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EESSONA: PAKKUMISELE ORIENTEERITUD MAJANDUSPOLIITIKA
RENESSANSS ULEMAAILMSE MAJANDUSKRIISTI KAUDU

Kéesolev publikatsioon ,,Eesti majanduspoliitilised véitlused ilmub niitid juba
seitsmeteistkiimnendat korda (selle nimega kiill alles kolmandat aastat). Artiklid
asuvad CD-ROM-il ja nende teisekeelsed kokkuvotted on esitatud kogumiku
paberkandjal.' K&iki artikleid on anoniitimselt retsenseeritud peamiselt teiste riikide
majandusteadlaste poolt. ,,Eesti majanduspoliitilised viitlused“ on iseseisvad
teaduslike artiklite kogumikud ja ilmuvad 2001. aastast alates Berliini kirjastuse
Berliner Wissenschafts-Verlag (endine Berlin-Verlag Arno Spitz) ning Eesti
kirjastus- ja konsultatsioonifirma Mattimar vahelises koostdos.

Publikatsioonide eesmirgiks on analiilisida ja vdimalust modda hinnata
majandusarenguid nii Eesti Vabariigis kui ka terves Euroopa Liidus. Kéesoleval
aastal on see maailmamajandust tabanud kriiside taustal omandanud erilise
aktuaalsuse.

Eesti on” alates 28. juunist 2004 ithinenud II vahetuskursimehhanismiga (ERM II) ja
on seega vastavalt EU-lepingule vdtnud endale kohustuse parast konvergentsi-
kriteeriumite tditmist eurole iile minna. ERM Il-ga liitumisel lubati Eestil jadda
senikehtinud valuutakomitee raamistiku juurde. Eesti kroon on vahetatav Euroopa
Keskpanga poolt fikseeritud nn keskkursi alusel.

Eesti ei ole viimastel aastatel inflatsioonikriteeriumi® kahjuks tiitnud. Kui 2003.
aastani vOis tdheldada liikumist suurema hinnataseme stabiilsuse suunas, siis
eelkdige kolme viimase aasta jooksul on inflatsioon tunduvalt kasvanud, nimelt
4,4%-1t (2006) 6,6%-ni (2007) ja edasi 10,4%-ni (2008), ja on seega taas
kaugenenud Euroopa Majandus- ja Valuutaliidu vordlusvairtusest (2008. aastal oli
see 3,2 %).* See dinaamika saab veelgi selgemaks kui vorrelda kahe jarjestikuse
aasta kasvumédrasid: 2007. aasta alguses (ca + 5%) ning 2008. aasta martsis (+
11,2%). Selline inflatsioonisurve on podhjustatud esmajoones toiduainete ja energia
kallinemisest ning samuti administreeritud hindade hiippelisest tdusust. Peaaegu iihe
protsendipunkti  vOrra andis hinnatdusule oma panuse ka aktsiiside
harmoniseerimine. Inflatsiooni arengut tuleb vaadelda reaalse SKP viga vdimsa
kasvu taustal, mis aastatel 2000-2007 moodustas keskmiselt 9%. T66turul valitsenud
jérjest enam pingestunud olukorra tdttu kasvasid t66jou erikulud jérsult: 8,1% 2006.
aastal ja 18,9% 2007. aastal, mis andis inflatsioonile lisaimpulsse tédnu nii tdusvale
ndudlusele, aga eriti suurenenud kulutustele.

! Kokkuvdte on vastavalt autori valikule kas eesti, saksa v&i inglise keeles. Sellisel kujul (CD-
ROM ja paberkandja) ilmub publikatsioon alates 2007. aastast.

? Leedu korval.

? Inflatsiooniméir — vastavalt harmoniseeritud tarbijahinna indeksile (HICP) ei tohi see iiletada
kolme kdige stabiilsemate hindadega riigi keskmist inflatsiooni mitte rohkem kui 1,5 %.

* Antud ja jargnevate statistiliste andmete kohta vaata: Europiische Zentralbank,
Konvergenzbericht [ Euroopa Keskpanga konvergentsiraport] mai 2008, 1k. 31 jj.;
Konvergentsiraporti statistilise materjali lackumise 1opptéahtaeg oli 18. aprill 2008.



Vastandina sellele on avaliku sektori finantsid siiani rd0mustavat pilti pakkunud.
Riigieelarve saldo on varasematel aastatel olnud positiivne, aga 2007. aastast nditab
viahenemise tendentsi ja nimelt SKP suhtes: 3,4%-It 2006. aastal 2,8%-ni 2007.
aastal. 2008. aastaks ennustas Euroopa Komisjon edasist {ilejadgi vahenemist kuni
0,4%-ni SKP-st. Vastavalt sellele vihenes volatase 4,2%-1t 2006. aastal kuni 3,4%-ni
2007. aastal ja jii seega ikkagi tunduvalt allapoole 60%-list referentsvértust.’

Turuintress® on inflatsioonimiira kdrval teine tihtis rahapoliitiline liitumis-
kriteerium. Kuna riigi vdlatase on madal, siis ei eksisteeri Eestis kroonipohisel
riigivllal funktsioneerivat arenenud turgu. Jérelikult puuduvad ka harmoniseeritud
pikaajalised intressimédérad, nii et turuintresside kriteeriumit arvestades vdis véita:
,.uldkokkuvdttes pole praegu piisavalt selgeid pidepunkte negatiivse hinnangu
andmiseks.*’

Seoses tilemaailmse finantskriisi ja sellest vélja kasvanud majanduskriisi
puhkemisega on ka Eesti majanduse olukord omandanud dramaatilisi jooni. Lisaks
sellele, et jérjest siiveneb juba 2008. aasta algul alanud SKP kasvu selge
aeglustumistendents, tulevad niiiid pdevavalgele ka rahandussektori patud. Pangad
ndevad vaeva kahjude piiramisega ja tegelevad juba monda aega laenuandmise
tingimuste erakordse karmistamisega. Eriti Rootsi pangad, nagu Balti turgu
valitsevad SEB ja Swedbank, kes lubasid m&ddunud buumiperioodil liiga
kergekéeliselt laenu. Eriti problemaatiliseks on muutunud SEB olukord, kes on
kolmes Balti riigis kokku sdlminud laenutehinguid imberarvestatuna 18,1 miljardi
euro eest. Vahepeal on Stockholmi keskpank laenuandmist tugevasti piiranud. Peale
selle on moodustatud erikomisjon, mille iilesandeks on Balti riikide ettevotteid
dhvardava maksejouetuse eest digeaegselt kaitsta.

Eredaks niiteks selle kohta, kui kergekéeliselt eelnevatel aastatel laenu vdimaldati,
on SMS-laenude ohvrid. Hulk eestimaalasi on end ilimalt kahtlastest ja
rahandusvilistest ettevdtjatest peibutada lasknud ja votnud mobiili abil minutite
jooksul saabuvat laenu. Seejuures on laenuvdtjad leppinud liigkasuvotjalike
intressidega, et ainult kuidagi saaks &ra maksta traditsiooniliste pankade tavalisest
hiipoteegilaenudest tulenevaid maksekohustusi. Kui siis vdlgnikud on omakorda
SMS-laenu tagasimaksetega hilinenud, ilmuvad vélja inkassofirmad, kes tihti on
SMS-laenuandjate tiitarettevotted ja nduavad volad halastamatult sisse.

Paljud ehitusfirmad on pidanud juba alustatud ehitused pooleli jitma, kuna
voimalikel ostjatel kadus edasise finantseerimise voimalus (seda aga ildiselt
pangalaenude tagasimaksmise jOuetuse tOttu). Kinnisvarahinnad on juba

% Ka need arvud on antud suhtes SKP-sse.

® Turuintressiks loetakse avaliku, st vastava valitsuse poolt emiteeritud riigivola kasumimaéra
kestvusega 10 aastat (vajadusel jarelejaénud kestvusaega). Sellist nn turuintressi peetakse
stabiilsuse ja seega liitumiskriteeriumiks, mille jérgi turud hindavad liitumiskandidaatide
stabiilsuse hoidmise tahet.

7 Europiische Zentralbank, Konvergenzbericht Mai 2008, 1k. 37



dramaatiliselt langenud. Laenuandjad pangad peavad oma bilanssides tegema
mabhakirjutusi ja nditama kahjumit.

Nii nagu teised Ida-Euroopa maad on ka Eesti tdbaras olukorras, kuna ekspordi-
impordi bilansi defitsiit oli korge (11,2% SKP-st), valuutareservid kasinad
(brutoreservide suhe lithiajaliste vélislaenudega kdigest 0,2%), vélismaised laenud
suured (netopositsioon vélismaiste pankade suhtes 78,7% SKP-st) ja majanduskasv
on olnud suures osas finantseeritud laenude abil (krediidid erasektorisse +21,5%)."

Ka Eesti peab iitha suurema FEuroopa Liiduga 10imumise raames ja enne
valuutaliiduga ihinemist oma finantssektorit pohjalikult reformima. Eeltoodut
silmas pidades tuleb ellu viia jargmised nduded voi neid vdhemalt igakiilgselt
kaaluda:

— Erinevate riikide rahvamajanduste finantseerimistegevus on liitunud globaalseks
ithenduseks ja nii tuleb riikidel oma finantsturgude reguleerimist ja nende iile
jérelvalve teostamist harmoniseerida. See toimuks tihedas koost66s Rahvusvahelise
Valuutafondiga (IWF) ja finantsstabiilsuse foorumiga (FSF), loomaks iilemaailmset
eelhoiatussiisteemi, mis koosneks eri riikide jirelvalveorganisatsioonidest, kelle
iilesandeks on jérjekindlalt valvata oma piirkonna tihtsamate pankade tegevust ja
regulaarselt koostada riskianaliilise. See kehtib esmajérjekorras sihtotstarbeliste
arithingute kohta, mida moni aeg tagasi mitmel pool loodi, et viljaspool
reeglitekohast bilanssi sooritada riskantseid investeerimistehinguid.

— Finantsturgudele tuleb tuua rohkem ldbipaistvust. Laenude vairtpaberistamisel
peab valitsema selgus selle suhtes, millised tépselt on riskistruktuurid. Sellele lisaks
peaks krediteerivatelt pankadelt ndudma, et nad ka ise votaksid osaliselt enda kanda
kaotusriski, mis oleks vorreldav kindlustuse omavastutusega.

— Reitinguagentuurid  tuleb  allutada rangematele hindamisjuhistele ja
registreerumiskohustusele. Jirjekindlamalt tuleb tulevikus ka nn Hedge-fonde’
kontrollida.

— Basel II pankade omakapitalile esitatavaid ndudeid puudutavad valemitepdhised
reeglid tuleb kujundada paindlikumaks, ennetamaks protsiiklilist kditumist laenude
andmisel, mis vo0ib kujuneda — nagu praegune olukord niitab — eriti proble-
maatiliseks konjunktuuri langusfaasis.

— Sellega seoses tuleb kriitiliselt 18bi vaadata finantsinvesteeringute fair value
hindamisreeglid (niivord kui nad kasutamist leiavad). See vajadus kerkib esile just
uusima finantskriisi taustal. Ja tulevikku silmas pidades vdiks aru pidada ka selle
ile, kas mitte vdhemalt ajutiselt rakendada kursivdidust saadud dividendide
viljamaksmise peatamist.

— Lopuks tuleb muuta panga- ja teiste majandusjuhtide hiivitus- ja boonus-
siisteeme, nii et nende sissetulek ei sOltuks mitte lithiajalisest edukusest vaid
plisivatest eesmarkidest.

¥ IWF, Global Financial Stability Report, October 2008.

? Riskifondid, kui erilised investeerimisfondid, mida iseloomustavad spekulatiivsed
investeerimisstrateegiad. Riskifondid pakuvad suurt tuluvdimalust, kuid osakute ostmisega
kaasneb ka suur risk. Riskifondide puhul on tavapérane investeeringute kasutamine
tuletisvéaartpaberitega kauplemiseks ja nn katteta miiiik.

9



Tanapdeval {ildkehtivad makrodkonoomilised teooriad ja nendest ldahtuvad
majanduspoliitilised kontseptsioonid baseeruvad sageli reaalsusest kaugetel
oletustel, et turud on piisivalt efektiivsed ja et inimesed juhinduvad alati
ratsionaalsetest kaalutlustest. Mittemajanduslikke motiive ja irratsionaalseid
kaitumismalle ei arvestata tdnapdeval kiibelolevates mudelites ilmselt peaaegu
iildse. See on viinud selleni, et korduvate kriiside kdige kaalukamad tekkepdhjused
jédvad enamasti mirkamata. Toetudes John Maynard Keynesile, kasutavad George
Akerlof ja Robert Shiller mdistet ,,Animal Spirits“lo, millel nende arvates on
majandusarengutele suurem moju kui ratsionaal-Okonoomilistel  teguritel.
,Optimismi  ja pessimismi lained tingivad suuri muutusi iildmajanduslikus
ndudluses”. Kodigi majanduskriiside algtdukejouks voib lugeda psiihholoogilisi
tegureid. Milliseid jdreldusi saab sellest teha? Riigil tuleb majanduses aktiivset rolli
etendada ja ,,animal spirits’i“ poolt pShjustatud turu tdmblemiste vastu digeaegselt
voitlusse astuda. Et kapitalism jddks piisivalt stabiilseks, ei tohiks turgu
pShimotteliselt iseenda hooleks jétta. John Maynard Keynes on surnud, elagu John
Maynard Keynes!

Veebruar-marts 2009

Manfred O. E. Hennies Matti Raudjarv
Kiel/Warder, Saksamaa Tallinn/Pirita-Kose ja Pérnu, Eesti

' Akerlof, G., Shiller, R. Animal Spirits — How Human Psychological drives the Economy, and
why it matters for Global Capitalism, Princeton 2009.
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VORWORT: DURCH WELTWEITE WIRTSCHAFTSKRISE
RENAISSANCE DER ANGEBOTORIENTIERTEN
WIRTSCHAFTSPOLITIK

Die vorliegende Dokumentation ,,Estnische Gesprache iiber Wirtschaftspolitik*
erscheint nunmehr in der 17. Ausgabe. Die einzelnen Beitridge werden auf CD-Rom
und dariiber hinaus als Zusammenfassung im vorliegenden Sammelband erfasst.'
Die  Artikel sind anonym  rezensiert worden, vor allem von
Wirtschaftswissenschaftern aus dem Ausland. Die Beitragsbinde als selbststindige
Sammlungen wissenschaftlicher Artikel erscheinen seit 2001 im Berliner
Wissenschafts-Verlag (frither Berlin-Verlag Arno Spitz) in Kooperation mit dem
estnischen Verlag Mattimar OU.

Die Dokumentationen haben das Ziel, wirtschaftliche Entwicklungen sowohl in der
Republik Estland als auch in der Européischen Union zu analysieren und — soweit
das moglich ist — zu bewerten. In diesem Jahr erlangt dieses Anliegen durch die
Ereignisse der weltweiten Wirtschaftkrisen besondere Brisanz.

Estland ist® mit Wirkung vom 28. Juni 2004 dem Wechselkursmechanismus II
(WKM 1I) beigetreten und hat damit gemidB EG-Vertrag die Verpflichtung
iibernommen, nach Erfiillung der Konvergenzkriterien den Euro einzufithren. Mit
dem Beitritt ist Estland die Beibehaltung seiner bisherigen Currency-Board-
Regelung zugestanden worden, wodurch die Eesti Pank — wenn notwendig — zu
jederzeitigen Interventionen an den Devisenmérkten verpflichtet ist und andererseits
die Europdische Zentralbank keinerlei Interventionsverpflichtungen hat. Die
estnische Krone ist bisher durchgéingig zu ihrem jeweiligen Leitkurs gehandelt
worden.

Das Inflationskriterium® hat Estland in den letzten Jahren zunehmend verletzt. Nach
einem noch bis 2003 zu beobachtenden Trend zu mehr Preisniveaustabilitét ist die
Inflation vor allem in den letzten drei Jahren wieder deutlich angestiegen, und zwar
von 4,4% (2006) iiber 6,6% (2007) auf 10,4% (2008); sie hat sich damit vom
Referenzwert der Europidischen Wirtschafts- und Wéhrungsunion (der 2008 bei
3,2% lag) erneut entfernt.* Noch deutlicher wird diese Dynamik, wenn man im
jeweiligen Vorjahresvergleich die Steigerungsraten von Anfang 2007 (rund + 5%)
und Mirz 2008 (+ 11,2%) gegeniiberstellt. Dieser Inflationsdruck ist in erster Linie
auf die Verteuerung von Nahrungsmitteln und Energie sowie sprunghafte
Erhohungen administrierter Preise zuriickzufithren. Mit knapp einem Prozentpunkt
hat auch die Harmonisierung der Verbrauchsteuern zu diesen Preissteigerungen

! je nach Wahl des Verfassers in deutscher, englischer oder estnischer Sprache.

% neben Litauen

* Die Inflationsrate — gemessen am Harmonisierten Verbraucherpreisindex (HVPI) — darf jene
der drei preisstabilsten Lander um nicht mehr als 1,5 Prozentpunkte iibersteigen.

* Zu diesen und den folgenden statistischen Angaben: Europiische Zentralbank,
Konvergenzbericht Mai 2008, S. 31 ff.; Redaktionsschluss fiir die in dem Konvergenzbericht
enthaltenen Statistiken war der 18. April 2008.
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beigetragen. Diese Inflationsentwicklung muss vor dem Hintergrund eines sehr
robusten Wachstums des realen Bruttoinlandprodukts (BIP) gesehen werden, das im
Zeitraum von 2000 bis 2007 durchschnittlich bei 9% lag. Durch die zunehmend
angespannte Lage auf den Arbeitsmérkten sind die Lohnstiickkosten drastisch um
8,1% (2006) und 18,9% (2007) gestiegen und haben der Inflation von der
Nachfrage- und vor allem von der Kostenseite zusétzliche Impulse verliehen.

