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INTRODUCTION

In November 2017, the European Commission pro-
claimed the European Pillar of Social Rights, a set of 20
principles and rights that included the right to fair
wages and minimum income. The rights, among oth-
ers, have sought to ensure adequate minimum wages
for workers to allow them to have a decent standard of
living and safeguard the ability of low-skilled and young
workers to find employment, while providing incen-
tives to (re)integrate into the labour market.

According to the European Commission, the term
‘minimum wage’ refers to the various legal restrictions
governing the lowest rate payable by employers to
workers, regulated by formal laws or statutes. There is
anational minimum wage in 22 of the 28 member states
of the European Union and data from the OECD show
the minimum wage in 2016 was around 40% of the aver-
age monthly wage in those countries. This ratio varied
widely between countries, from 31% in Spain to 49% in
France. In Estonia, the ratio in 2016 was 37.5%, which
increased to 38.5% in 2017, and is currently at 37%.

The Estonian wage setting process is character-
ised by a low union density rate and a low collective
coverage rate (25%in 2016). Most of the agreements are
concluded at the enterprise level. There are no collec-
tive agreements at the national level except agree-
ments about minimum wages and very few agreements
at the industry level. In 2003-2017 minimum wages
were agreed in negotiations between the Employers
Confederation and Trade Union Confederation. Before
2003 minimum wages were agreed in tripartite negoti-
ations, which involved both social partners and the
government. In 2018 tripartite negotiations were re-es-
tablished. It was agreed in the national minimum wage
agreement, that as of 2019 until 2022 the minimum
wage increase will be calculated annually on the basis
of labour productivity and economic growth, instead of
on classic negotiations between the social partners.

This report focuses on the minimum wage and its
impact on employment and wage distribution in Esto-
nia. Section 2 provides a brief overview of the litera-
ture, especially research covering Central and East
European countries, on the impact of the minimum
wage. Section 3 describes the institutional features of
minimum wage negotiations in Estonia and discusses
the trends in the minimum wage starting from the mid-
dle of the last decade. The section also discusses the
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possible reasons for the steady increase in the level of
minimum wages in the last five years, and describes the
shifting nature of the minimum wage negotiations in
Estonia. Section 4 summarises the results in two recent
peer reviewed articles that studied the impact of mini-
mum wages on employment and wage distributions,
and section 5 offers some conclusions.

LITERATURE REVIEW

Thereis growing interestamong academics and policy-
makers in the minimum wage as a policy tool for
rewarding work, reducing poverty and improving the
living standards of low-wage workers. While the moti-
vation behind the setting of the minimum wage to
improve the living conditions of low-earning is lauda-
ble, it remains a contentious and hotly-debated issue;
precisely because raising the minimum wage can
potentially lead to those very low-earning individuals
whose living standard it seeks to raise losing their jobs.

Neumark and Wascher (2007) (see also Neumark et
al.2014) review a huge body of literature on the employ-
ment effects of minimum wage and point out that there
is awide range of existing estimates and, accordingly, a
lack of consensus over the overall effects of an increase
in the minimum wage on low-wage employment. They
also state that economic theory does not provide an
unambiguous prediction about the employment
effects of minimum wages. There are some economists,
the “marginalists,” who claim that the low-wage labour
market is competitive in nature, so a rise in the mini-
mum wage would lead to unemployment. Then there
are, “the institutionalists,” who claim that it would not,
and that labour markets do not behave like commodity
markets.

According to the institutionalists, the model of
competitive wage determination is inconsistent with
existing business practices and the assumption that
labour markets behaved as if they were commodity
markets could lead to erroneous conclusions about the
employment effects of minimum wages. The models
proposed by the institutionalists incorporate a variety
of market frictions, including monopsony (e.g., Aaron-
son and French 2007), search costs (e.g., Ahn, Arcidi-
acono and Wessles 2005; Flinn 2006), informational
asymmetries (Drazen 1986), and efficiency wages (Reb-
itzer and Taylor 1995). These models predict that
employment effects depend on the types of workers
affected, and on the specific conditions of the labour
markets concerned.

