medium skilled 0.29 0.61 0.79 0.87 0.91
- high skilled 0.08 0.16 0.21 0.24 0.25
Real wages -0.31 -0.54 -0.57 -054 -0.51
- low skilled -0.41 -0.72 -0.79 -0.77  -0.74
- medium skilled -0.38 -0.66 -0.69 -0.66  -0.63
- high skilled -0.19 -0.32 -0.31 -0.27  -0.24
Consumption 0.05 0.07 0.14 0.19 0.22
Consumer prices, incl. VAT 0.88 0.76 0.69 0.65 0.63

Shock to average labour tax-rate on employees -2.07 -2.07 -2.07 207 -2.07

Comment: all figures express changes in percentages over the baseline; government balance figures are percentage points
over the baseline.

EUROMOD simulations(*) allow for examining the potential income-based and distributional
effects of the reform. It is found that the PIT reform would only slightly reduce at-risk-of-poverty
rates and income inequalities as measured by Gini coefficient(°). In aggregate terms, four out of
five households will be affected by the reform, and majority will be winners (71.6 %). Between
4™ and 7" income decile most of the households will be winners (see Graph 1). The losers will be
concentrated in the two top deciles, but there are also winners in the richest households, for
example if the household is composed of both high and low income earners. There are relatively
few winners in the lowest income quintiles because many of them depend on pensions or

subsistence social benefits and are less affected by the PIT reform. Therefore, the reform will
only have a limited impact on reducing poverty and income inequality for the very lowest income
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groups.

Graph 1: Share of affected households
(winners and losers) by income
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Note: Affected households are those whose equalised disposable income changes with the reform; they are defined as
winners, if their income increases, and losers if it decreases. Only changes above 1 EUR/month are considered.

() Some other elements of the reform concern non-taxable pension, levels of social benefits, changes in the rules for
submission of tax declarations, and other similar issues.

(® As of 2018, the following changes in the personal income taxes apply: (a) non-taxable income (also called 'tax free

allowance’) for low and medium wages to increase from 180 euro to 500 EUR/month; (b) for income 2 100