Im Gegensatz dazu zeichnen die 6ffentlichen Finanzen bisher ein erfreuliches Bild:
Der Staatshaushalt weist vorerst noch einen positiven Saldo aus, der allerdings seit
2007 riicklaufig ist, und zwar — jeweils in Relation zum Bruttoinlandprodukt (BIP) —
von 3,4% im Jahre 2006 auf 2,8% im Jahre 2007. Fir 2008 wird von der
Europiischen Kommission ein weiterer Riickgang des Uberschusses auf 0,4% des
BIP vorausgesagt. Entsprechend ist bisher der Verschuldungsbestand von 4,2%
(2006) auf 3,4% im Jahr 2007 zuriickgegangen und damit noch immer weit
unterhalb des Referenzwertes von 60% geblieben.’

Der Marktzins® ist neben der Inflationsrate das zweite geldpolitische
Beitrittskriterium. Wegen des geringen oOffentlichen Schuldenbestandes gibt es in
Estland noch keinen entwickelten Markt fiir estnische Staatsanleihen. Folglich
liegen keine aussagekréftigen harmonisierten langfristigen Zinssétze vor, so dass es
im Hinblick auf das Marktzinskriterium ,,derzeit ... keine hinreichend eindeutigen
Anhaltspunkte fiir eine insgesamt negative Beurteilung®’ gibt.

Mit dem Ausbruch der weltweiten Finanz- und der sich daraus entwickelnden
Wirtschaftskrise hat auch in Estland die wirtschaftliche Lage dramatische Ziige
angenommen. Nicht nur dass sich die bereits Anfang 2008 abzeichnende deutliche
Verlangsamung des Wachstums des Bruttoinlandprodukts nunmehr verschérft hat,
auch Siinden des Finanzsektors treten jetzt zu Tage. Die Banken sind um
Schadensbegrenzung bemiiht, indem sie seit Monaten die Kriterien fiir ihre
Kreditvergaben auflerordentlich verschirfen. Vor allem schwedische Institute, wie
die beiden baltischen Marktfiihrer SEB und die Swedbank, haben wéhrend der
vergangenen Boomphase allzu leichtfertig Kredite gewidhrt. Besonders
problematisch ist die Situation fiir die SEB geworden. Sie hat in den drei baltischen
Staaten fiir insgesamt — umgerechnet — 18,1 Mrd. Euro Aktivgeschifte
abgeschlossen. Inzwischen hat die Stockholmer Zentrale die Kreditvergabe drastisch
eingeschrankt. Auflerdem hat sie eine Sonderkommission gebildet, die baltische
Unternehmungen rechtzeitig vor einer drohenden Insolvenz schiitzen soll.

* auch diese Zahlen jeweils in Relation zum Bruttoinlandprodukt (BIP).

¢ Als Marktzins gilt die Durchschnittsrendite 6ffentlicher, d. h. von der jeweiligen
Zentralregierung emittierter Anleihen mit einer Laufzeit (gegebenenfalls Restlaufzeit) von 10
Jahren. Dieser so genannte Marktzins wird als Stabilitétskriterium und damit Beitrittskriterium
dafiir angesehen, wie die Markte den Stabilitdtswillen der einzelnen Beitrittkandidaten
einschétzen.

" Europiische Zentralbank, Konvergenzbericht Mai 2008, S. 37.

12



Wie leichtfertig Kredite in den vergangenen Jahren vergeben worden sind, zeigen
die Opfer von so genannten SMS-Krediten. Eine hohe Zahl von Esten ist von
dubiosen und zumeist branchenfremden Unternehmungen dazu verfiihrt worden, per
Handy in Minutenschnelle einen Kredit zu bekommen. Die Kreditnehmer haben
dabei teilweise Wucher-Zinsen in Kauf genommen, nicht selten nur um ihren
Zahlungsverpflichtungen aus normalen Hypothekenkrediten bei traditionellen
Banken nachkommen zu kénnen. Wenn dann ein Kreditnehmer sdumig geworden
ist, haben Inkassounternehmungen, die oftmals Tochter der SMS-Kredit-Firmen
sind, die Schulden skrupellos eingetrieben.

Viele Bauunternehmungen mussten bereits begonnene Neubauten abbrechen, weil
den potenziellen Kédufern die Anschlussfinanzierung nicht mehr moglich war. Die
Immobilienpreise sind bereits dramatisch gesunken. Die betroffenen Banken werden
Wertberichtigungen in ihren Bilanzen vornehmen und Verluste ausweisen miissen.

Neben anderen osteuropdischen Léndern befindet sich Estland in einer prekéren
Situation auf Grund hoher Leistungsbilanzdefizite (11,2% des BIP), geringer
Wiéhrungsreserven (Bruttoreserven im Verhéltnis zu kurzfristiger
Auslandsverschuldung nur 0,2%), hoher Auslandsverschuldung (Nettoposition
gegeniiber ausldndischen Banken 78,7% des BIP) und stark kreditfinanzierten
Wirtschaftswachstums (Kredite an den privaten Sektor + 21,5%).8

Auch Estland wird mit zunehmender Verflechtung im Rahmen der Europiischen
Union und vor dem Beitritt zur Wahrungsunion seinen Finanzsektor grundlegend
reformieren miissen. Dazu sind die nachfolgenden Forderungen umzusetzen oder
zumindest zu priifen:

— Volkswirtschaften im globalen Finanzierungsverbund miissen die Regulierung
ihrer Finanzmiérkte und die Aufsichtsregeln harmonisieren. Dazu ist in enger
Kooperation mit dem internationalen Wéhrungsfonds (IWF) und dem Financial
Stability Forum (FSF)) ein weltweites Frithwarnsystem zu errichten, das sich aus
nationalen Aufsichtsgremien zusammensetzt, welche konsequent die in Threm
Bereich relevanten Institute iiberwachen und stdndig Risikoanalysen erstellen. Das
gilt ganz besonders fiir Zweckgesellschaften, die in der Vergangenheit vielerorts
gegrindet worden sind, um auBlerhalb der reguliren Bilanz riskante
Anlagengeschifte zu betreiben.

— An den Finanzmérkten muss mehr Transparenz hergestellt werden. Bei
Verbriefungen von Darlehen muss klar sein, wie die Risikostrukturen beschaffen
sind. Dazu sollte von den kreditierenden Banken verlangt werden, dass auch sie
einen Teil des Ausfallrisikos tragen — dhnlich dem Selbstbehalt bei Versicherungen.

— Ratingagenturen miissen strengeren Bewertungsrichtlinien und einer
Registrierungspflicht unterworfen werden. Auch Hedge-Fonds miissen zukiinftig
konsequent kontrolliert werden.

— Die formelgebundenen Regeln nach Basel II zur Eigenkapitalausstattung der
Banken miissen flexibler gestaltet werden, damit es nicht zu prozyklischen

8 IWF, Global Financial Stability Report, Oktober 2008.
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Bewegungen bei den Kreditgewdhrungen kommt, was — wie die gegenwértige
Situation zeigt — besonders problematisch in rezessiven Konjunkturphasen ist.

—In diesem Zusammenhang sind 'Fair-Value'-Bewertungsregeln  fiir
Finanzanlegen, soweit sie Anwendung finden, gerade im Hinblick auf die
Erfahrungen in der jlingsten Finanzkrise kritisch zu {iberpriifen. Und mit Blick auf
die Zukunft sollte dariiber nachgedacht werden, ob nicht Ausschiittungsperren fiir
Kursgewinne zumindest temporér verhdngt werden sollten.

— Letztendlich miissen die Vergiitungs- und Bonisysteme der Bankmanager wie
auch der iibrigen Wirtschaftsfiihrer verdndert werden, so dass sich deren Einkommen
nicht an kurzfristigen Erfolgen, sondern an nachhaltigen Zielen ausrichten.

Die heute im Allgemeinen vertretenen makrodkonomischen Theorien und darauf
aufbauenden wirtschaftspolitischen Konzeptionen beruhen auf den im Grunde
realitdtsfremden Annahmen, dass die Mérkte stets effizient seien und die Menschen
sich immer von rationalen Uberlegungen leiten lieBen. Nicht-6konomische Motive
und irrationale Verhaltensweisen finden in den heute gidngigen Modellen kaum
Beriicksichtigung. Das hat dazu gefiihrt, dass die gravierendsten Ursachen fiir immer
wieder auftretende Krisen meist iibersehen werden. In Anlehnung an John Maynard
Keynes sprechen George Akerlof und Robert Shiller von 'Animal Spirits'’, welche
fir die wirtschaftlichen Entwicklungen grofere Bedeutung haben als rational-
6konomische Faktoren. ,,Die Wellen von Optimismus und Pessimismus verursachen
groBBe Verdnderungen der gesamtwirtschaftlichen Nachfrage.“ Das irrationale Auf
und Ab der FErwartungen verstirke und verldngere Rezessions- und
Depressionsphasen im wirtschaftlichen Geschehensablauf. Alle Wirtschaftskrisen
gingen letztendlich auf psychologische Faktoren zuriick. Welche Schlussfolgerungen
sind daraus zu ziechen? Der Staat muss eine aktive Rolle in der Wirtschaftspielen und
die durch 'Animal Spirits' verursachten Marktverwerfungen rechtzeitig bekdmpfen.
Damit der Privatkapitalismus auf Dauer stabil bleibt, darf der Markt grundsétzlich
nicht sich selbst iiberlassen werden: John Maynard Keynes ist tot;es lebe John
Maynard Keynes!

Februar-Mirz 2009

Manfred O. E. Hennies Matti Raudjarv
Kiel/Warder, Deutschland Tallinn/Pirita-Kose und Pérnu, Estland

? Akerlof, G., Shiller, R. Animal Spirits — How Human Psychological drives the Economy, and
why it matters for Global Capitalism, Princeton 2009.
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PREFACE: RENAISSANCE OF THE SUPPLY-ORIENTED ECONOMIC
POLICY THROUGH THE GLOBAL ECONOMIC CRISIS

This is already the 17th publication “Disputes on Estonian Economic Policy”
(although published only the third year under this name). The papers have been
published on CD-ROM and their summaries in another language in the collection
printed on paper media." All papers have been anonymously peer-reviewed by
economists from mostly other countries. “Disputes on Estonian Economic Policy*
are independent collections of research papers which have been published since
2001 in cooperation by the Berliner Wissenschafts-Verlag publishing house (the
former Berlin-Verlag Arno Spitz) in Berlin and the Estonian Mattimar publishing
and consultation company.

The aim of the publications is to analyse and evaluate as much as possible the
economic developments both in the Republic of Estonia and in the whole European
Union. It has become particularly topical this year, considering the crises which have
hit the global economy.

Estonia joined” the Exchange Rate Mechanism I (ERM II) on 28 June 2004 and has
consequently taken the commitment according to the EC Treaty to adopt the euro
after meeting the convergence criteria. When joining the ERM II, Estonia was
allowed to retain the currency board framework it had followed until that time. The
Estonian kroon is exchangeable on the basis of the so-called central exchange rate
fixed by the European Central Bank.

Estonia has unfortunately not fulfilled the inflation criterion® in the recent years.
While movement towards a greater stability of the price level could be observed
until 2003, the inflation has considerably increased above all in the course of the last
three years, namely from 4.4% (2006) to 6.6% (2007) and further to 10.4% (2008),
and has therefore moved farther away again from the reference value of the
European economic and monetary union (which was 3.2% in 2008).* This dynamics
becomes even more evident if we compare the growth rates in two consecutive
years: at the beginning of 2007 (ca +5%) and in March 2008 (+11.2%). Such a
pressure on inflation is caused above all by the increase in the prices of food
products and energy and also from the dramatic increase in regulated prices. Also
harmonisation of excise taxes made a contribution to the price increase by almost
one percentage point. Development of inflation should be viewed in the context of
the very powerful growth of the real GDP, which was 9% on an average in 2000-

' The summary is either in Estonian, German or English according to the choice of the author.
The collection has been published in this form (on CD-ROM and on paper) since 2007.

% Together with Lithuania.

® The inflation rate — according to the harmonised index of consumer prices (HICP) it must not
exceed by more than 1.5% the average inflation of three countries with the most stable prices.

* Concerning these statistics and those provided below, see: Europiische Zentralbank,
Konvergenzbericht [Covergence Report of the European Central Bank], May 2008, pp. 31 ff.;
The due date for the submission of statistical materials for the Convergence Report was 18
April 2008.
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2007. The increasingly strained situation in the labour market has considerably
increased unit labour costs: by 8.1% in 2006 and by 18.9% in 2007, which gave
additional impulses to the inflation due to increased demand but particularly due to
increased costs.

On the other hand, the financial situation of the public sector has been good. The
balance of the state budget has been positive in the previous years but has shown a
decreasing trend since 2007, namely with respect to GDP: from 3.4% in 2006 to
2.8% in 2007. For 2008 the European Commission forecast a further decrease in the
surplus, to 0.4% of the GDP. The debt level decreased respectively from 4.2% in
2006 to 3.4% in 2007 and therefore remained still considerably below the 60%
reference value.’

Market interest rate® is another important monetary policy criterion next to the
inflation rate for joining the euro area. As the government debt level of the country
is low, no market based on government debt in kroons has developed in Estonia.
Therefore there are also no long-term harmonised interest rates and it was possible
to state, considering the market interest rate criterion: ,there are at present no
indications which are sufficiently strong to warrant a negative assessment overall.«’

The situation of the Estonian economy has also acquired dramatic features in
connection with the global financial crisis and the economic crisis which has
developed as a result. In addition to the deepening slowdown of the GDP growth
which became evident already at the beginning of 2008, now also the sins of the
financial sector are coming to light. Banks make efforts to limit their losses and have
offered extremely tough borrowing conditions for some time already. Particularly
Swedish banks, such as SEB and Swedbank, which are dominating the market and
issued loans too easily during the boom period which has ended by now. The
situation of SEB, which has signed loan transactions in the three Baltic countries in
total for the value of 18.1 billion euros, has become particularly problematic.
Meanwhile, their central office in Stockholm has considerably limited its lending
activities. Besides, a special committee has been set up for the timely protection of
companies from insolvency in the Baltic states.

Victims of SMS loans are a vivid example of too easy availability of loans in the
earlier years. A large number of Estonians have been snared by extremely suspicious
entrepreneurs who have no experience in finances and have acquired through mobile
phones loans which arrive in just a few minutes. Such borrowers have agreed to
usurious interest rates to be able to meet in some way their payment obligations
arising from ordinary mortgage loans from traditional banks. When the debtors then

5 Also these figures have been provided with respect to GDP.

® Market interest rate is defined as the 10-year yield rate of the respective government bonds
issued (time remaining to maturity, if appropriate). Such market interest rate is considered to be
a criterion on price stability and consequently a criterion for joining the euro, indicating how
markets evaluate the will of the candidate countries to maintain their stability.

" Europiische Zentralbank, Konvergenzbericht Mai 2008, pp. 37.
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delay with the repayments of their SMS loan, debt collection companies, which are
often subsidiaries of SMS loan providers, appear and collect the debts without any
mercy.

Many construction companies have had to stop their uncompleted construction
projects as the possible buyers had no opportunity for further financing (usually due
to the inability to repay bank loans). Real estate prices have already dramatically
decreased. Lending banks have to write off loans in their balance sheets and show
losses.

Similar to other East European countries, Estonia is in a plight as it had a high
export-import balance deficit (11.2% of GDP), low foreign currency reserves (ratio
of gross reserves to short-term foreign loans only 0.2%), high foreign loans (net
position with foreign banks 78.7% GDP) and its economic growth had largely been
financed with loans (credits to the private sector +21.5%).*

Estonia also has to thoroughly reform its financial sector for its integration with the
EU and before joining the currency union. Considering the above-mentioned
circumstances, the following requirements should be met or at least thoroughly
considered:

— Financing activities of the national economies of different countries have
merged into a global structure, therefore countries have to harmonise the regulation
of their financial markets and performance of supervision over these markets. It
should be done in close cooperation with the International Monetary Fund (IMF)
and the Financial Stability Forum (FSF) to create a global advance warning system
which would consist of supervisory organisations of different countries, whose duty
is to ensure continuous monitoring the activities of the most important banks in their
area and to prepare regular risk analyses. This applies first and foremost to single-
purpose companies which were established at many places some time ago to
perform risky investment transactions off balance sheet.

— More transparency should be brought to financial markets. In the securitisation
of loans, the exact risk structures should be clearly identified. Besides, crediting
banks should be required to partly assume the risk of losses, comparable to risk for
own account in insurance.

— Rating agencies should be subjected to more strict assessment guidelines and the
registration obligation. Also hedge funds should be inspected more regularly in the
future.

— The Basel II regulations based on formulas for establishing requirements to the
equity of banks should be made more flexible to prevent procyclic behaviour in
issuing loans, which may become particularly problematic in the decline phase of
the economic cycle as demonstrated by the current situation.

— In that respect the fair value assessment rules of financial investments should be
critically reviewed (if these are applicable). This need emerges particularly in the
context of the most recent financial crisis. And bearing in mind the future, we could

# IMF, Global Financial Stability Report, October 2008.
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also discuss the possibility for suspending even temporarily the disbursements of
dividends earned from gains from exchange rates.

— And last but not least — the compensation and bonus systems of bank managers
and other heads of companies should be modified to make their income dependent
on meeting long-term objectives rather than on short-term success.

The current generally recognised macroeconomic theories and the resulting
conceptions of economic policy are often based on assumptions which are far from
reality — that markets are permanently efficient and that individuals always proceed
from rational considerations. Non-economic motives and irrational behavioural
patterns are probably not taken into consideration at all in the currently recognised
models. This has led to the situation where the most valid reasons for recurrent
crises are mostly ignored. George Akerlof and Robert Shiller rely on John Maynard
Keynes in using the concept of ,animal spirits“’, which in their opinion has more
effect on economic developments than rational economic factors. ,,Waves of
optimism and pessimism cause considerable changes in general economic demand®.
All economic crises are originally driven by psychological factors. What conclusion
can be drawn from it? The state has to assume a proactive role in economy and take
timely measures against convulsions of the market caused by ,,animal spirits“. In
order to maintain the stability of capitalism, the market should not in principle be
left to its own devices. John Maynard Keynes is dead; long live John Maynard
Keynes!