The ongoing debate and research on the appropri-
ate theoretical model of the low-wage labour market,
Neumark and Wascher (2007) nevertheless find that a
sizeable majority of the studies on the employment
effects of minimum wages in the United States, as well
as in other countries, give a relatively consistent
(although not always statistically significant) indica-
tion of the negative employment effects of minimum
wages. Two important conclusions emerge from their

ifo DICE Report 4/2018 December Volume 16

37

Raul Eamets
University of Tartu.

Amaresh K. Tiwari
University of Tartu.



38

FORUM

review. Firstly, very few studies provide convincing evi-
dence of the positive employment effects of minimum
wages, especially from those studies that focus on the
broader groups for which the competitive model pre-
dicts disemployment effects. Secondly, the studies
that focus on the least-skilled groups provide relatively
overwhelming evidence of stronger disemployment
effects for these groups.

While there are many country-specific studies on
the impact of minimum wages on employment in west-
ern European countries (see Neumark and Wascher
2007), very few studies cover Central and East Euro-
pean (CEE) countries. The few studies that are there,
however, do not present uniform findings as to the
effect of the impact of minimum wages on employ-
ment. Using administrative data from Slovenia to study
the impact of an increase in the minimum wage in 2010
on employment retention, Vodopivec (2015) finds that
the increase had a negative effect on employment
retention for the workers directly affected by the rise.
While Majchrowska et al. (2016), who study the effects
of changes in the minimum wage on overall employ-
ment in Poland during the period 1999-2012, find no
effect for the labour market as a whole, but do find neg-
ative effects for young workers in disadvantaged
regions. Baranowska-Rataj and Magda (2015) focus on
young workers in Poland and discover a substantial
negative effect on their employment.

Bodnar et al. (2018) report on a survey conducted
during 2010-2013 in several CEE countries, where firms
were asked how they had reacted to increases in the
minimum wage. They find that the most important
channels thorough which adjustments were made in
response to a rise in minimum wages turned out to be
increases in productivity, cuts in non-labour costs and
price increases; while the least important channel was
firing of staff. The relative unimportance of firing of
staff was particularly prevalent in Estonia, where less
than 10% of the firms surveyed cited this as a relevant
adjustment channel.

Estonia shares many economic and institutional
features with other European post-communist and CEE
countries, where labour markets are largely unorgan-
ised, employment protection is weakly enforced, and
collective wage bargaining plays a very limited role (see
Eamets et al. 2005). It therefore becomes interesting to
compare the effects of minimum wage on employment
with those of Western European and other CEE coun-
tries. The two formal econometric analyses of the
employment effects of the minimum wage for Estonia,
reviewed in section 4, are the studies by Hinnosaar and
RA6m (2003) and Ferraro et al. (2018a). While Hinnosaar
and R66m (2003) find a substantial negative effect on
employment retention for those directly affected by
the changesin the minimum wage, Ferraro et al. (2018a)
find that a rise in the minimum wage has little or no
effect on employment retention.

The minimum wage set can have far-reaching
implications. It can also affect income distribution and
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inequality through spillover effects. While the rise in
the minimum wage is intended to lift wages for those
directly affected by the minimum wage, i.e., those who
earn wages below the new minimum wage, it may also
affect the wage distribution for those with wages above
the new minimum wage. The latter effect is called the
spillover effect.