February—March 2009

Manfred O. E. Hennies Matti Raudjérv
Kiel/Warder, Germany Tallinn/Pirita-Kose and Parnu, Estonia

? Akerlof, G., Shiller, R. Animal Spirits — How Human Psychology Drives the Economy, and
Why It Matters for Global Capitalism, Princeton 2009.
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PLACE MARKETING IMPLEMENTATION IN DIFFERENT
ADMINISTRATIVE SUBDIVISIONS: ESTONIAN CASE STUDY

Andres Agan, Triin Kask
University of Tartu

Abstract

The principal scope of this paper is to construct the chain-of-marketing that regards
the implementation of a place marketing strategy, in particular regional tourism and
development policy. For a few decades place marketing has been mostly a marketing
viewpoint for urban areas in the context of tourism in cities or metropols. Smaller
rural areas and country-sides have not got so much attention and place marketing is
not much used as a strategic tool to improve development in such areas. Place
marketing is usually seen as a tourism improvement for tourists, but actually the
target audience is much wider. The starting point of the paper was the assumption
that the quality of place marketing in these rural areas is not good and strategically
elaborated. By comparing three different case studies, Tartu Rural Development
Association (Example 1), 4P area in Central-Estonia (Example 2) and Attractions in
Municipality of Konguta (Example 3), worst and best practices have been identified,
and an answer to the question whether there exists such a thing as ideally sized and
structured geographical area that deals with place marketing on the regional level
has been sought.

Keywords: place marketing, regional development, tourism, life quality, region
marketing, city marketing, geographical area promotion

1. Introduction

Before place marketing, place selling was a dominant form of promoting locations.
As the name indicates, place selling is a more operational approach to promotion,
which is strongly based on various forms of advertising. Recently, place marketing
has become a prominent feature of the economic development strategy, place
development.

The main drive to place marketing comes from globalization which brings along
extra efforts in marketing not only for enterprises but countries as well. National
economic policies across the world are converging. In practice, if undertaken
effectively, place marketing can contribute greatly to the economy in terms of
attracting tourism, students of tertiary education, economic immigration, and foreign
direct investments (FDI). The growth of world and regional trade arrangements,
shared currencies, and external disciplines agreed with multinational investors, fuels
the convergence of economic policies across the world leaving little to choose in
pure policy terms between different countries as sites for investment (van den Berg
and Braun 1999). In addition, place marketing can also enhance the attractiveness of
the place’s exports. The basic idea is that every place should ask itself why anyone
wants to live, relocate, visit, invest, or start or expand a business there. Kotler et al.
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(1993) brings out two main questions: what does this place have that people need or
should want, and from a global perspective what competitive advantages does this
place offer that others do not?

In Estonia the first contributions to place marketing were done through the country
promotion program Brand Estonia held by Enterprise Estonia (EAS) in 2001. The
main outcome was the dissatisfaction of Estonians who saw the 13 million EEKs
spent to work out a plain mark “Welcome to Estonia” rather than the contribution to
promote Estonia as a whole. (Kullasepp 2007) The concept was rather unclear not
only for residents but entrepreneurs as well.

In 2007 the state with the help of European Union donated 65 million EEKs to
reform the concept of Brant Estonia and also to renew the mark “Welcome to
Estonia”. Still the concept targets mainly tourists but not investors and residents
which are also important target groups in place marketing. This is one important
reason why wider and more thorough observation into place marketing in Estonia
needs to be done. Another reason comes from the fact that also the foreign experts’
estimations show that Estonia is not able to introduce itself to the world with a
unitary message. The most important inducement is probably the fact that also in
theoretical framework the main focus is on urban areas and it appears also in Estonia
where place marketing concerns mainly Tallinn as the most developed area in
Estonia (for instance, “Tallinn — the Next European Capital of Culture” or “Tallinn,
the Party City” — an advertisement in MTV). Rural areas have not got enough
attention although there are plenty of opportunities of place marketing for them too.
It is important to distinguish between different administrative divisions that could
help target different regions in Estonia and determine the need for place marketing
not only for Estonia as a whole but also for these divisions. In this paper we consider
village, municipality, county, region and country as the administrative divisions.

An important factor that also shows the importance of place marketing is the
enhanced need for effective regional and local development programs in Estonia.
The divergence in regional development is exacerbating tensions and impeding the
development of free market-driven competition in the whole world, unions of
countries as well as within the countries. Regional divergence has become an
important impeding factor in Estonian development. So place marketing could be
one source to decrease that divergence and develop regions on equal grounds.

Consequently the aim of this paper is to identify the main principles for place
marketing of different administration divisions. The paper consists of three different
parts. First, the theoretical framework of place marketing has to be clarified. In part
2, we bring out main definitions concerning place marketing. Secondly, it is also
important to explain the sources for place marketing strategic decisions and this is
done in part 3. The empirical part 4 consists of 3 case studies based on three
different regional levels of Estonia. Last, the results and implications are brought
out.
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2. Theoretical framework of place marketing

In the present paper the definition of place marketing is proceeds from Kotler’s et al.
(2002) approach. Place marketing means designing a place to satisfy the need of its
target markets. It succeeds when citizens and businesses are pleased with their
community, and the expectations of visitors and investors are met. The “produced
good or service” known in traditional marketing concept, means the “place’s image”
in place marketing concept (Metaxas 2002). The image derives from the local
distinctive characteristics that are the multiple combinations of products and services
the place constitutes.

Understanding the concept of place marketing also needs the clarification of the
word “place”. That is a nation-state, a geopolitical physical space; a region or state;
a cultural, historical or ethic bounded location; a central city and its surrounding
populations; a market with various definable attributes; an industry’s home base and
a clustering of like-industries and their supplier; a psychological attribute of
relations between people (Kotler et al. 2002). As mentioned in the introduction, in
present paper the term “place” is determined by administrative divisions: village,
municipality, county, region and country.

Place marketing comprehends various elements that need to be considered when
planning the ways of place marketing. Figure 1 summarizes these elements in a
framework called Levels of Place Marketing. There are three main factors playing an
essential role in place marketing process: target markets, marketing factors and
planning group. Target markets mean the selected segments and customers to which
a place chooses to send marketing messages. Marketing factors are the attractions
and infrastructure of the place, its people and image and quality of life. The planning
group is responsible for the planning and control process of place marketing.
(Rainisto 2003)

The place's “customers” are its investors, tourists, manufacturers, exporters, new
residents and corporate headquarters. Also traders, market intermediaries, NGOs,
and office-holders in other countries and in multilateral institutions could be added
as target markets. Understanding their psychology and demographics is crucial.
Their interactions with one another take place in a complex environment, affected by
governments, social forces, cultural factors, and markets. The country must clearly
identify its clients: who are they, what motivates them, what do they do and buy (and
how, where and when), what are their decision-making processes and priorities, who
influences these and how. It is important to remember that people and institutions
buy goods and services to satisfy needs. So the places must find ways to differentiate
and position themselves for their target markets (Krantz and Schétzl 1997).

Figure 1 gives a good overview of the elements influencing place marketing, but
another important issue to analyze is the place marketing process itself that includes
analyzing the influencing elements as well. The process of place marketing starts
with the strategic analysis of the place, together with the work of the vision and
mission statements. This is mainly the issue of planning groups.
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Figure 1. Levels of place marketing. (Kotler ef al. 2002: 46)

The major actors in the place marketing process consist of local, regional, national
and international players (Kotler et al. 1999).

e Local actors can be divided into two sub-categories: public sector actors and
private sector actors. Public sector actors are: mayor or city manager, business
development department in the community, urban planning department of the
community (transport, education, sanitation etc.), tourist bureau, conventions
bureau, public information bureau etc. Private sector actors can be seen as
individual citizens, leading enterprises, real estate developers and agents,
financial institutions (banks and insurance companies), electricity and gas
utilities, telecommunications companies, chamber of commerce and other local
business organizations, hospitality and retail industries (hotels, restaurants,
departments stores, other retailers, exhibition and conventions centers), travel
agencies, labor market organizations, architects, transport companies (taxi,
railway, airline) and media (newspaper, radio, TV).

¢ Regional actors are regional economic development agencies, local and state
government and regional tourist boards.

e National actors are mostly political heads of government, inward investment
agencies and national tourist boards.

o International actors are embassies and consulates, inward investment agencies,
economic development agencies with a specific link to a region or a city and
international enterprises with a place-bound link.
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Ritchie and Ritchie (2002) suggest the need for a move from promotion-oriented
place marketing to a more holistic, strategic approach in order to attain sustainable
competitive advantage. For that the elaborated place marketing process is essential
and therefore larger emphasis on strategic decision making has to be put in order to
effectively manage place marketing.

3. Place marketing strategic decisions in administrative divisions

Estonia is a small country. Its area (45 227 km?) is similar to that of The Netherlands
yet the population is ten times smaller (1 340 341 people as of January 2008,
Statistics Estonia). Estonia's land border is 645 km long, with half of it running
along rivers and lakes. Estonia's mainland neighbors are Russia and Latvia. The sea
border has been established in agreement with Latvia, Finland, Russia and Sweden.
(Portal of the Republic Estonia)

A Municipality is the smallest administrative subdivision of Estonia. Each
municipality is a unit of self-government with its representative and executive
bodies. The municipalities in Estonia cover the entire territory of the country.
Municipalities in Estonia are of two types: urban municipalities or towns, and rural
municipalities or parishes. There is no other status distinction between them.
Municipality may contain one or several populated places. Some urban
municipalities are divided into districts with limited self-government. Municipalities
are ranging in size from Tallinn with 400 000 inhabitants to Ruhnu with as few as 60
inhabitants. The population in over two-third of the municipalities is under 3 000
inhabitants and many of them have found it advantageous to co-operate in providing
services and carrying out administrative functions. Since October 2005 there is total
of 227 municipalities in Estonia, 34 of them are urban and 193 are rural. Figure 2
illustrates the Estonian administrative subdivisions and county borders: (Ministry of
Internal Affairs)

Figure 2. Estonian administrative subdivisions and counties.
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Basing on the theoretical framework it is necessary to evaluate different planning
groups of these areas. Rainisto (2003) says that four types of actor groups can be
defined. International actors are the strategic ones and local actors are directly
involved in precise area of administrative subdivisions. In the table below it is
pointed out how different organizations and planning groups are involved in
Estonian context:

Tabel 1. Different actor groups in Estonian context (all names pointed out are
examples and the list of names is not conclusive)

International actors Welcome to Estonia brand-identity
Estonian Ministry of Foreign Affairs
National actors EAS (Enterprise Estonia)

Ministry of Economic Affairs and Communications
Estonian Ministry of the Interior

Regional actors Union of 4P

Tartumaa Turism SA

Lduna-Eesti Turism SA

Emajde Joeriik SA

Local actors Municipality of Konguta

SA Sérvemaa Virav

The Alam-Pedja Nature Reserve

It is quite a theoretical viewpoint to have the planning groups in four actor groups.
Actor groups must be divided based on administrative subdivisions to have a better
overview of planning groups in place marketing (Rainisto 2003). In this paper we
are using administrative subdivisions as planning groups which are pointed out as:
village, municipalities, union of municipalities, county, region and country. Such
partition enables to implement place marketing on different levels and point out how
to do it in precise regional areas.

Place marketing implementation should be organized on the same way as strategies
in common firm policy. If planning group is formed, place environment can be
successfully analyzed by SWOT matrix and strategies can be extracted by TOWS
techniques. After collecting and analyzing soft and hard data concerning the current
place profile and marketing situation the SWOT analysis follows. It is regarded as
the fundamental essential tool of situation analysis intended for designing the
strategy and development programs. It may also be regarded as a basis implying
answers to the questions: what the position of the place is and where it is heading for
in future (Matlovicova). Along with the increasing heterogeneity of place as a
marketing product, there is a need for partial SWOT analyses (for each geographical
area), which is in the summary of the analytical section synthesized in the form of
complex SWOT analysis (region or country level).

After SWOT analysis strategy should be implemented and taken into consideration.
Model of strategy as guided evolution has five main elements (see Figure 3). There
are two units of selection in the model: strategic initiatives and human and social
capital (Lovas, Ghoshal: 2000). This is basically an area which can be considered as
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place with its’ strategic initiatives (from SWOT-TOWS analyses) and human capital
as planning groups. The strategic intent defines the objective function in the model.
In place marketing context it can be seen as a goal for place marketing which
basically shows us the chosen target markets. As such it reflects self-government
preferences of the future direction of the area. Administrative systems which include
formal structures and organizational routines serve to facilitate the replication of a
natural selection environment. The sources of variation in the strategic processes in
principle include everyone who may have relevant knowledge of the issues. These
can be different planning groups in same area or on other place marketing levels.
The agents of selection and retention are multiple, and effectively include everyone
who works on a strategic initiative. These can be extra marketing forces, advertising
companies etc.

Objective Function

/ (strategic inten) \
Agents of Selection

Source of Variations Units Of Selection and Retention
<4—» (strategic initiatives, human and €—» .
(all employees) (people working on

social capltal)

strategic initiatives)
\ Admlmstratlve Systems /
(formal structure and

organizational routines)
Figure 3. The five elements of guided strategy evolution. (Lovas, Ghoshal 2000)

In this model of strategy as guided evolution, it is precisely interventions that define
the role of self-government in shaping the strategy and performance of areas (from
village to country) (/bid.). It should be understood that place marketing is a
complicated system which really needs strategic viewpoint to understand different
elements and factors. At first planning group idea should be debated and committed
and strategic environment should be analyzed. All networking partners as sources of
variations and administrative systems should be understood.

4. Estonian Case Studies: place marketing in different regional areas

Methodology and sample. Estonian case studies are established in different
regional areas in Estonia. For this paper three different regional levels are analyzed
to show more precisely how place marketing is acting and is established. The
authors of this paper are involved in consulting the rural areas in strategic
development and due to this reason good contacts with leaders of municipalities
have been arranged.

Municipality is the smallest administrative subdivision of Estonia. Each

municipality is a unit of self-government with its representative and executive
bodies. The municipalities in Estonia cover the entire territory of the country.
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Municipalities in Estonia are of two types: urban municipalities or towns, and rural
municipalities or parishes. There is no other status distinction between them. In this
paper mostly rural areas were involved. Municipality may contain one or several
populated places. Some urban municipalities are divided into districts with limited
self-government (districts and villages). Municipalities are ranging in size from
Tallinn with 400 000 inhabitants to Ruhnu with as few as 60 inhabitants. Over two-
third of the municipalities have a population of under 3 000 inhabitants.

All information published in this paper is gathered through open interviews and
seminars in different municipalities. Interviewing leaders of municipalities was most
reasonable method for the empirical study. The authors have been the key persons in
working out strategic documents for mentioned areas and that has guaranteed a good
overview of the situation in different municipalities. The interviews were done with
Agu Kasetalu, Kristiina Liimand, Toivo Tdnson, Maimu Kelder, Reet Alev and
Rauno Kuus. Indirectly over 50 persons were involved in the strategic development
and all ideas were implicitly admitted. The interviews with the leaders of
municipalities were conducted during the period from November 2006 — January
2009.

There are three examples included to show the real situation of Estonian place
marketing: Tartu Rural Development Association as a place marketing
implementer in Tartumaa (16 municipalities included), 4P (parish Puurmani, parish
Poltsamaa, town Poltsamaa, parish Pajusi) area in Central-Estonia as a place
marketing planner in Central-Estonia (4 municipalities included) and attractions
in municipality of Konguta (1 municipality invelved). Figure 4 gives an overview
of their positions on Estonia’s map.
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Figure 4. Location of TRDA (red), 4P area (blue) and the municipality of Konguta
(green).
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By comparing three different examples worst and best practices have been
identified, and an answer to the question whether there exists an ideally sized and
structured geographical area that deals with place marketing at the regional level has
been sought. In this paper 20 different municipalities were analyzed. Municipality of
Konguta is part of Tartu Rural Development Association and that is why total
number of municipalities is 20 not 21. Since October 2005 there is a total of 227
municipalities in Estonia. The authors have analyzed 19 rural municipalities of total
193 and 1 urban municipality of total 34 which covers 2.94% of urban areas and
9.84% of rural areas. One aspect of the purpose of present paper is to analyze place
marketing in rural areas mostly and the percentage of 9.84% gives quite an objective
sample.

Consequently from the aim of this paper three aspects will be analyzed: place
marketing objects, targets of place marketing and strategic level of decisions.
According to the answers which were given by the interviewees, the main objects,
targets and strategic development during the observed period will be identified, and
the influencing factors of place marketing of each regional level will be analyzed.
Also notice, that in the tables with each case study there are two factors: rate of mass
policy and rate of distinctness policy. The discussion of these factors is taken
together at figure 5 (see pages 13-15).

Example 1: Tartu Rural Development Association (7artumaa Arendusselts) Tartu
Rural Development Association is a local action group (LAG) in South Estonia. The
main purpose of the association is to develop the rural living environment through
the partnership of three sectors. One important task of the LAG is implementing the
EU LEADER program in the region of Tartu. The association is one of the biggest
LAGs in Estonia. TRDA (Tartu Rural Development Association) consists of 16
Tartumaa municipalities. Due to the legislation of the LEADER program, bigger
urban municipalities cannot be included to this area. Three rural municipalities from
Tartumaa are not included because of lack of interest. In Tartu County lives the total
of 147000 persons, and approximately 24% of them lives in Tartu Rural
Development Association area, numberly 35 422 inhabitants. TRDA total land area
forms 87% of the total Tartu County area. These figures show colorfully that most of
the TRDA area is rural. The city of Tartu is an attractive center of Tartu County and
approximately 68% of Tartu County population lives there.
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Tabel 2. Figures of Tartu Rural Development Association

Factor of place marketing

Figure

Geographical area

area 2,612 km?’, surrounds the city of Tartu which is the
second largest city in Estonia

Infrastructure

Infrastructure in the area of Tartu Rural Development
Association is quite average, mostly bandaged with Tartu.
Tartu is connected to seven main roads (directions to
Tallinn, Jdgeva, Kallaste, Répina, Luhamaa, Valga and
Viljandi). Totally it is 1254 km of national roads of which
12% are main roads, 14% secondary roads and 74% other
roads. The conditions of larger roads are good, smaller roads
are frequently broken.

Human resources

Population is 35 422 inhabitants (the city of Tartu is not part
of TRDA), density of population is 13.6 inhabitants per km®

Economy

Mostly quite developed economy, some of the Estonia’s
most fertile lands and successful farmers are located in the
region of Tartu, which provides around 10 % of the whole
Estonian agricultural production. The main branches of
industry are wood and furniture, glass, food and beverages,
clothes. The timber industry is the most evenly developed.
About one-third of Estonian print production comes from
Tartu County. The universities and research institutions
located in the city of Tartu offer good opportunities to
develop knowledge intensive production.

Culture and Nature

The region has diverse nature, rich historical and cultural
traditions. Tartu County is situated between two big lakes —
Lake Peipus and Lake Vortsjirv. Peipus is a border lake
between Estonia and Russia, and Europe’s fifth largest lake.
Peipus and Vortsjérv are connected by River Emajogi which
has a high value for tourists. The villages of the Russian Old
Believers on the shore of Lake Peipus are very unique and
lend a special cultural value to the area. Alongside farming,
fishery is an important activity in the regions near Lake
Peipus and Lake Vortsjérv.

Planning group

Development association

Target markets

Residents, tourists, companies, investors etc

Competition

Competition mainly on region level, between counties. One
competitive advantage is definitely geographical position of
Tartu, all aspects of place marketing are fulfilled.

Rate of mass policy

3: Region

Rate of distinctness policy

2+ : Complemented to Special

Example 2: 4P area in Central-Estonia

4P area in Central — Estonia is established basing on four municipalities: town
Pdltsamaa which is also the center of the 4P area, Parish of Pdltsamaa, Parish of
Pajusi and Parish of Puurmani. The name “4P area” comes from the first letters of
these four areas. All four municipalities are neighbours and connected on everyday
bases. They have established different projects together: waste organizing systems
are developed together, energy projects are headed in cooperation etc. Different
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strategic projects are mostly held through co-operation to maximize the influence on
target markets. Center of Jogevamaa is town Jogeva, which is not classically
combined with 4P area. JGgeva is situated in the middle of Jogevamaa, the Piibe
road goes across the town. 4P area is situated in Tallinn — Tartu — Valga road, which
practically gives the area an infrastructural advantage.

Tabel 3. Figures of 4P area

Factor of place marketing Figure

Geographical area Total area 947,9 km?

Main roads are Tallinn — Tartu — Valga road and Voéhma —
Poltsamaa — Jogevaa road. Both roads are main roads and
Infrastructure carry a lot of transport via area. The center of the area is the
town Pdltsamaa. Tallinn is 120 km to north, Tartu is 60 km
to south, Jogeva is 25km to East.

Human resources Total population 12 347 inhabitants

As common to rural areas, main economic fields are
agriculture and forestry; there are also some stone mining
companies in the area. In the town Pdltsamaa most services
are provided and basically standard life-quality is provided.
The most important issue in tourism field is culture and
nature attractions. It is told that the 4P area was once a
residence for a king and the remaining of the castle
increases different historical stories. Nature is quite
diversified and mostly the area is monotonous and suitable
for agriculture, some areas are wetland or preserves.
Planning Group Union of municipalities

Target markets Tourism, Residents, Companies

4P area is mostly accessible via Tallinn — Tartu — Valga
road, which basically makes the competition situation with
other areas in this route quite intense. 4P area is competitive
Competition in economic as well as in cultural and natural aspect. The
cultural background is quite good; the castle and churches
are main attractions in the area. The nature is mostly
presented via wet-areas and game preserves.

Economy

Culture and Nature

Rate of mass policy 2+ : Union of Municipalities
Rate of distinctness policy 2 : Complemented

Example 3: Attractions in Municipality of Konguta

The municipality of Konguta is situated in western-area of Tartu County. The
neighbours are the municipalities of Rannu, Rongu and the town Elva. Municipality
of Konguta is one of the smallest municipalities in Tartu County. Municipality of
Konguta is quite abandoned rural area, which is situated next to the town Elva. In
the municipality there are no main services provided, but actually really specific
cultural and natural reserves are found. Due to that, in this municipality the main
task is to upgrade on special attraction to improve tourism and local life-quality. Co-
operation with the neighbourhood is yet not achieved due to the lack of co-operative
interest to develop different projects together. That is why the improvement of
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tourism attractions is held individually without any partnership with other
municipalities.

Tabel 4. Figures of Municipality of Konguta

Factor of place marketing Figure

Geographical area Total area: 107,6 km2

The center of the municipality (Annikoru) is located 30 km
from Tartu and 210 km from Tallinn. There are two main
roads across the municipality, Tartu — Viljandi — Parnu road
and Tallinn — Tartu — Valga road.

Human resources Total 1419 inhabitants

Micro-firms are common in the area; in 2008 88 companies
were registered in the economy registry. Main fields are
agriculture and fabrication of agricultural crop. Forestry
and wood processing are common as well.

Historical findings have been found on a narrow area in the
Old Valley of Kavilda; excavations are held every
summertime. Supposedly the oldest historical findings in
Estonia are found in Konguta. The nature of Konguta
provides classical sights of landscapes; the Old Valley of
Kavilda is definitely a noteworthy attraction.

Infrastructure

Economy

Culture and Nature

Planning Group Board of Municipality
Target markets Tourists, residents
Municipality of Konguta competes mostly on attraction
Competition level with other areas. Konguta does not have any system of
figures and for this reason one attraction gets all attention.
Rate of mass policy 1 : Municipality
Rate of distinctness policy 2+ : Complemented to Special

The analysis of previous examples revealed that two paradigms are important while
implementing place marketing. Firstly, it is necessary that the area comprises the
services and figures that are required in this area. A village center with one shop
cannot be a system of services. Big towns and urban areas on the contrary have
multiple centers with independent complex service systems. In figure 5 this criteria
is presented as “mass policy”. Basically, if the range of an area is big enough and the
area contains some complex service systems it could be reasonable to implement
place marketing. Another axis shows the rate of singularity, presented as
“distinctness policy” on figure 5. In some cases the area is too small to implement
place marketing, but at the same time the attractions of this area are special enough
to assure the success of place marketing.

The previous empirical examples are set on figure 5 according to the estimation
based on the analysis done with each case (see tables 2, 3, 4). The diagonal stripe on
figure 5 shows the critical line of place marketing. All positions below this critical
line should be pointed out as unsuitable areas for place marketing. All positions
above it have figures and attractions required to implement place marketing. The
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figure 5 illustrates the rationality of place marketing in each case previously
analyzed.
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Figure 5. Critical level of place marketing. (Composed by authors)

Tartu Rural Development Association area is positioned on the figure as number one
(1). The size of this geographical area and population is big enough to provide
required services and figures. The area has different economic fields; for example
tourism is executed in the area, hospitals etc are in this area. Tartu County possesses
different historical and natural attractions, which are important for some target
markets, but are not defined as special in Estonia as a whole. Still, the area is large
enough for place marketing and different strategies can be held in Tartu Rural
Development Association area.

4P area is positioned as number two (2). The area is not as large as TRDA’s,
consisting of 4 different municipalities. One of these municipalities is a town that
acts as a local centre. Many services are provided in region, but some services and
products can be purchased from another center nearby. The rate of singularity is not
so high as well. At the same time the 4P area has deep cultural and natural
paradigms, but something special cannot be pointed out. The town Poltsamaa has
attractions as a castle, churches etc. Although an extant castle is not a very common
attraction in Estonia, still a lot of churches can be seen in the area. On figure 5 the
4P area stands quite close to the critical line of place marketing.

Number three (3) points out the situation in Municipality of Konguta. The area

consists of only one municipality area; the center of the municipality is Annikoru.
Agricultural activities are held mostly; also some forestry work is done. No services
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are provided in the area; for example, no accommodation or catering service is held
out. All services are accessible in nearby town, Elva or center of Tartu County, the
City of Tartu. On the other hand, the rate of singularity is quite high because of the
unique Old Valley of Kavilda which brings together several cultural and natural
aspects in one phenomenon. The size of the municipality is not large enough to form
one functional district for place marketing. On figure 5 it can be seen that the
municipality of Konguta stands under the critical line because both criterias are too
low to deal with place marketing individually.

If the area is not suitable for place marketing (positions under the critical line shown
on figure 5), some strategies must be engaged to improve the possibility to plan
place development and marketing of the area. There are two radical options to
improve the area’s possibilities: one strategy is merging and affiliation, second
strategy is improving unique advantages to increase competitiveness. Both strategies
are explained as follows:

v’ Strategy 1 (S 1): Unions and mergers — Optimal areas are regions with similar
features, which enable to achieve the balance between advantages and
disadvantages. Classical area for place marketing is achieved if all main
services are provided and the area can act like individual district. In Estonian
context the union of municipalities can usually provide an area large enough to
implement place marketing.

v' Strategy 2 (S 2): Unique advantages — Competitive advantages can be
achieved by improving unique attractions. Unique attractions should be
improved to products and region-based brands which make it possible to
compete with larger areas that possess all services. In Estonian context a
unique advantage is usually associated with culture or nature, in some places
also economic environment can be considered as a unique advantage.

Consequently from previous, not all areas are able to implement place marketing
because of lack of figures. Still all places and areas are parts of others and that is
why all districts are involved in the place marketing system. It is important to
understand the roles regions hold in place marketing. Regions above the critical line
of place marketing (see figure 5) can implement place marketing for the region by
themselves, but smaller areas have to co-operate with others to fulfill the required
criterias of mass policy and distinctiveness policy. It is important to understand the
commitment of place marketing targets.

It was said in the theoretical framework, that usually the targets of place marketing
are tourists, residents, manufactures, investors, corporate headquarters etc. All
places should figure out which target groups have commitment in which specific
area. To be more accurate, figure 6 illustrates the commitment issue of each place.
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Figure 6. Commitment of target groups in place marketing. (Composed by authors)

Tourists and conventioneers usually do not know any regional districts and self-
government areas. It is more likely that they understand the places like union or
county. Basically tourists see more often union, county, region and country image.
Residents see mostly their life-space and their commitment is stated in village,
municipality or union areas. Manufacturers are committed to municipality, union
and county areas, because of the figures important in business (infrastructure, human
capital, resources etc). Investors see areas more strategically and usually county,
region or country level is considered as possible place and environment to invest.
Exporters are mostly interested in the specifications of economic environment;
region and country are classified as commitment areas. Corporate headquarters are
usually trying to find possibilities to manage international transfers and schemes and
that is why mostly country level is understood as the area for commitment.

To sum up these remarks, it is possible to draw out three different levels for place
marketing. Village and municipality level is too small and less-effective to impact
larger target groups and that is why mostly residents (permanent and new residents)
should be affected as well as manufacturers. Village and municipality can provide
different projects and figures for economic development as well as residential
programs. Implementers of place marketing on this level are usually local actors, but
all activities on this level should be considered as not complex place marketing but
as partial development for some larger area (part of some large region’s place
marketing system).

Union and county levels are usually involved in tourism, residents, manufacturers
and investors. There is no point to shape residents on a big scale, because usually
area-wide decisions are not implemented to all villages and residents. On union and
country level tourism and investor relationship are included to a usual resident.
Union and country level can develop networking solutions for firms and tourism.
Different co-operation projects can be held which increase route-based solutions and
attraction-based tourism routes.
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Region and country level are usually more complex and cross-border between
regions and countries. Place marketing on region level should deal mostly with
tourism, investors and exporters, country level should add corporate headquarters to
this list. Region and country level should deal with international tourism and
international economy. Country level is most powerful tool for place marketing
because it can control inflow of tourism as well as FDI structure. On this level
strategic decisions should be made and definitely all place marketing issues of
smaller regions should be taken into consideration.

5. Implications and results

Place marketing is a needful theory and tool for systematic regional planning and
development. Place marketing is usually established only on one level, but
systematic place marketing in different regional levels is not organized. In this paper
it was pointed out, how it is possible to implement place marketing as a tool for all
levels in administration division and how different planning groups should act.

All implications and results are quite subjective because planning groups are not
always covering the same geographical area as regional district in self-government
sense. Due to this fact, it is always necessary to make a mind-map with all different
planning groups and their interests included. Sometimes a place can be seen totally
different from residents’ and manufacturers’ point of view and that is why it is hard
for them to co-operate in place marketing implementation. Below some results are
pointed out how place marketing should be considered and implemented in
geographical areas, especially in rural areas in Estonia:

v’ Firstly, place marketing should be considered as a networking tool in
complex environment. It means that different levels of place marketing are
implemented by different planning groups and all decisions which are made
are structured as part of a complex system. In Estonia large branding campaign
,»Welcome to Estonia®“ was established, but it was done only in country and
region level, not in first level of place marketing — village and municipality.
That was the reason why results of this program were not so good. In future all
campaigns should be implemented from—village-to-county methodology,
which means that all small unique attractions and regional unions should be
handled as substrates for the next level of place marketing;

v Secondly, all planning groups should understand their role and the need for
liability in place marketing system. It is not realistic if small village starts to
provide tourism services to Italians while country is not interested in Italians.
There is no point to manage village-based products for country, because
country’s role is different. Therefore the small areas without the needed
capacity for place marketing should concentrate on unique attractions and
unions with other areas, while region and country based organizations should
concentrate more on international level and gross-border ideas;

v Thirdly, planning group is not always covering the same area as physical
area in self-government sense. Sometimes a planning group is covering only
some places of county or region and in this case the decisions made are not
area-based. If a planning group is not area-based (in classical geographical
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way), it should definitely have a common source which connects one planning
group's interests to another planning group’s interests. Sometimes geographical
objects as lakes, rivers and preserves can be understood as common sources.
Because of that a planning group should be conceived to improve some special
advantage of a place marketing factor;

Fourthly, place marketing should not be seen only as a functional tool for
tourism improvement. Additionally, place marketing defines tourists,
residents, manufacturers, investors, exporters and corporate headquarters as the
target groups. Place marketing should cover all these target groups in different
implementation levels and that is the reason why place marketing should be
taken comprehensively on all levels. Improvements for other target groups are
necessary to maximize the satisfaction of different interests.

Fifthly, this empirical study showed that a minimal area for implementing
place marketing should usually be a union of municipalities. Union of
municipalities is large enough to have different unique attractions and also the
capacity of a union is big enough to provide all necessary services and life-
quality. Many of them have found it advantageous to co-operate in providing
services and carrying out administrative functions. Smaller areas than a union
of municipalities are usually not able to implement place marketing (complex
place marketing theory) correctly.

Sixthly, the best practices in place marketing have not yet appeared but the
work of planning groups in networks should guarantee the best solutions for a
whole region or country.
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THE POSSIBILITIES FOR APPRAISING TEACHERS’ PERFORMANCE IN
THE PERSPECTIVE OF EDUCATIONAL POLICY AND
ORGANISATIONAL CULTURE

Reelika Irs, Kulno Tiirk, Maaja Vadi
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Abstract

With the view to raising the effectiveness of Estonian educational system, new
course concerning schools’ and pupils’ individual development must be taken. It can
be achieved through performance management, which also generates the need to
appraise schools’ and teachers’ performance.

The purpose of this article is to bring out the opportunities for appraising schools’
and teachers’ performance in Estonian general education schools in a perspective of
organizational culture and educational policy. On the assumption of teachers’ main
activities the authors grouped evaluation criteria into activities connected to school
management and activities connected to educational process. Teachers’ appraisal
criteria a brought out in three main themes: teachers’ personal characteristics,
learning process and learning environment and school management and
development. The authors also debate over the Estonian educational policy.

Keywords: performance, performance management, appraisal, evaluation,
organisational culture, effectiveness, education, educational policy.

Introduction

Organizations’, its employees’ performance and activities is recommended to
evaluate (measure) to diagnose organization’s shape and to change and direct it if
needed. The need to appraise educational institutions’ and teachers’ performance has
also a political perspective — to raise the effectiveness of state’s educational system,
the quality of education, the scholarliness of its citizens and to supply educational
system with qualified and motivated teachers.

Therefore, the purpose of this article is to bring out the opportunities for appraising
schools’ and teachers’ performance in Estonian general education schools in a
perspective of organizational culture and educational policy. The authors point out
the important evaluation criteria to improve the effectiveness of Estonian general
education schools and the performance of the teachers working in these educational
institutions. The authors also debate over the Estonian educational policy.

The article consists of four important parts: 1) the experience in appraising teachers’
performance and implementing pay-for-performance in world’s educational systems;
2) the role of appraisal in school management; 3) the appraisal policy in Estonian
schools, and; 4) the ways and opportunities for improving teachers’ appraisal and
developing organisational culture by bringing out the appraisal criteria for
evaluating teachers’ performance.
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Kaplan and Norton (2003: 21) argue, if you can’t measure it, you can’t manage it. A
lot depends on how the measurement is done, what measurement techniques and -
processes are used — employees’ reaction and behaviour depends on that.
Management theorists and practitioners emphasise the significance of appraisal
methods and process in management. But it is also important to remember that
evaluation does not substitute management and it is impossible to measure all
important activities and results in organization. The same is with political decisions
— there is no unique model that educational policy makers can base on to make their
political decisions and investments.

Schools’ main objective is believed to be to shape individuals who are active,
capable of developing and to create the fundamentals for their successful subsistence
in society. In the literature of educational policy that is often called an educational
process or educational production model. In that model political decisions are made
based on the inputs and outcomes of different schools. But it is essential to notify
that it is very difficult to measure schools’ main objective reliably, therefore the key
question is to develop appraisal system and finding information sources that accord
to the schools’ goals the most and which are associated with teaching and learning.
There are also difficulties with defining the input and outcome of educational
process which guarantee the effectiveness of school or educational system generally.
That complicates the decision process of educational policy makers, who often have
to make their decisions based on insight or on the impact of the decision to their
political career.