The spillover effects of a minimum wage on wage
distribution may occur for several reasons. Firstly, since
a rise in the minimum wage raises the relative price of
low-skilled labour, it may lead to a higher demand for
certain types of more skilled labour (depending on sub-
stitutability) and hence to increased wage rates for cer-
tain types of workers already above the minimum. Sec-
ondly, it may prompt firms to reorganise how they use
their workforce to realign the marginal products of
their minimum wage workers with the new minimum;
and this may have effects on the marginal products of
otherworkers. Thirdly, it may lead to increasesin wages
for some workers above the minimum in cases where
employers seek to maintain a given wage structure or
‘hierarchy’ if the efforts of employees depend on their
relative wage (Grossman 1983; Akerlof and Yellen 1990).
Fourthly, the rise may increase the reservation wages
of those looking for jobs in certain sectors; and hence
push up the wages that employers must pay in those
sectors to recruit. Falk et al. (2006) find that because
minimum wage affects subjects’ fairness perceptions,
minimum wages have a significant effect on subjects’
reservation wages. Flinn (2006) shows that minimum
wages can also affect workers’ reservation wages in
search and matching models with wage bargaining.

Given the increase in distributional concerns after
theglobalfinancial crisis and the consequent economic
slowdown, Ferraro et al. (2018b) note that it is surpris-
ing that there is virtually no research on the effects of
the minimum wage on wage inequality in CEE coun-
tries, especially since many post-transition countries
have very unequal wage and income distribution.
According to an OECD publication, the Baltic states
were among the most unequal economies in Europe in
2015. Measured by the Gini coefficient, income equality
in Estonia since 2003 has fluctuated between 37% and
31%; the coefficient was at 32.7% in 2015.

Ferraro et al. (2018b) is one of the first papers to
addressthe distributional effects of the minimum wage
in Estonia, a CEE country in the EU. The authors find
that the minimum wage has had substantial spillover
effects on wages in the Estonian economy, that the
increases in the minimum wage have helped to lower
wage inequality, and that this has particularly bene-
fited low-wage workers.

INSTITUTIONAL MECHANISM OF AND TRENDS
IN THE MINIMUM WAGE

The institution of collective bargaining facilitates the
direct involvement of social partners in deciding on
minimum wages. In Estonia, national minimum wages

since 1992 have been agreed
between social partners in
bipartite meetings between
the Estonian Trade Union Con-
federation (EAKL) and Esto-
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Estonian Trade Union Confederation (Eesti
Ametilihingute Keskliit) EAKL is the largest trade union
in Estonia and the main national level trade union part-
ner in national minimum wage negotiations. The sec-
ond largest trade union organisation is Estonian
Employees’ Unions’ Confederation (Teenistujate
Ametiliitude Keskorganisatsioon) (TALO), which mostly
represents cultural workers and public servants.

Usually social partners bargain annually, although
in 2016 and 2017 negotiations were conducted bienni-
ally. The negotiations open with a proposal from the
trade unions to raise the minimum wage next year, and
employers respond with their own proposal. Intensive
discussions mainly take place in the autumn, when the
statistics on the average wage
in the second quarter of the
current year are published by  Figure2
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payment of wages below the minimum wage to full-
time employees.

Since 1999, the national monthly minimum wage
has increased from 79.90 euros in 1999 to 500 euros in
2018. Until 2008, an agreement signed in 2001 between
the ETKL and the EAKL played an important part in
negotiations of the minimum wage, as it called for the
minimum wage to be raised to 41% of the average
monthly wage by 2008, this being the average level in
the European Union.

Figure 2 below shows that the minimum wage as a
percentage of the average monthly wage ranged from
32-39% between 2005 and 2018, and has settled at
around 37% in recent years. This is the second highest
level in Central and Eastern Europe after Slovenia. The
ratio of the minimum wage to the average wage fell in
2005-2006, because negotiations failed to anticipate
the rapid rise in the average wage as the economy
grew. When economic growth peaked in 2006 and 2007,

Comparison of Minimum Wage with Average Monthly Wage
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the trade unions bargained to raise the minimum wage
toaround 40% of the average wage. This meant that the
agreed minimum wage would be 20% higher than that
in 2005-2006. This rate of 20%, however, turned out to
be higher than the rise in the average wage in 2008, as
wage growth was brought down by the recession in the
economy.