The educational policy makers share the opinion that there is a need in Estonian
general education system to analyze and evaluate what is done and to move further
from there. It is also essential to improve the quality of learning process which is
achieved by motivating teachers and improving their and schools’ performance. To
that end, schools have recently started to analyze and evaluate its activities more
systematically. That manifests in creating systems for appraising teaching and
teachers’ performance. Teachers’ appraisal should be based on the appraisal of their
work performance. That enables to direct teachers to achieve their goals better and
also gives an opportunity for motivating them in a perspective of school’s better
performance. These systems are still in its initial stage in a lot of schools and
therefore the decisions about schools’ activities, teachers’ competence and
efficiency are often made using casual and trivial indicators and methods.

The term “evaluation” has broadened substantially during years. Earlier, evaluation
had rather elementary and raw control function, during what employees’
performances were given quantitative estimations by its superiors (Pratt 1991).
Nowadays it also concludes a lot of activities by what organization tries to appraise
its employees, trains, develops and promotes them and tries to improve
organizations’ efficiency, also rewards are given for efficient work (Mani 2002: 141-
142). Both quantitative and qualitative appraisal criteria and methods are important.
Personnel appraisal has become a part of strategic human resource management,
which tries to avoid appraiser’s subjectivity and to balance estimation’s qualitative
and quantitative aspects (Fletcher 2001: 473-474).
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Educational process differentiates significantly from the production process of
private sector organizations and therefore creating a reliable appraisal system in
schools in very challenging. Characteristics of the educational process that
complicate the appraisal are the following (Engert 1996: 250; Mancebon, Bandres
1999: 133-134):

1. Multiple objectives and outcomes of educational organisations.

2. Many educational organisations’ outcomes cannot be unambiguously measured
or quantified.

3. The subject of exchange in the education is rather an outcome made up of
elements having a diverse nature (knowledge, attitudes, rules of behaviour,
values) which are produced in a joint form and are difficult to measure and
aggregate.

4. Many of the components (attitudes towards life, position on the economic scale
etc) in the production of education only reveal themselves later, once the
education years have finished and even throughout the length of an individual’s
life cycle.

5. The educational production process is cumulative over time and depends on
the context.

6. An indeterminate part of education received by an individual is not the
consequence of his passage through the education system, but rather that of his
personal experiences, of the communication media or of the relationships that
he has had (family, social, friendships).

7. The production process is carried out by the customer itself (the pupil), who
represents a fundamental input and whose involvement is an authentic
determinant of the products obtained (the time dedicated to learning, his
interests, his innate capacities).

8. Limited knowledge of the true correspondence relating inputs to outputs in the
educational production process is a major problem (Hanushek 1986: 1154).

All these characteristics mentioned above, need to be taken into consideration while
analysing the evaluation results of educational institutions’, teachers’ and pupils’
performance. These characteristics should also be taken into consideration while
making political decisions.

Experience in appraising teachers’ performance and implementing pay-for-
performance in world’s educational systems

Many teachers are not satisfied with their wage and working conditions, which leads
to the problem that teacher’s profession is becoming unfavourable, some teachers
are dissatisfied and some of them are leaving the schools. Despite of that, schools
have to raise its performance to guarantee the supply of high-quality education. The
effectiveness of educational system is a high political priority in many countries, but
still some educational systems are more effective than others.

From the analysis taken by McKinsey& Company (Barber; Mourshed 2007: 56) in

25 best educational systems showed that their success is based on the skills to create
the system that more efficiently fulfils the following three objectives:
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o to find more talented people into the organization;
e to raise the quality of learning;
e to achieve continuous usage of exemplary teaching methods.

These are the key dimensions that constitute success for the organisations
concerned. These key dimensions can be achieved by the usage of performance
management.

Many democratic countries have taken performance management into use with the
intention to modernize teachers’ profession and to turn it more attractive, to raise the
schools’ performance orientation and to tie teachers’ activity and results directly to
schools’ goals (Storey 2000: 509-510; Tomlinson 2000: 281-282). That creates the
need to appraise schools’ and teachers’ performance which has also created many
debates among pedagogues, theorists and politicians.

In England, schools have taken performance management into use since the year
2000. Durango Foundation for Educational Excellence report that schools that are
successful in launching performance management have achieved the following
(Performance management in ... 2000):
e a commitment to the attainment and welfare of pupils at their school;
e an appreciation of the crucial role that teachers play;
¢ an atmosphere of trust between teacher and team leader, which allows them to
appraise strengths and identify areas for development;
e encouragement to share good practice; and
o the integration of performance management with the overall approach to
managing the school.

Thus there are two major benefits that may be pointed out from the practice in
England and why this practice is pointed out as effective management technique for
schools: first, pupils will benefit because their teachers will have a more sharply
focused picture of what, with encouragement, support and high expectations, their
pupils can achieve; second, teachers will benefit. Teachers have the right to expect
that their performance will be regularly appraised and that they will have a proper
opportunity for professional discussion with their team leader about their work and
their professional development. (/bid.)

Despite of great expectations to performance management, new approach has
involved a lot of resistance and critical opinions, especially among teachers.
Teachers are very critical about performance management because they say that in
schools, the nature of the task is much more diffuse to appraise teachers’ work
objectively and the allocation of responsibility for outcomes far less certain (Storey
2000: 519; Storey 2002: 321-322; Bartlett 2000: 35). Teachers are collegially
responsible and pupils’ educational process takes years and is affected by many
teachers’ contribution (Storey 2000: 519). There are also doubts whether pay-for-
performance which is often implemented with performance management is the right
incentive for teachers (Storey 2000: 516; Tomlinson 2000: 292). Therefore most of
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the criticism concerns the appraisal of teachers’ work performance and using the
right appraisal criteria.

As has been frequently pointed out, choice of measures is crucial for a pay-for-
performance scheme. The most obvious reason for this is that the performance
measures are supposed to capture the key dimensions of what constitutes success or
failure for the organisations concerned. A central feature of the argument for pay-
for-performance is thus that adjusting pay in the light of such performance measures
provides an incentive for employees to promote the success of the organisation.
Naturally, therefore, inappropriate measures will run the risk of promoting and, in
the context of pay-for-performance, rewarding activity which may be either
irrelevant to organisational success or even counterproductive. (Cutler, Waine 1999:
59-60) In a perspective of educational policy it is also important that the actions
constituting success to state’s citizens’ scholarliness should be awarded and extra
monetary incentives should be directed in that purpose. So far, difficulties with
setting measurable objectives and problems with reliable appraisal are the reasons
why pay-for-performance and performance management are not combined enough
in schools.

Therefore only the things that are reliably measurable and important to all parties
should be measured. Appraisal should not generate fear and resistance, but it should
motivate teachers to improve the quality of their work and to develop themselves.
But appraisal may cause reverse tendencies. For example there are a lot of cases
where appraisal has caused the burn-out of employees, especially when employee is
not capable of achieving the objects set by its managers (Brown, Benson 2003: 67-
68). Different appraisal criteria should be weighted and made comparable to each-
other so that a numerical overall estimation may be given.

The research into teacher effectiveness by Hay McBer (McBer 2000: 6-9) brought
out a model of teacher effectiveness, which underlies England’s educational
compensation policy They found that there are three main factors within teachers’
control that significantly influence pupil progress: teaching skills, professional
characteristics and classroom climate. Teaching skills are those "micro-behaviours"
that the effective teacher constantly exhibits when teaching a class: high
expectations for the pupils, good planning skills, employment of a variety of
teaching strategies and techniques, clear strategy for pupil management, wise time
and resource management, employment of a range of assessment methods and
techniques and giving homework that are integrated with class work. The skills of
creating natural lesson flow combined with a well-considered time management and
the skills of having most of the pupils on task through the lesson, are also seen as an
important part of teaching skills (see figure 1).
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Planning

Methods and
strategies

Pupil

Time and resource T
management/discipline

management

Figure 1. The model of teaching skills. (McBer 2000: 10)

Professional characteristics are deep-seated patterns of behaviour which outstanding
teachers display more often, in more circumstances and to a greater degree of
intensity than effective colleagues (see figure 2). Five clusters can be brought out:
professionalism (respect for others, the provision of challenge and support,
expressing confidence and optimism about abilities and making an active
contribution in meetings, creating trust with pupils), thinking (the ability of
analytical thinking, conceptual thinking), planning and setting expectations (drive
for improvement — not only a need to do a good job but also a need to set and
measure achievement against an internal standard of excellence, seeking
information, initiative to seize immediate opportunities and sort out problems before
they escalate), leading (skills of managing teachers, passion for learning, high
degree of flexibility to changing circumstances, commitment to holding people
accountable — both pupils and others) and relating to others (understanding others,
ability to impact and influence pupils to perform, good team working skills).
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PROFESSIONALISM
Challenge and support —
Confidence — Creating Trust —
Respect for others

THINKING
Analytical thinking —
Conceptual thinking

PLANNING AND SETTING
EXPECTATIONS
Drive for improvement -
Information seeking - Initiative

LEADING

Flexibility — Holding people
accountable — Managing pupils
— Passion for learning

RELATING TO OTHERS
Impact and influence — Team
working — Understanding others

Figure 2. The model of professional characteristics. (McBer 2000: 19)

Classroom climate is defined as the collective perceptions by pupils of what it feels
like to be a pupil in any particular teacher's classroom, where those perceptions
influence every student’s motivation to learn and perform to the best of his or her
ability. Based on these three attributes it is possible to distinguish effective teachers
from less effective ones. (McBer 2000: 6-9) Therefore it is recommended to use the
model of teacher effectiveness while apprising teachers’ performance. This approach
is approved by the educational policy makers in England and also mainly done in
English educational institutions. The authors of this article believe that the model of
teacher effectiveness can also be implemented in Estonia, of course with some
adaptations. This approach is developed further by the authors in the final part of
this article (see figure 4).

Appraisal systems should be developed involving both organisation’s management
and other regular staff. If it is not done this way, appraisal systems won’t work even
when they are suitable and reflecting exactly the organisation’s objectives, strategy
and other important processes. Appraisal systems that are created only by higher
levels of management or policy makers are not accepted as much as these created by
all employees. Non-trusting or even withdrawn attitude is taken to that kind of
approach. This manifests in organisational culture. Corresponding attitudes are
common in European countries and they slow down the changes put into practice
also for example in English schools (Jackson 1988: 15). It is pointed out that
teachers who were involved into the development of appraisal systems were much
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more aware of and accepted more the expectations set on their performance,
understood the appraisal process better and were much more committed to it (Kelly
et. al. 2008: 44). The research of Williams and Levy showed that the understanding
of used appraisal systems was positively correlated with work satisfaction,
organisational commitment and perception of justice (Williams, Levy 1992: 841).
Thus performance management and appraisal system works best when it is an
integral part of a school’s culture; it is seen to be fair and open; understood by
everyone and based on shared commitment to supporting continuous improvement
and recognising success.

A lot of resistance concerning the usage of new management techniques in schools
comes from the resistance to change. For example, Marsden and French (1998: 121)
claim in their research that teachers’ resistance to new performance management
system and to appraisal result from the resistance to changes. Further, the research in
question addressed teachers to answer negatively to research questions. For example
if asked from employee whether he or she started to work harder after the
implementation of pay-for-performance, a lot of them would answer that they did
their work well already before launching the new system. This critical view is also
pointed out by Richardson (1999: 19). While teachers get used to performance
management system during its implementation period and develop much more
reliable appraisal criteria and -methods based on their experience, teachers’
performance management is continually complicated and problematic.

The role of appraisal in school management

During appraisal it is important to concentrate on objectives, process and people and
to achieve balance between them. The criteria of teachers’ appraisal should reflect
teachers’ actions starting from extracurricular activities, embracing the activities of
the entire school up to specific aspects of learning process. An overview of the
relations between criteria of teachers’ performance appraisal, appraisal process and
pay-for-performance is given on figure 3. The figure 3 is also often called as
educational production model or educational process. That approach is the most
popular concept in literature and in practice while discussing political decisions
(Hanushek 1986).

Thus like in all processes, the educational process consists of inputs that are
transformed to outcome/results through the processes that are being managed.
Outcomes are the main objectives that every school tries to achieve. Implementing
motivational system, including compensation in schools should guarantee higher
quality of teaching for pupils, should change teachers’ profession more attractive
and should motivate teachers to develop and upgrade themselves (Performance-Pay
for Teachers 2007: 12; Pay-for-Performance ... 2001; Tiirk 2008: 48-53). Perfor-
mance appraisal should measure the performance and features that capture the key
dimensions of what constitutes success or failure for the schools. These actions that
constitute success for the school should also be valued through the motivational
system, included compensation. Therefore teachers are better directed towards
achieving school’s overall objectives. Hence motivational system works as an input,
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which guarantees better outcome. Therefore, pay and appraisal should be adjusted in
the light of such performance measures provides an incentive for employees to
promote the success of the organisation and achieving its goals.

Input Process Outcome/Results
Teachers (competence, = Teaching and guidance — | Pupils’ personality
characteristics, values) Cooperation between and success,

Pupils (characterization) teachers, pupils and (maturity, educational
Tangible and finance parents career, position in
resources Development of society)
Regulations teachers and pupils School’s success
Management 0 0
Organisation Culture

Motivational systems, incl. Performance appraisal

compensation o The results of teacher appraisal

Motivating teachers (learning environment and process)

Teachers’ wage system (base pay, bonus, The results of pupil’s appraisal

incentive pay, pay-for-performance) (pupils’ achievement, development

etc.)

Figure 3. The relations between teachers’ performance appraisal criteria, appraisal
process and pay-for-performance.

However, a disturbing pattern in the multitude of studies of this type is that no strong
empirical evidence exists to support the contention that traditional educational inputs
have the expected positive influence on educational outcomes (Worthington 2001:
245). Many previous economic studies have concluded that school inputs do not
matter because school output is often uncorrelated with input variations (Brown,
Saks 1975: 571). That brings problems to educational policy makers who have made
their decisions based on this input-outcome model. The politicians prefer to
subsidize input and there is a belief that investing more money to input increases the
final value of outcome. But as already said there is no actual proof to confirm that
bigger investment into the input guarantees the increase in outcome. Because of the
vagueness in determining certain model of educational process, including input and
outcome, clear policy prescriptions are difficult to develop.

Likewise, educational process is appraised externally by state (accrediting) and
internally (self-evaluation) by school itself. Concerning the states’ policy it is
essential to bring out that external appraisal concentrates mostly on inputs and self-
evaluation on outcomes. Because schools’ main objective is to offer society a good
outcome, the role of governmental appraisal should be decreased and instead
appraisal based on schools’ performance should be valued more highly.

The subject of teachers’ work satisfaction and motivation has become topical lately.
Further, non-pecuniary (intrinsic) rewards like pride, need for achievement,
belonging to a team, are emphasised in addition to pecuniary while motivating
teachers. Some authors argue that public servants, including teachers are mainly
motivated by intrinsic motivational factors (Wright 2007: 60; DeCenzo, Robbins
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2005: 274-275; Jobome 2006: 333), which should be taken into account while
creating compensation systems (Tomlinson 2000: 286-287). Brown (2005: 477) has
brought out that if teachers were asked whether pay-for- performance was a good
practice for teachers’ profession, most of the answers were negative. However the
research showed that most of the respondents believed that better teachers should be
rewarded higher compared to the ones with lower performance.

Arguments concerning whether pecuniary rewards are suitable motivators for
teachers draw back to the understanding that low wage is demotivational for every-
one (Bender 2004: 526). It is also demotivational if high wage level is achieved
quickly and easily. (Cutler, Waine 1999: 67). Therefore to improve the educational
production process the reliable performance appraisal system should be linked with
motivational system with a view to achieve schools main objectives better.

The appraisal policy in Estonian Schools

The development of general education system depends on competent management,
appraisal and political decisions. In ten years time, the external appraisal system for
Estonian schools is developed and implemented. It includes school’s criterion-based
internal appraisal; state operated supervisory, tests while graduating I and II school
level, final exams for primary schools and for gymnasiums and international
comparative studies. The goal for apprising academic performance so far has been
the supporting of development of the national curriculum and teachers’ training.
Less attention is turned to supporting the development of educational institutions
and pupils’ individual development. (Uldharidussiisteemi arengukava aastateks ...
2008: 20-24) Therefore the new course in Estonian educational policy is schools’
and pupils’ individual development, which is achieved through performance
management.

Schools have recently started to analyze and appraise its activities more
systematically. That manifests in creating systems for appraising teaching. The
appraisal systems for apprising teaching are still in initial stage in a lot of Estonian
schools and therefore the decisions about schools’ activities, teachers’ competence
and efficiency are often made using casual and trivial indicators and methods. For
example giving appraisal to teachers’ work only one classroom observation is used.
In England, that kind of approach is also common (Performance Management in ...
2000). This appraisal is quite random, is not sufficient and reliable. Deformations in
appraisal results are generated by appraisers’ preferences about the teaching
techniques and by their bias and value judgements. Further, teachers do not like if
their faults are pointed out by outsiders whose only role is to do sample inspection
and whose estimation is inaccurate and tendentious because they do sample
inspections.

Teachers are really sensitive towards appraisal because they themselves use
complicated and objective appraisal systems in their everyday work (Krull 2001:
579). They will not accept general and simple procedures which aim is just to
examine one’s pedagogical competence. Attitude towards appraisal can be improved
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by increasing the reliability of appraisal objectives, methods and procedures and by
giving feedback and explanations to appraisal methods and -results. Many proofs
show that teachers support appraisal systems that improve the development of their
competences and are afraid of negative feedback. That is why is essential to be
discreet and confidential while giving negative feedback.

Teacher appraisal systems emanate from teaching models which are not
simultaneously acceptable in all subjects and for different teachers. Therefore the
restrictions conditioned from teachers’ model-based appraisal should be overcome
and the reliability of appraisal results that emanate from the final objective of
teaching should be guaranteed. Model-free appraisal enables to give objective
appraisals to different teaching techniques. If not, trial lessons are organised
especially by experienced teachers. These trial lessons may not be anything like the
lessons teachers conduct every day and therefore false appraisals are made. Model-
free appraisal gives better presumptions for applying teachers’ individual speciality
which also enables to motivate teachers to be more creative and to be less worried
about what the appraisers expect them to behave like in a classroom.

All that necessitates the development and implementation of fitting appraisal
systems and on the other hand the development of appraisal culture in Estonian
schools. It is essential to notify that teachers, local authorities, parents and board of
trustees should be involved into the development of schools’ teachers’ appraisal
system (Pay-for-Performance ... 2001). Only then it is possible to create a fitting
appraisal system, which is accepted by all parties and which enables to manage
quick changes in schools’ and teachers’ activities. The modernization of appraisal
practise imply the improvement of theoretical and practical knowledge about
performance appraisal techniques, including appraisal criteria, -methods and
-process (Tiirk 2005; Byars 2008; Messmer 2008; Employee Selection ... 2009 etc.).
Appraisal system also allows to determine the critical success factors and criteria to
apprise one own performance.

Because of the fact that external appraisal (accrediting) concentrates mainly on
input, internal evaluation is more valued. That is also a trend in educational politics
— the role of outcome is increased and therefore during educational reform,
headmaster’s opportunities and rights should be broadened to manage schools and to
motivate and reward teachers. New performance appraisal processes should be
launched and implemented during this. First step in this direction is the development
and implementation of self-evaluation systems in schools. (MacBeath 2008;
Janssens, Amelsvoort 2008; Blok, Sleegers, Karsten 2008).

Self-evaluation is mainly oriented to school as a whole, not to individual
performance. This generates less resistance in teachers and is more suitable because
the creation process of appraisal system and guaranteeing its reliability takes more
time. The idea of self-evaluation is not to evaluate individuals but processes and the
results are used for unity and not to bring out the peculiarities of different
individuals. Self-evaluation is one of the regulation-mechanisms of human activities,
which is needed to perform changes in schools and to give evaluations to that action.
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It is especially important in the circumstances of quick changes. Regular evaluation
(on average once in a year) allows fixating organisation’s shape, to bring out the
dynamics of change, allows to see the development of its employees and to find out
the efficiency of methods used during changes.

Self-evaluation enables to give estimation to organisations’ activities and
performance systematically and regularly and also completes the task of job
analysis. During job analysis organisations’ structure, work allocation and working
order is examined and as a result its regulations (documentation) and structure is
improved. One of the techniques in performance management is schools’ internal
benchmarking, which enables to be guided by exemplary experience through which
schools’ management can be improved.

Schools’ self-evaluation should be democratic, reliable and based on clear procedure
principles. Evaluation is given to the performance of teachers and to the
management of school based on their development and progress. Self-evaluation
implies the selection of appraisal objects and -subjects and the usage of fitting
appraisal criteria and -methods. (Nikkanen, Lyytinen 2005) Teachers’ competence,
including its qualification and teachers motivation to apply it; plays an important
role in teachers’ performance. So it is not good enough to train and develop teachers,
but also to establish conditions for applying them.

Self-evaluation raises the awareness and responsibility of teachers and increases the
self-respect for its achievements, which also encourages teachers to develop
themselves and to creatively apply their competence. With the help of self-
evaluation, it is possible to recognise outstanding achievement and performance.
School’s shape and problems are being diagnosed during self-evaluation and also the
needs for development and development strategies are being specified. In our
researches it is emphasised that the most resultant is self-evaluation process itself
rather than specific results. Teachers value teamwork, participative management and
the creation of supportive environment by school management and educational
officers highly.

Appraisal implies setting the main objectives and the selection of appraisal criteria
and —methods based on these main objectives. Schools’ main objective is to shape
individuals who are active, capable of developing and to create the fundamentals for
their successful subsistence in society. It is very difficult to measure it reliably,
therefore the key question is to develop appraisal system and finding information
sources that accord to the schools’ goals the most and which are associated with
teaching and learning. Appraisal results should help to diagnose organisations’ shape
and to find reserves and opportunities for improving activities done so far. Firstly
one should answer question: what is done well and what should be done to improve
it? As follows it should be concentrated on the question: what should be done to
make the change happen? Often only the first question is asked and the work is
continued as before. This discredits appraisal process and makes it greatly pointless.

48



Appraisal methods are self-analysis, report, inquiry, test, brainstorming,
development and performance appraisal interview etc. Schools’ self-evaluation is
based on organisation’s reports, conducted researches, the protocols of management
and teachers’ council meetings, study materials and so on. Development and
performance appraisal interviews are held between school’s headmaster and teachers
and on the other hand between teacher and pupils. For getting additional
information, inquiries, which need a very careful planning, are done with pupils,
parents and alumna. It is essential to create impartial and neutral environment while
conducting inquiries and to guarantee the confidentiality of gathered information.
Equivalently important are the questions asked, appraisal criteria and the
environment were the inquiry is held. For example the person who conducts the
inquiry must not be personally interested in the results; therefore teachers should not
conduct the inquiry which goal is to evaluate his or her performance. The appraisal
process must be correctly restricted and the inquiry papers compiled so that they can
be fulfilled with making just marks. It is not recommended to ask additional
information about respondent and answering to open questions must be voluntary.
For generating ideas brainstorming in working groups are effective.

The objects of appraisal may be schools’ objectives, including academic
performance, creation of innovative internal environment, the high-level
arrangement of educational work and efficiency, creative learning process etc.
Schools’ internal environment may be divided to tangible and social. Organisational
culture plays an important role in the creation and manifestation of social
environment. It is not right to concentrate merely on efficiency indicators and if they
are taken into account then they should not be the main indicators (Improving
Student Learning ... 2008: 10). School has to deal with both talented and problematic
children; therefore appraisal indicators are often process-centred rather than result-
centred. Also school is often a local cultural centre completing regional and social
oriented tasks.

To sum up, new ways for improving educational process like individual researches,
essays, practice, group work and special courses should be taken into account while
designing evaluation criteria (Entrepreneurship in higher ... 2008: 8-9). The
evaluation of Estonian schools has concentrated too much on knowledge estimation
(including the results of national exams); therefore the guidance and development of
pupils and teaching them to learn should be considered more. The formation of
learning habits and the creation of the needed readiness for life are much more
important than specific knowledge in some subject. Teachers should turn more
attention to pupils’ intelligence, communication skills, emotional development and
supporting individual peculiarity. The creation of intellectual and creative
environment should be valued among pupils. The subject-to-object relationship
should be substituted by teacher-to-pupil relationship (subject-to-subject
relationship). The authors of this article have worked out the appraisal criteria that
help to solve the aforementioned shortcomings and to achieve new courses in
Estonian educational policy,
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The new perspective in educational policy - the ways and opportunities for
improving teachers’ appraisal and developing organisational culture.

As mentioned above, new courses in educational policy must be taken to develop
more effective educational system. One of the opportunities is to employ
performance management into educational institutions which also creates the need to
evaluate organisations’ and teachers performance. But while doing so, organisational
culture needs to be taken in account. According to the modern approach, the success
of an organisation as a whole depends not on the performance of some remarkable
individuals but on the collective contribution of all members (Jacobs 1981). For the
success, many people have to support the well being of the organisation and the
organisation should be aware of its members' wish to support their organisation and
understanding of the essence of collective work. The concept of organisational
culture could serve as the framework for the relevant analysis because researchers as
well as practitioners use the term of organisational culture if they want to underline
people may either support or obstruct organisational efforts to bring these people
together in order to pursue certain goals.

Grives (2000) argues that organisational culture is relatively recent foci for
managers in organisations. Yet, the cultural perspective has served the special
attention in the organisational studies since eighties of the former century, when the
beginning of decade presented notable publications of the field (i.e. Ouchi 1981;
Peters & Waterman 1982; Deal & Kennedy 1982). One of the reasons for this
derives from developments in wide context of society because the organisational
culture concept enabled to open various actual problems of those days.

The definitions of organisational culture vary from a very short description given by
Deal and Kennedy: “It’s the way we do things around here” (1982: 13) to more
sophisticated ones, for example, as proposed by Schein (1985: 9). Several
taxonomies exist in order to capture the variation of mechanisms that form
commonly shared but unique combinations of values and behaviour patterns in
organisations. The complex nature of culture leads to multidimensional approaches
(see for a review Detert 2000; van der Post ef al. 1997; Lau & Ngo 1996).

Every organisation has its own special organisational culture created collectively by
its members and organisational culture gives guidelines for organisational members
how to behave and thus it is related to the performance on the organisational and
individual level. This is a mutual relationship because the certain type of
organisational culture puts impact on the individual’s performance on the one hand,
on the other, the way how organisational members actually perform influences
organisational culture. It implies that performance appraisal is also related to the
organisational culture. Studies have demonstrated the existing relationship between
performance and organisational culture (see for example, Chan et al. 2004, Denison
et al. 2003, Ogbonna & Harris 2000, Kotter & Heskett 1992), while there some
studies about educational system (i.e. Griffith 2003) but this field is poorly
investigated. In order to fill this gap we present the relationships between
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organisational culture and school’s performance in Estonia at first, and then discuss
how to employ this knowledge for improvements in the performance appraisal.

When starting abovementioned analysis the organisational culture should be defined,
however, Lim (1995: 20) expresses that “A major obstacle to investigations of the
relationship between performance and culture appears to be related to the application
of the term “organisational culture”. Definitional problems, as well as difficulties in
the measurement of organisational culture seem to have contributed to the
inconclusiveness of the research”. We refer on Schein’s (1992) understanding that
organisational culture is influenced by two major factors — task and relationship
orientation. Harrison (1995) distinguishes between task and person oriented
organisational cultures. Task culture emphasises the superiority of the goals of the
organisation over the member’s personal goals. Person oriented orientation like
Schein’s relationship orientation is based on warm and harmonious interpersonal
relationships. These two orientations — task-orientation and relation-orientation — are
the vital aspects of organisational culture that can influence employee attitudes. We
have developed an instrument that would enable measuring the two aspects in a
reliable way (Vadi et al. 2002).

In the following paragraphs study by Aidla and Vadi (2007) is referred because they
have shown some specific relationships between organisational culture and school
performance. In order to measure secondary school performance, the results of the
national examinations of secondary schools within six years (2000-2005) were used.
The results are presented on the homepage of the National Examinations and
Qualification Centre. The exam results in mathematics, English, composition and
history were considered as the basis of comparison. For measuring the size of the
school, the number of its pupils was used. A large school has over 800 pupils and a
small school less than 800 pupils. In the organisational culture study 558 individuals
agreed to participate in the study and they filled Organisational Culture
Questionnaire. Both school level and individual level organisational culture
estimations were measured with this method. Results are presented in the table 1.

According to the results organisational culture and school academic performance are
not interrelated in all the secondary schools because the significant correlations were
found only in large schools or those located in city or county town, whereby if the
school is small or located in the rural municipality or small town, this connection
was not significant. It shows that there can be significant variation among the
schools and some reasons for that can be attributed to the matter that schools” human
and material resources may differ due to their size and location. The other side of the
picture is that the performance appraisal would take into consideration the school’s
size and location and obviously some other factors too.
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Table 1. Correlations between OC orientations and school performance in Estonia
(with respect to the location and size of schools)

Performance with respect to the location and OC orientations

size of the school ocC1! 0c2?
City or county town 0.78** 0.54*
Rural municipality or small town 0.13 0.27
Large school 0.84** 0.59*
Small school 0.05 0.09

** Correlation is significant at the 0.01 level, * correlation is significant at the 0.05 level
OC1'-task orientation, OC2%- relationship orientation, n = 60.

Source: Aidla & Vadi 2007.

Indeed, there are other issues too. For example, many successful pupils living in a
small town try to go to study into a city of county town school because they think
that there are more opportunities to get a proper education. Because in similar vein,
the study shows school’s size and location play significant role when school
administration’s attitudes impact on pupils’ national examination results was
analyzed (Aidla, Vadi 2008). Large schools are more attractive employers for
teachers etc. Here we focus on organisational culture aspect.

If we look the content of statement what formed the task orientation of
organisational culture (for example, “people are proud of their organisation”,
“positive changes constantly take place”, “people are rewarded for their good
work”, and “people’s well-being is important”), then we can hypothesise that there
is a need for the profound explanation how organisational culture and performance
are interrelated in small and in the rural municipality or small town located schools.
This initial step hopefully creates the favourable context for the implementation of
performance appraisal methods.

Relationship orientation indicates belongingness and coherence (statements for
example, “people know one another”, “all important matters are discussed with
each other”, “people help each other in job-related situations” and “‘in tough
situations there is a strong feeling of togetherness™). This aspect of organisational
culture emphasizes the importance of interpersonal relations that may alleviate
tensions, completing a certain task. Here the metaphor “social glue,” explicitly
expresses the function of interpersonal relationships. This implies that performance
is related to the interpersonal relationships and it gives possibility to evolve this to
the performance appraisal too. Reasonable relationships generate mutual trust and
support among organisational members. Again, in small and in the rural
municipality or small town located schools the implementation of this idea must be
well explained to the organisational members.

Irrespective to the multitude of the literature and articles written on the topic, the
perpetual “reliable criterion problem” continues to receive considerable attention
within the performance management literature (Fletcher 2001: 474). The indicators
for performance measurement should be rational — they should assure sufficient and
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complex information with optimal costs; they should be useful and reliable — they
should reflect problematic fields, assure comparability and should be used easily.
Accumulating facts does not guarantee that results and processes are measured and
quantitative data does not ensure the right understanding of the situations. Likewise
there is a hazard to overestimate one situation or fact when implications are made
only based on that single event or fact. Therefore the purpose of this article is to
bring out the opportunities for appraising teachers’ action and performance and the
criteria for comparing different schools in Estonian general education schools in a
perspective of organisational culture and educational policy.

On the assumption of teachers’ main activities, the evaluation criteria may be
grouped into activities connected to school management and activities connected to
educational process:

1. School management, including 1.1) participation in school management and
development (teachers’ council, board of trustees.), 1.2) participation in
creating schools’ working environment (tangible, social, cultural environment,
employees satisfaction), 1.3) schools’ development (development and
implementation of schools’ strategic development plan), 1.4) schools’ public
relations and communication with external environment, 1.5) instructing young
teachers and guaranteeing the followers.

2. Learning process, including 2.1) activities concerning curriculum and
programme of subjects, 2.2) teaching-methodical work ( study materials,
teaching techniques, homework), 2.3) educational environment (learning
milieu, evaluation), 2.4) pupils’ preparation for life (educational choices,
career), 2.5) extra-curricular activities (events outside the lessons, extra-
curricular activities, educational work), 2.6) the development of pupils
personality (motivation for learning, skills of learning, social skills etc.), 2.7)
considering and developing pupils’ capabilities, 2.8) co-operation and getting
along with pupils, colleagues and parents 2.9) pupils’ academic performance
(tests, national exams, olympiads), 2.10) the number of subjects and pupils
2.11) teachers’ responsibility and conscientiousness (work discipline and
documentation).

The reliable information about the quality of learning process may be gathered by
inquiries. The peculiarity of pupils, including the age, should be taken into
consideration in the compilation of inquiry. For example to the inquiry for the
seniors of gymnasium, the following questions should be engaged (the criteria were
developed based on the sources: Oppeasutuse sisehindamine 2008: 22-64; Guide for
Education 2008: 23-25, McBer 2000: 6-29; Professional Standards for Teachers ...
2007: 1-31):

1. Teachers’ values and attitudes (example, ethics, authority).

2. The level of preparation and content-richness of learning process.

3. The relevance of learning process and its relations to practice and other subjects.
4. Performing in front of the classroom, communicating (good contact, involving
pupils and discussions).

Attitude towards pupils (impartiality and objectivity).

6. Understand-ability and the rate of exemplification of teaching.

W
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7. Homework and their connection to lessons.

8. The rate of feedback and its constructiveness.

9. Skills to get pupils to work independently and with interest.

10. Skills of considering pupils’ individual peculiarity.

11. The quality of study materials used.

12. Adhere to learning processes schedule and timetable.

13. Discipline in the classroom/motivational learning environment.

The authors of the article elaborated the model of teacher effectiveness used in
England. The sub-criteria of the three main groups of teacher performance criteria
were advanced (see figure 4). The main criteria for describing teachers’ performance
are personal characteristics, learning process and learning environment. The sub-
criteria for evaluating them are brought out in the figure and also in the listing
following the figure. These criteria and sub-criteria generate schools’ and pupils’
performance. The criteria pointed out in this article are based on several researches
(case studies in several schools) and scientific sources, for example: McBer (2000:
6-29), Professional Standards for ... (2007: 1-31), Oppeasutuse sisehindamine (2008:
22-64), Guide for Education (2008: 23-25), Nikkanen, Lyytinen (2005: 219-223).

Teachers’ personal characteristics

1.1)  knowledge and skills in specialty

1.2)  analytical and conceptual thinking

1.3)  teacher’s personality, authority and values (example, ethics)
1.4)  drive for improvement and learning

1.5)  unbiased and fair attitude towards pupils

1.6)  getting along and co-operation with pupils

1.7)  understanding and influencing pupils

1.8)  co-operation with colleagues and parents

1.9)  understand-ability of performing in front of the classroom, involving pupils
1.10) teachers’ responsibility and conscientiousness

Learning process and learning environment

2.1)  activities concerning programme of subjects

2.2)  teaching-methodical work (study materials, teaching techniques)

2.3)  creative, innovating and flexible learning environment

2.4)  time management and motivative learning environment

2.5)  supporting and involving pupils (giving examples, discussions)

2.6) considering and developing pupils’ capabilities (educational career,
supporting systems)

2.7)  skills to get pupils to work independently and with interest (homework,
research)

2.8)  the relevance of learning process and its relations to practice and other
subjects (including info technology)

2.9)  evaluation and giving feedback (objectivity, constructiveness)

2.10) extra-curricular activities (events outside the lessons, educational work)

2.11) the development of pupils’ personality (preparation for life, social skills)

2.12) the climate of learning process and discipline in the classroom
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REGION’S EXTERNAL ENVIRONMENT PUPILS’
PECULIARITY PECULIARITY

Development of

material assets
Activities concerning curriculum

Pupils’ supporting systems

Designing and

School’s strategic management Organizational developing personnel

culture
School’s public relations Regulations

Factors of school management

Teacher’s personal characteristics

Knowledge and thinking
Knowledge and skills in specialty Personality
Drive for improvement and learning Authority and assertiveness
Analytical and conceptual thinking Values and attitudes
L. Responsibility and conscientiousness
Communication

Unbiased and fair attitude towards
pupils

Getting along and co-operation with pupils
Co-operation with colleagues and parents
Performance and understandability

Learning environmemn earning process

Time management

Activities concerning curriculum and

Developing pupils’ by their capability program of subjects

Evaluation, Extra-curricular
feedback activities

The usage of IT

Research and
homework

ORGANIZATIONAL

CULTURE

Creativity and Suppoﬁing an.d
innovativeness  involving pupils

The climate and discipline
of learning process

O

SCHOOL’S
PECULIARITY

Factors of teachers’ activities and
effectiveness

PUPILS’ AND SCHOOLS PERFORMANCE

Figure 4. The key factors of teachers’ and schools’ performance. (Compiled by
authors)
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School management and development

3.1) participation in school management (teachers’ council, board of trustees,
parents)

3.2)  participation in creating schools’ tangible environment

3.3)  participation in creating schools’ social and cultural environment

3.4)  designing personnel and instructing young teachers, to guarantee existence
of the followers

3.5) activities concerning curriculum (the structure of subjects and extra-
subjects)

3.6) development and implementation of schools’ strategic development plan

3.7)  school’s development and innovation

3.8)  schools’ public relations and communication with interest groups

3.9) developing and following regulations (including timetables).