Following the recession, the minimum wage was
constantduring the period 2008 to 2011 and was raised
moderately in 2012, but has increased by around 10%
each year from 2013 to 2017. Since 2013 the trade
unions and the employers have agreed the minimum
wage for the following two years. In 2013 the EAKL and
the ETKL were essentially agreed on the minimum
wage for 2014 and 2015.

Soosaar and Urke (2017) note that in 2015, how-
ever, state arbitration became necessary due to a
major difference between the minimum wages pro-
posed by the two parties. While the trade unions pro-
posed that the minimum wage should be raised by 25%
in each of the next two years, the employers’ associa-
tion held that the minimum wage should increase at
about the same rate as the average monthly wage. The
state arbitrator seeking to resolve the stalemate pro-
posed that the minimum wage be raised in 2016 to
reach 41% of the average wage. In 2017, a tax rebate for
the low paid workers was introduced. Hence the mini-
mum wage that was approved in 2017 accounted for the
fact that the rebate increased the net incomes of low-
paid workers.

The negotiating strength of the trade unions and
employers is reflected by how far the agreed rate lies
from the minimum wages proposed by the two parties.
As can be seen from Figure 3, following 2012, when the
growth rate of the economy started to pick up and
unemployment started declining, the bargaining
power of the trade unions also increased. Low unem-
ployment, strong demand for labour and faster GDP
growth made it easier for the trade unions to argue that

Figure 3

Growth Rates of Proposed and Agreed Minimum Wages and Average Wage

the minimum wage should rise faster than the average
wage in the years ahead.

The European Foundation for the Improvement of
Living and Working Conditions (Eurofond 2018) pub-
lished a report on statutory minimum wages in EU
member states. The report notes that in Estonia,
because of the large difference between the minimum
wage proposed by the Trade Union and the Employers’
Association, the negotiations became complicated.
Since the new income tax reforms planned to increase
net wages, especially of those earning lower wages, by
up to 64 euros per month, employers wanted no change
in the minimum wage. They also argued that an
increase in the minimum wage would artificially
increase wage levels without any actual growth in pro-
ductivity, and suggested alternative sustainable and
long-term solutions, such as linking increases to eco-
nomic indicators. However, the trade unions disagreed
and requested that the minimum wage be increased to
535 euros in 2018, proportionate to increases in the
national average wage. They also proposed long-term
goals like increasing the minimum wage level to 50% of
the national average wage over the next five to ten
years (currently at around 37%). The government
encouraged employers to agree on the increase for
2018 as regular increases in the minimum wage have
led to afallin levels of undeclared work, social inequal-
ity and emigration. After negotiations lasting four
months, the social partners finally agreed to raise the
minimum wage to 500 euros in October 2017.

To sum up, over the last five years there has been a
steady increase in minimum wages in Estonia. This is
remarkable, given that there has been a continuous
decline in trade union membership, except for a few
sectors like medicine and maritime transportation,
and collective bargaining coverage. Both trade union
membership and density have been decreasing over
the last ten years. The share of employees who belong
to a trade union declined from 10.7% in 2009 to 7.2% in
2015. The share in 2015 was
higher among employees in
the non-governmental, non-
profit sector (17%) and in the
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increase in average wages and
the labour shortage in many

oifoinstitute ~ €conomic fields in Estonia.

This could have facilitated agreements on the demands
to increase the minimum wage.

Moreover, as Espenberg et al. (2016) note, even
although there has been a decline in trade union mem-
bership and collective bargaining coverage, some
important changes have been made since 2013 as far as
social partners and social dialogue are concerned.
They document that trade unions and their members,
as well as workers in general, have developed a better
understanding of the need for trade unions and the
roles they play in the labour market and state policy
development. Employers and their associations have
also started to take trade unions more seriously and
have become more responsible in terms of collective
negotiations. The authors find that even in cases of dis-
agreement, the negotiation culture has improved.