Specific evaluation criteria for comparing different schools can also be developed.

For example comparing gymnasiums, the following criteria may be used (the criteria

were developed based on the sources: Oppeasutuse sisehindamine 2008: 22-64;

Guide for Education 2008: 23-25; McBer 2000: 6-29; Professional Standards for

Teachers ... 2007: 1-31):

1. The state of material assets (library, gym, catering, extra-curricular activities).

2. The level of computerization and the usage of computers in teaching.

3. The usage of modern info technology in communicating with colleagues, pupils,
parents and other interest groups.

4. The number of pupils.

5. The volume and structure of subjects.

6. The number of foreign languages and special subjects taught.

7. The number of extra-curricular activities (the number of activities, speciality and
the rate of participation in them).

8. The opportunities for teachers’ development (the number of schoolings and

financing).

9. Schools image and security perceived by parents.

10. The existence of supporting systems for pupils (study support services).

11. The number of entree applications and the level of competition.

12. The number of drop-outs and the number of absentees without excuse.

13. The number of pupils who graduated with medal, the results of national exams.

14. The percentage of graduates who got into university (or vocational school)
(public financed full-time students, studying on fee, the level on competition,
success in next school).

15. The number of pupils who participated in national or international Olympiads,
competitions and exhibitions and their results.

While developing and launching appraisal system, a lot of attention should be turned
to the communication that relates to it (Brown, Benson 2003: 69-70; Chang, Hahn
2006: 409). Selecting suitable and reliable evaluation criteria and -techniques are
great assumption to efficient appraisal process. Likewise all the questions arising
from the usage of appraisal results, making conclusions and the mechanisms of
giving feedback to teachers, should be carefully considered. The appraised
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employees should be notified of that before the evaluation process itself. It should be
thought through and decided prior what kind of information is confidential and what
is available for everyone. For declaring general information, different information
channels may be used, for example organisations’ internal communication channel,
homepage, printed matters, board for information etc. The lack of feedback or its
incorrect presentation may generate resistance, the evaluation system may be
perceived as unfair and employees may feel like their effort is not valued
adequately.

Conclusion

There is a clear understanding that Estonian educational system needs to be
developed. The new course is more pointed to schools’ and pupils’ individual
success, which can be achieved through the implementation of performance
management.

But performance management can not be implemented effectively if there is a lack
in appraisal system. The appraisal system used in Estonian educational sector
concentrates only on academic performance, which does not accord with the main
goal of the education — to shape individuals who are active, capable of developing
and to create the fundamentals for their successful subsistence in society. Of course
academic performance is important, but pupils’ general skills are often brought out
as even more important skills that guarantee pupils’ success in the future (in the next
educational level or in labour market).

The view developed by the authors of this article allows evaluating teachers’ and
schools’ performance much broadly. Involving these appraisal criteria pointed out
by authors to teachers’ appraisal system allows creating more effective educational
system through effective learning process and effective teachers. Of course this
approach needs further development in the future and it is important to involve all
parts of the educational sector, including teachers, headmasters, educational
policymakers, parent, pupils and local authorities to that development process.
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LEVEL OF LIVING AND WELL-BEING AS MEASURES OF WELFARE:
EVIDENCE FROM EUROPEAN COUNTRIES

Helje Kaldaru, Anneli Kaasa, Katrin Tamm'
University of Tartu

Abstract

The aim of the present study is to elaborate generalized indicators describing
objective and subjective aspects of welfare and analyze the relationships between
them based on the sample of European countries. While applying the quality of life
approach we differentiate economic, human capital, social capital and emotional
aspects of welfare. With help of confirmatory factor analysis generalized objective
level of living and subjective well-being indicators to measure all mentioned aspects
will be composed. Our results show that in countries with objectively lower
positions the subjective assessments on welfare tend to be higher. Although an ideal
situation could be imagined where objective and subjective assessments were equal,
there are deviations from the equilibrium to both directions.

Keywords: Welfare, Level of living, Well-being
Introduction

Many economies in Europe, and Estonia among them have developed relatively fast
during the last decades until 2008. In objective terms the economic success during
this period has been indisputable. At the same time, there are some reservations
about whether these changes have promoted the overall gain in welfare and whether
people are satisfied with their level of living and well-being. Subjectively perceived
satisfaction with life depends on several factors which cannot only be expressed in
disposable money. Although there are studies that indicate the positive relationship
between economic development and happiness (see Inglehart ef al. 2008), then those
in line with the “Easterlin paradox” suggest that there is no link between the level of
economic development of a society and the overall happiness of its members (see
Easterlin 2001). For instance, according to the University of Michigan's World
Values Survey 2008 (World Values ... 2008) Colombia ranked as the third country in
the world according to perceived subjective well-being while its GDP per capita
amounted only 9000 USD in 2008 (The World ... 2009). For comparison, Estonia
ranked as the 84th in the same list (World Values ... 2008), while its GDP per capita
was exceeding 21900 USD in 2008 (The World ...). Hence, welfare is also
influenced by the environment, i.e. culture, values, norms and social behavior of
other society members. Therefore, measurement of welfare presumes taking into
consideration not only economic but also social aspects.

! This study was undertaken with support from Estonian Science Foundation project no
SF0180037s08.
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The aim of the present study is to elaborate generalized indicators describing
objective and subjective aspects of welfare and analyze the relationships between
them based on the sample of European countries. As the sample consists of countries
differing considerably in terms of their socio-economic development level, but
belonging to the European cultural space, the results of the study could be applied to
draw conclusions about the general tendencies in welfare formation by various
aspects of it. The novelty of our study proceeds from the more composite approach
in measuring welfare whereas selected initial indicators reflecting various aspects of
welfare will be generalized as well as additional aspects of welfare compared to
previous studies will be included into the analysis.

The article is organized as follows: Section 1 provides the theoretical framework for
the analysis; Section 2 describes the data and methodology applied in the analysis;
Sections 3-6 present the procedure of generalizing initial indicators of welfare
measured both in objective and subjective terms and by various aspects of welfare.
In addition, the relationships between objective and subjective indicators of welfare
in observed countries by various aspects of it will be drawn; Section 7 provides the
comparative analysis of the observed countries based on objective level of living and
subjective well-being; Finally, discussion and conclusions of the results will be
presented.

1. Theoretical framework

The main idea and final goal of a country’s economic policy should be the
maximum welfare of its residents. There is no common understanding about what
welfare means or consists in (Bognar 2005) and the concept of welfare has changed
in the course of time. Initially, only material wealth was considered when speaking
about welfare, but at the end of the 1960s welfare became a multidimensional
concept, taking account of immaterial aspects, like health or social relations as well
(Berger-Schmitt and Noll 2000). Generally, it can be said that welfare refers to “how
well a person’s life goes for that particular person” (Bognar 2005). Whether a
person’s life is going well for that person depends on two broad aspects: first, the
objective living conditions and second, the perception of these conditions and the
subjective well-being of individuals. Both aspects are included into the quality of
life approach, which is nowadays the most widely recognised and the most
frequently used framework for analyzing welfare at the society level (Berger-
Schmitt and Noll 2000). Quality of life has been often viewed as the main policy
goal (Costanza et al. 2008; Shackman et al. 2005).

Although in the literature of previous decades the welfare theories often focused on
either objective or subjective aspects and measures of quality of life, nowadays there
is a common agreement that both objective and subjective features should be
included when analyzing quality of life (Berger-Schmitt and Noll 2000). Thus,
quality of life can be defined as “the extent to which objective human needs are
fulfilled in relation to personal or group perceptions of subjective well-being”
(Costanza et al. 2008).
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The objective aspect of welfare encompasses the objectively valuable resources that
are available for an individual and that enable to meet basic human needs (Bognar
2005; Costanza et al. 2008). These resources include income and assets, education
and knowledge, objective health status, social networks and trust etc. The data about
these elements of welfare can be obtained without directly surveying the individuals.
It is important to stress here that only the capabilities can be measured objectively.
Capabilities are, however, only the means to achieve the desired ends. It is often not
possible to measure objectively the extent to which the capabilities are utilised by
the individual, for example, the satisfaction gained from the particular level of
income depends largely, on what is consumed for this income. The utilisation of
capabilities can be assessed by the subjective aspect of welfare that deals with
individual’s subjective experience — whether the individual enjoys his life or not.
The subjective aspect covers individual’s self-reported levels of satisfaction,
happiness, pleasure, fulfilment and other indicators of subjective well-being
(Costanza et al. 2008). The data for subjective indicators of welfare can only be
gathered by questioning individuals about their perception of their quality of life.

The extent to which the objectively measurable capabilities will be utilised by the
individuals in order to gain satisfaction with their lives depends on many factors, for
example cultural context, individual’s education, temperament and mental capacity,
but also the on available information, social norms and preferences (Costanza et al.
2008). Therefore, it is important to form a policy to create conditions that increase
the likelihood that individuals effectively utilise all their capabilities. While the
characteristics of individuals and also the cultural context are hard to change, the
availability of information can be improved and the prevailing norms can also be
directed to some extent.

In the following analysis we will rest on the quality of life approach and include
both objective and subjective indicators of welfare. The framework of our analysis is

presented in Table 1.

Table 1. Different aspects of a country’s average welfare

Economic Human capital Social capital Emotional
aspect aspect aspect aspect
Objective Economic State of health Institutional Absence of
welfare wealth and and education, quality social
income, access to health exclusion
economic and education
inequality services
Subjective | Satisfaction | Satisfaction with | General and Satisfaction
welfare with the access to institutional with life,
individual education and | trust, perceived happiness
wealth and health services, support
income assessment of
individual health
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First, probably the most self-evident aspect of welfare is the economic one. On the
objective side it includes wealth and income as well as their distribution between
individuals. On the subjective side the satisfaction with one’s economic state should
be taken into account, which at least in part depends on individual’s relative position
compared to others (Luttmer 2005). The next aspect of welfare that has also often
been covered with welfare analysis is connected with human capital. Here, the
objective welfare incorporates both health condition and education level, but also the
access to education and health care services. At the same time the satisfaction with
these services and individuals health status constitute the subjective view on human
capital aspect. The third aspect in our analysis reflects the social conditions by
which individuals are enclosed and influenced. The objective state of this social
capital aspect can be characterised by institutional or governance quality, while the
subjective evaluation of this aspect is expressed by the trust in people in general as
well as in different institutions, which in turn is connected with the perceived social
support. Finally the emotional aspect should also be taken into account. Here, at first
the objective side can be somewhat difficult to imagine, but the subjective side
undoubtedly comprises the satisfaction with life as a whole (as opposed to the
satisfaction with some specific aspect of life) and happiness. In case of previous
three welfare aspects, the subjective welfare is based on the judgment of the
objective state of the particular aspect. Here, the happiness is at least partly
influenced by the perceived social exclusion or its absence, hence, at the objective
side we can evaluate the absence of social exclusion, in terms of, for example,
poverty or unemployment. In the following analysis we assume that all these four
aspects are important factors of welfare.

2. Data and methodology

Conducting the empirical part of the work implies the inclusion of both objective
and subjective measures of welfare into the analysis. We exploit secondary data
collected from Human Development Report 2007/2008 (Human ... 2007) and World
Bank Aggregate and Individual Governance Survey 1996-2006 (Kaufmann 2007)
for obtaining objective indicators and European Social Survey 2006 (European ...
2006) for finding subjective indicators. The list of countries included in the analysis
rests on the availability of the subjective assessments, i.e. the countries included in
the third round (2006) of the European Social Survey. Accordingly, the objective
indicators for welfare were also collected for the same countries. Altogether, we rely
on the data about 24 European countries?.

Our data set includes numerous indicators explaining different aspects of welfare
and thus the indicators are often strongly related to each other. Use of several
individual indicators would make the analysis quite complicated and incompre-
hensive, whereby in the present study we first attempt to generalize the initial
indicators to a decreased number of aggregated variables which will be applied in

2 Sample included Austria, Belgium, Bulgaria, Denmark, Estonia, Finland, France, Germany,
Hungary, Ireland, the Netherlands, Latvia, Norway, Poland, Portugal, Romania, Russia,
Slovakia, Slovenia, Spain, Sweden, Switzerland, Ukraine and the United Kingdom.
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further analysis. For the generalization procedure there are several methods
available, but in our study factor analysis (method of principal components) has
been chosen. This method suits very well for integrating correlating individual
indicators as was the case here.

Factor analysis enables to capture initial indicators of subjective and objective
welfare of various aspects into more generalized composite indicators solving also
the problem of different scales pertaining to different initial indicators (see Appendix
1 for more detailed information about initial and generalized indicators used in this
study).

The applied methodology of confirmatory factor analysis presumes the selection of
appropriate initial indicators and the assessment about the generalized indicators of
their ability to reflect the information in initial indicators. Confirmatory factor
analysis can be used if the aggregated wholes describing different aspects of the
analyzed phenomenon were identified. For instance, Whiteley (2000) in his paper
has in a similar way generalized various aspects of social capital. In our study the
appropriateness of initial indicators has been verified according to the Kaiser-Meyer-
Olkin Measure of Sampling Adequacy (KMO), whereby only the indicators showing
the common variance at least on mediocre level (value of MSA® at least 0.6) have
been included to the analysis. While selecting the initial indicators we seek to
achieve the highest possible intercorrelation between initial and generalized
indicators (component loads above 0.7, but in most cases more than 0.9).
Additionally, the description power of the generalized indicators was supposed to
exceed 70% of the variation in initial indicators.

The component scores of these general indicators were used to compare the
countries and to analyze the connections between the subjective and objective
aspects of welfare. Component scores indicate the relative position of each country
in the sample according to the described aspect; the average value of the component
scores of one indicator is zero. Therefore, in the countries where the value of the
component score is positive, the situation based on the aspect concerned is above
average, and if the component score is negative, the situation is below average.

3. Economic aspect of welfare

In order to obtain the generalized objective indicator to assess the economic aspect
of welfare, the general indicators of economic wealth and income distribution have
been constructed with help of factor analysis. The indicator of economic wealth
described 99.2% of the variation in GDP per capita and GNP per capita while the
indicator of income distribution described 95.7% of the variation of Gini index and
income ratio of the richest 10% and the poorest 10% of the population.
Relationships between initial indicators and final indicator (component loads) were

> MSA — Measure of Sampling Adequacy indicates the appropriateness of individual variables
for generalization with help of factor analysis. If value of MSA is below 0.5 the use of factor
analysis is not justified.

65



0.99 in case of economic wealth and between 0.96-0.99 in case of income
distribution. The general indicator of income distribution has been constructed so
that the more equal income distribution, the higher value of the indicator
(component score). All generalized indicators of welfare for observed countries
expressed by component scores are given in Appendix 2.

For constructing the generalized subjective indicator regarding the economic aspect
of welfare, satisfaction with level of living and quality of life as well as feeling
about household’s income have been integrated. Generalized indicator described
93.5% of the variation of initial indicators, component loads were between 0.95 and
0.98.

Indicators of wealth and satisfaction with level of living were mutually strongly
correlated (correlation coefficient 0.92%). On the following Figure 1 the placement of
observed countries according to the objective and subjective indicators of economic
welfare will be presented.
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Figure 1. Relationship between economic wealth and satisfaction with level of
living in observed countries.

The general tendency of a strong relationship between objective and subjective
indicators of welfare is clearly seen from the Figure 1. Nevertheless, some relatively

* All correlation coefficients presented in this paper are statistically significant at the 0.01 level.
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interesting deviations can also be observed. For example, Estonians seem to be more
satisfied with their level of living compared to Hungary or Slovakia which are more
or less as wealthy. On the contrary, people in Germany and France are more or less
as satisfied with their level of living as people in Estonia, even though the
objectively measured wealth level in these countries is considerably better. Denmark
contrasts from others by the considerably higher satisfaction level, at the same time
being approximately as wealthy as the Netherlands and Austria. If we would attempt
to find the reasons for such differences from the other objective indicator of wealth —
income distribution (see Figure 2) — one could suppose that the unexpectedly high
satisfaction with level of living in Denmark and Slovenia could have been resulting
from the more equal income distribution in these countries. However, in case of
Estonia this assumption does not hold as income distribution here is more unequal
than in Germany, France, Hungary or Slovakia.

Figure 2 reflects that satisfaction with level of living is not related to income
distribution.
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Figure 2. Relationship between income distribution and satisfaction with level of
living in observed countries.

It is obvious from the Figure 2 that it was not possible to find statistically significant
correlation between income distribution and wealth which was in fact an expected
result. For example, Ireland and Switzerland that belong to the richest economies
rank lower than average in the sample with regard to the equality of income
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distribution. At the same time, Bulgaria and Romania which are among the poorest
countries in the sample rank above average as far as the income equality is
concerned. As a matter of fact, it is not possible to determine whether more equal
income distribution is good or bad in and of itself. However, whether people
perceive unequal income distribution to be a problem can be determined.