Today, both the EAKL and the ETTK have a pres-
ence on several bodies, including the supervisory
board the Estonian Unemployment Fund and the coun-
cil of the Estonian Health Insurance Fund. It has been
noted that the social dialogue has moved from parties
rigidly holding on to their positions to cooperation dur-
ing negotiations. State level relations between social
partners has also improved, with the Ministry of Social
Affairsinvolving employees’ and employers’ represent-
atives on a more comprehensive basis. Espenberget al.
(2016) partly attribute these changes to the influences
of the EU level developments.

TWO STUDIES ON THE IMPACT OF MINIMUM
WAGES IN ESTONIA

Inview of the fact thatthe annualincreasesin minimum
wages were above the inflation rate and the growth
rate of average monthly wages during the period 2012
and 2017, the minimum wage saw a substantialincrease
in real terms. Given that the minimum wage was con-
stant in 2008-2011 and rose moderately in 2012, the
substantial rises in the minimum wage in Estonia in
2013-2016 provide an excellent opportunity to analyse
the effects of the minimum wage on employment.

As the average wage has risen more slowly, the
minimum wage has also increased in proportion to the
average wage. The higher the minimum wage as a ratio
to the average wage, the larger the role it plays in set-
ting the wages forthe economyin general. In particular,
due to spillover effects, changes in minimum wages
could affect the wage and income distributions.

Inthis section, we summarise the resultsin Ferraro
et al. (2018a), in which the impact of minimum wage on
employment retention is analysed, and Ferraro et al.
(2018b), who study the impact of minimum wages on
wage distribution.

Ferraro et al. (2018a) assess whether the probabil-
ity of workers retaining full-time employment across
the wage distribution was affected by the rises in the
minimum wage during the period 2013-2016. They
employ the difference-in-differences methodology,
whereby the probability of a worker retaining employ-
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ment during the “treatment” period 2013-2016 is com-
pared with the probability in the “reference” period
2009-2011 when the minimum wage was constant.

They find that, except for workers who report wage
income below the minimum wage, the probability of
retaining employment for different wage groups during
the period of rises in the minimum wage was not differ-
entto the probability of retaining employment for com-
parable wage groups during the years 2009-2011 when
there were no increases in the minimum wage. This
suggests that the increasesin 2013-2016 had little or no
effect on employment retention during this period.

Their results are not in line with the results in Hin-
nosaar and R66m (2003), who, using the data from 1995
to 2000, found that an increase in the minimum wage
had a negative effect on the employment of those
directly affected by it. This, they argue, may be for var-
ious reasons. Firstly, the difference in the results could
be due to the different methodologies used in the two
papers. Secondly, there were very large rises in the
minimum wage and intensive worker reallocation dur-
ing the period 1995-2000, while in the sample consid-
ered in Ferraro et al. (2018a) the increases in minimum
wages were moderate and there was lessintensive real-
location of workers (Merikiill 2016).

Their results support the findings in Bodnar et al.
(2018) where only about 10% of Estonian firms reported
firing staff in response to increases in the minimum
wage. They argue that the results arein line with a num-
ber of studies from other countries, which find little or
no effect of minimum wages on employment retention
as long as increases in the minimum wage are moder-
ate and employers have other adjustment mechanisms
available to channel increases in minimum wages.

Ferraro et al. (2018a), however, caution that the
absence of any disemployment effects related to mini-
mum wage hikes in their study does not necessarily
mean that a higher minimum wage has no overall
employment effects. The minimum wage could, for
instance, make it harder for the unemployed to enter
the labour market; or the labour market could be sub-
ject to substitution and complementarity effects that
are not captured in their study. Moreover, their study
considers the job retention of workers who are
employed full time. It is possible that increases in the
minimum wage affect employment at the intensive
margin by affecting the number of working hours of
unskilled workers. Future research should consider the
broader and long-term effects of rises in the minimum
wage using other empirical models.

Compared to older EU member states, Estonia has
fairly unequal wage and income distributions, which is
partly due to the low-profile presence of collective bar-
gaining,its modest social safety netand the flatincome
tax system. Therefore, it becomes particularly interest-
ing to see how minimum wages affectincome and wage
distribution. Ferraro et al. (2018b) look at the effect of
the statutory minimum wage on wage distribution in
Estonia.
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Ferraro et al. (2018b) use data from the Estonian
Labour Force Survey covering the period 2001-2014.
They consider only full-time wage-earners who are
Estonian residents, while excluding those who work
part-time, are self-employed orcurrently reside abroad.
The net wage comprises take-home pay after income
taxation, while the minimum wage is set in gross terms
and is therefore converted to net terms using the rules
of the income tax system.

They adapt the method developed by Lee (1999) to
study the implications of minimum wage on wage dis-
tribution. The underlying idea in Lee (1999) is that the
effect of the minimum wage on the wage distribution
will vary depending on the existing wage distributions
in different well-defined labour markets. In labour mar-
kets, where wages are typically high, few workers will
be affected and so the minimum wage will have little
impact on wage distribution. By contrast, labour mar-
kets with typically low wages will see many workers
affected and the minimum wage will have a substantial
impact on wage distribution.

Lee (1999) defines each labour market in terms of
location and time. Given that there are a limited num-
ber of regions in Estonia, to attain enough observation
points Ferraro et al. (2018b) define labour market by
location, time, as well as by sectoral activity. To check
robustness, they also define labour market by occupa-
tion instead of by sectors. Given the relatively low
degree of mobility in the Estonian labour market, not
only geographically but also across sectors and occu-
pations, the variation in wage distribution and the
effective minimum wage across the labour markets
defined along sectoral or occupational lines allows the
authors to identify the effect of the minimum wage on
wage distribution.

Ferraro et al. (2018b) show that for the full sample,
there are substantial spill-over effects from the mini-
mum wage to the lower percentiles of the wage distri-
bution, but the spill-over effect declines as the wage
approaches the median wage. They conclude that the
minimum wage appears to have contributed to lower
wage inequality in Estonia. They also find that the spill-
over at given percentiles of the wage distribution is
larger for women than for men. The spill-over effect is
also larger for wage-earners aged over 45.

The substantial spill-over effects, they conclude,
may be tied to several structural features of the Esto-
nian economy such as the virtual absence of collective
bargaining, the relatively low level of wages immedi-
ately above the minimum in Estonia, and the indexa-
tion of some fees and prices to the minimum wage.

CONCLUSION

This report documents recent trends in minimum
wages in Estonia. It describes the institution of collec-
tive bargaining of minimum wages and describes the
social partners - the trade unions (EAKL and TALO) and
the employers’ confederation (ETTK) - involved in this
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bargaining. We document a sustained increase in the
minimum wage since 2012, despite a decline in trade
union membership and collective bargaining coverage
since 2008. We discuss possible reasons for this phe-
nomenon. We also discuss the changing nature of the
social dialogue between the partners.

The report also reviews recent studies on the
impact of changes in minimum wages on employment
and wage distribution. Ferraro et al. (2018b), who study
the impact of minimum wages on wage distribution,
find that the minimum wage has had substantial spillo-
ver effects on wages in the Estonian economy, that the
increases in the minimum wage has helped to lower
wage inequality, and that it has particularly benefited
low-paid workers.

Ferraro et al. (2018a), who study the impact of
increases in minimum wages during the period 2013-
2016 on employment retention, find that when com-
pared to the period, 2009-2011 during which minimum
wages were constant, increases in 2013-2016 had little
or no effect on employment retention. However, as
noted earlier, this does not necessarily mean that a
higher minimum wage has no overall and long-term
employment effects, and there is still scope for future
research. Such research could also study the impact of
increases in minimum wages on prices, as well as the
spending and debt responses of households in CEE
countries.
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