As a peculiarity of our analysis it turned out that the subjective assessment about
income distribution - The survey question “Should government reduce differences in
income levels?” - was not related with objective indicators. However, there appeared
to exist a negative correlation with wealth: this question tended to be rather
positively answered by representatives of poorer countries (correlation with wealth —
0.74).

Considerable concurrences and discrepancies can be seen when comparing countries
according to the objective and subjective estimations on income distribution.
Respondents who expected the biggest steps from government regarding equalizing
income distribution lived in Bulgaria (the above mentioned survey question got 4.45
grades out of 5), the objective indicator of the country being above the average at the
same time. In Ukraine also the problem has been perceived as essential, although in
objective terms the income distribution was relatively equal there. At the same time,
United Kingdom has traditionally been among the countries with the most unequal
income distribution, but the respondents from United Kingdom did evaluate the need
to equalize income distribution at one of the lowest levels (3.45 grades). Altogether
it turned out from our analysis that the assessment about the need to equalize income
distribution by government is reflected within the overall satisfaction with level of
living, because the higher satisfaction level was related with lower needs regarding
equalization of income distribution (correlation coefficient -0.82).

4. Human capital aspect of welfare

For objective assessment of the human capital aspect of welfare the generalized
indicator has been created by integrating indicators of average life expectancy,
public sector education and health care expenditures. The constructed indicator
describes 73.3% of the variation of initial indicators. Relationships between initial
indicators and final indicator (component loads) remained between 0.73 and 0.93.
The generalized indicator is also quite closely related with the general research and
development indicator (correlation coefficient 0.6), which we obtained as a result of
generalizing the initial indicators describing patents, research and development costs
and the number of scientific workers. Thereby, this indicator provides a summarized
picture about the creation of human capital and its availability in a given country.

In order to obtain a subjective assessment of the human capital aspect of welfare, the
satisfaction estimates about the availability of health care and education services as
well as the satisfaction with one’s health situation have been used. The initial
indicators were strongly related with the obtained general indicator of satisfaction
with education and health (all component loads 0.91). The generalized indicator
described 82.6% of the variation of initial indicators. The obtained general indicator
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was also related the respondents’ level of formal education (years of school
enrolment) (correlation coefficient 0.58).

The correlation between the generalized objective and subjective estimates of the
human capital aspect of welfare was 0.76, thus the relationship is weaker than in
case of different indicators explaining economic aspect of welfare. The distribution
of observed countries according to objective and subjective estimates of the human
capital aspect of welfare is presented in the following Figure 3.
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Figure 3. Relationship between indicators of education and health and satisfaction
with education and health in observed countries.

We can see from the Figure that in some countries the difference between subjective
and objective estimates in case of comparable objective situation is relatively big.
For example in Estonia, there is much greater satisfaction with education and health
than in Bulgaria or Ukraine, which are in more or less the same situation. Estonia’s
objective indicator has apparently been reduced by the relatively short average life
expectancy, but people do not think about this when assessing the state of their own
health. Particularly drastic is the difference in positions of Finland and Portugal,
given that the estimates to the analogous objective situation differ by more than two
and a half standard deviations from the subjective estimates in these countries. One
possible cause could stem from the fact that based on the European Social Survey
the length of formal education is only 7.4 years in Portugal, which is the minimal
value for the indicator in the sample and lagging significantly below the average (12
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years). Hence, the respondents of the survey have probably perceived problems with
the availability of education.

5. Social capital aspect of welfare

Social capital indicators have not been used frequently in previous studies analyzing
welfare. At the same time it has been recognized as an essential aspect for every
human being affecting people’s feelings and their assessment of their position in the
society. As an objective measure of social capital, governance indicators have been
used in this study. Governance indicators measure six dimensions of governance
(Kaufmann et al. 2007): 1) Voice and Accountability (VA) measures the extent to
which a country’s citizens are able to participate in selecting their government, as
well as freedom of expression, freedom of association, and a free media; 2) Political
Stability and Absence of Violence (PS) measures perceptions of the likelihood that
the government will be destabilized or overthrown by unconstitutional or violent
means, including domestic violence and terrorism; 3) Government Effectiveness
(GoE) measures the quality of public services, the quality of the civil service and the
degree of its independence from political pressures, the quality of policy formulation
and implementation, and the credibility of the government’s commitment to such
policies; 4) Regulatory Quality (RQ) measures the ability of the government to
formulate and implement sound policies and regulations that permit and promote
private sector development; 5) Rule of law (RL) measures the extent to which agents
have confidence in and abide by the rules of society, and in particular the quality of
contract enforcement, the police, and the courts, as well as the likelihood of crime
and violence; 6) Control of Corruption (CC) measures the extent to which public
power is exercised for private gain, including both petty and grand forms of
corruption, as well as “capture” of the state by elites and private interests.

The above mentioned aggregate governance indicators are based on hundreds of
specific and disaggregated initial variables measuring different dimensions of
governance, taken from 33 data sources provided by 30 different organizations.
(Kaufmann et al. 2007)

The governance indicators describe the efficiency of governing institutions and the
opportunities for citizens to participate in the society through the social networks.
Hence, these indicators can be interpreted as objective estimates for social capital at
the society level. We used the component scores computed according to the World
Bank methodology and found a generalized indicator for governance for each
country in the sample. As all six dimensions of governance are strongly related it is
quite logical that the generalized indicator describes 92.4% of the variation of initial
indicators. Component loads remained between 0.89 and 0.98.

Generally acknowledged subjective indicators for social capital are the various
estimates of trust. Therefore, in our study we created the generalized indicator of
trust based on the trust evaluations towards other people, government, legal system,
police, politicians and political parties. The generalized indicator of trust describes
92.1% of the variation of initial indicators, component loads remained between 0.93
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and 0.98. The correlation coefficient between objective and subjective measure of
social capital was 0.85. The positions of countries according to these two estimates
are presented in Figure 4.
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Figure 4. Relationship between indicators of governance quality and trust in
observed countries.

The general picture is known from previous analysis: Denmark and Finland are
positively emerging countries, and those lagging behind include Russia, Ukraine,
Romania and Bulgaria. Besides that we can notice that in countries where both
indicators are below the average, governance indicator varies more and in other
countries indicator of trust is more diversified. Estonia is closer to the average than
on previous figures and unlike in former cases, the indicator of trust is even slightly
above the average here.

6. Emotional aspect of welfare

One of the factors enhancing the perception about welfare is the absence of social
exclusion as expressed by Woolley (1998) or in other words social cohesion.
Absence of social exclusion promotes the formation of social capital and enables to
accumulate and use human capital. Objective measures for estimating the absence of
social exclusion are rather complicated to discover. Commonly, poverty and long-
term unemployment are considered to be indicators that at least indirectly express
social exclusion. Regrettably, neither data about poverty nor long-term
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unemployment indicators were available for all countries in our sample. Therefore
we have chosen three proxy estimates for measuring the emotional aspect of welfare
in objective terms. These indicators were ratio of unemployment in the labor force
(an indirect measure for human capital use), the probability that a newborn’s life
expectancy remains below 60 years (an indirect measure for human capital creation)
and judgment about the state’s task to decrease income inequality (indirect measure
for prevailing unfairness). Undoubtedly one could argue against the above
mentioned choice of indicators, but the choice was made under the circumstances of
limited data and the best of possible data set has been taken. The generalized
indicator for estimating the emotional aspect of welfare objectively described merely
70% of the variation of initial indicators, whereas component loads remained
between 0.76 and 0.88. Hereinafter we will use the component scores for social
exclusion with the opposite sign as the social cohesion indicator.

In order to estimate the emotional aspect of welfare in subjective terms we
integrated two indicators: individuals’ satisfaction with life as a whole and their
feeling of happiness. Insofar as the two indicators were strongly correlated with each
other the generalized indicator described 98.8% of the variation of initial indicators
and both component loads were 0.99. The following Figure 5 shows how the
countries in our sample were distributed according to the subjective aspect of
welfare.
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Figure 5. Relationship between absence of social exclusion and happiness and
satisfaction with life.
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The correlation coefficient between the objective and subjective measure of the
emotional aspect of welfare was 0.86. Whereas the constructed generalized indicator
for social cohesion was not perfect by its’ content, the obtained result is relatively
sound. Portugal that also in earlier figures emerged due to its’ inferior positions,
again shows the lower than average level in terms of both objective and subjective
measures. One can notice relatively essential difference between objective and
subjective measures, especially among the countries that lag behind. It would be
intriguing to repeat the analysis based on the more relevant measures for social
exclusion such as poverty and long-term unemployment rate.

7. Generalized objective and subjective welfare indicators

In the final stage of empirical analysis we will construct the generalized objective
and subjective welfare indicators based on the estimates describing various aspects
of welfare and created in previous sections of the paper. According to the theoretical
framework the analysis was rest on, the first could be regarded as objective level of
living and the second as the subjective well-being. By means of integrating all four
objective measures of welfare (generalized indicators of wealth, human capital,
governance and social cohesion) we obtained the final objective measure of welfare
which described 89.1% of the variation of the mentioned generalized indicators.
Component loads were between 0.93 (absence of social exclusion) and 0.97
(wealth). In order to obtain the generalized measure for estimating the subjective
well-being, the indicators of different subjective aspects of welfare (satisfaction with
level of living, satisfaction with education and health, trust and happiness and
satisfaction with life) have been integrated into one final measure. The created
indicator described 95.4% of the variation in these indicators. Component loads
were in range of 0.96 (trust) and 0.99 (happiness and satisfaction with life). The
correlation coefficient between the objective level of living and the subjective well-
being estimates was 0.92. Figure 6 shows how the observed countries are positioned
according to the generalized objective and subjective measures of welfare.

It appears from the Figure that the objective level of living is the highest in Norway
and the lowest in Russia. While measured in subjective terms the situation is the best
in Denmark and the worst in Ukraine. In countries that are located on the line or
close to it, the objective and subjective estimates (almost) coincide. At the same time
there are several countries where the measures of the objective level of living and
the subjective well-being vary considerably. Countries which are located above the
line of the Figure 6 show the higher subjective evaluation about the well-being than
is reflected by the objective measures. In case of other countries the result is
opposite, i.e. the subjective evaluation given by a country’s residents is undervalued
considering the objective situation in the given country. Based on these outcomes we
have analyzed the differences between objective and subjective measures in
observed countries.
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Figure 6. Objective level of living and subjective well-being in observed countries.

In the following Figure 7 countries have been ranked according to the difference
between the subjective well-being compared to objective level of living.
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Figure 7. Differences in subjective and objective estimates of welfare in observed
countries (measured in standard deviations).
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In the light of Figure 7 it appears that results are rather intriguing, but sporadically
quite difficult to interpret. It is not surprising to find Finland among the top of
countries where subjective evaluations considerably exceed the objective ones as the
objective level of life is relatively high and thus also the subjective attitude about the
country and society should be positive. Estonia’s high ranking is presumably
influenced by the fast economic growth during the last couple of years and by the
fact that the perceived well-being has considerably improved compared to the past.
The European Social Survey has been conducted in 2006 when many people could
have believed into the slogan “Let us bring Estonia amongst the five richest
economies in Europe within five years”. Subjective evaluations today would
probably be much more reserved.

The greatest overvaluation of subjective well-being with respect to objective
indicators exists in Russia. What could be the reason for that? Both propaganda and
the custom to tolerate poor life conditions could be possible answers here.
Nevertheless, the result is rather astonishing because in Ukraine, which has a similar
historical and cultural background, the indicators are much closer to each other.
Another interesting pair of countries is Bulgaria and Romania, where the situation is
overvalued in Romania by a similar amount as it is undervalued in Bulgaria. The
greatest dissatisfaction is expressed in Germany and Portugal. And why are people
relatively satisfied with their life in Slovakia, but not so much in Slovenia, although
Slovenia lies among the countries with the highest level of well-being? Apparently,
we cannot answer these questions based only on the indicators included in the
analysis, but more complicated cultural and social factors must be taken into
consideration. The fact that satisfaction is always based on expectations must be
taken into account. It can be said that in the highly developed countries with lower
levels of satisfaction, such as Germany, France and England, expectations are
greater for historical or cultural reasons.

Discussion and conclusions

In this paper we used the quality of life approach in order to evaluate the objective
and subjective aspects of welfare. Theoretically, a person’s quality of life is
determined by two factors: objective level of living and subjective perception about
well-being. Hypothetically, the objective and subjective assessments should be equal
or if this is not the case, some policy measures could be applied to equalize them.

Based on the theoretical considerations we created a framework for analyzing
objective and subjective determinants of welfare and their mutual relationships.
According to the used framework we differentiated four aspects of welfare and
found both objective and subjective indicators for measuring all these aspects.
Economic aspect of welfare supposes the analysis of economic wealth, income
distribution and inequality from the objective side and satisfaction with the
individual wealth and income from the subjective side. Human capital aspect of
welfare indicates the state of health and education and access to them from the
objective point of view and satisfaction with the latter expressed as a subjective
assessment. Social capital aspect of welfare indicates to the social conditions by
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which individuals are enclosed and influenced. Thus, objectively we could
investigate this by governance quality and subjectively by trust towards other people
and institutions. Besides the mentioned aspects there is also the emotional aspect of
welfare as happiness has been considered one of the essential reflections of welfare.
It was a challenge for the authors to find indicators that would measure the
emotional aspect of welfare in objective terms, but we have used some proxy
variables to measure the absence of social exclusion. As measures for subjective
perception of welfare, happiness and satisfaction with life assessments have been
employed.

As far as the economic aspect of welfare is concerned, our results indicate that there
is a strong relationship between economic wealth and satisfaction with level of
living in observed European countries. Thus there is a relatively clear consistency in
objective level of living and subjective perception about well-being. Nevertheless,
some interesting deviations can be observed where countries which stay in the
similar position in objective terms differ considerably regarding subjective assess-
ments (for instance, Romania and Bulgaria, Estonia and Latvia, Denmark and
Netherlands). Here the differences could probably be explained by culture, social
norms, future expectations of the people etc. Regarding income distribution and
satisfaction with level of living, the observed countries differ considerably in terms
of the differences in objective and subjective assessments. These findings indicate a
clear role for absolute income (wealth) and more limited role for income distribution
in determining happiness. This is in line with the work of Stevenson and Wolfers
(2008) who found in their comprehensive cross-country study that absolute levels of
income were important in shaping happiness while there was a lesser role for
relative income comparisons than was previously thought.

In case of the human capital aspect of welfare, the differences between objective and
subjective estimates for the observed countries turned out to be relatively big.
Although there were 14 countries out of 24 where the satisfaction with education
and health and subjective health assessment have exceeded the objective level of
education and health, on the average the subjective overvaluation in these countries
was much lower than the subjective undervaluation in case of remaining ten
countries.

Regarding the social capital aspect of welfare, our results show that generally the
objective and subjective estimates are quite strongly correlated. The biggest
deviation from the equilibrium point (where objective and subjective assessments
are equal) implies for Russia where trust towards institutions and other people is
considerably higher than the actually low governance quality would presume.
Surprisingly, Ukraine and Romania are in the similar situation. At the other end of
the line are Denmark and Finland whose overvalued assessments on trust can be
better understood as in these countries also the governance quality is the highest in
the sample.

Despite the use of indirect proxy variables to investigate the emotional aspect of
welfare we obtained much better results than anticipated. There was a strong
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relationship between objective and subjective indicators, although also some
essential deviations from the equilibrium point could be seen. Nevertheless, there
are slightly more countries overvaluing their happiness and satisfaction with life
compared to the indicator reflecting the absence of social exclusion.

As an important result of our analysis it was possible to compose the generalized
indicators of objective level of living and subjective well-being based on various
aspects of welfare and the corresponding objective and subjective indicators
reflecting them. The comparison of these final indicators brought us to the
conclusion that as a general tendency, in countries with objectively lower positions
the subjective assessments on welfare tend to be higher. Although an ideal situation
could be imagined where objective and subjective assessments were equal, our
results indicated deviations from the equilibrium to both directions. Approximately
half of the countries showed overvaluation of subjective assessments and the other
half reflected the opposite result. Subjective assessments were the most undervalued
in case of Portugal and Germany, while the highest overvaluation existed in
countries such as Russian Federation and Finland. At the same time, roughly in one
third of the countries objective and subjective estimates on welfare varied only
marginally.

An essential conclusion of the study affirms that the available resources and
capabilities which reflect the objective side of welfare should be exploited by people
in the best possible way in order to guarantee the high perception of subjective well-
being. Employment of the available resources and capabilities in the society depends
on several factors, but some of them such as individual characteristics or cultural
background are quite complicated to change. However, while determining policy
goals the better access to information and direction of social norms should be taken
as an important task to facilitate better usage of resources and capabilities.
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Appendix 1. Indicators of welfare

education and
health

0-10)

State of health services in country nowadays (average on
scale 0-10)

Subjective general health (average on scale 1-5)

Generalized Initial indicator Source
indicator
Economic wealth |GDP per capita PPP US$ HDR
2007/2008
GNP per capita PPP current international $ WDI
Income distribution |Gini index HDR
Share of income: richest 10% to poorest 10% 2007/2008
Share of income: richest 20% to poorest 20%
Satisfaction with ~ |How satisfied with present state of economy in country ~ [ESS 3 2006
the level of living |(average on scale 0-10)
Satisfied with standard of living (average on scale 0-10)
Feeling about household's income nowadays (average on
scale 1-4)
Health and Life expectancy at birth (years) HDR
education Public expenditure on health (% of GDP) 2007/2008
Public expenditure on education (% of GDP)
Satisfaction with  [State of education in country nowadays (average on scale |ESS 3 2006

Governance quality

Voice and accountability (average 0)

Political stability and absence of violence (average 0)

Government effectiveness (average 0)

Regulatory quality (average 0)

Rule of law (average 0)

Control of corruption (average 0)

Kaufmann et
al. 2007

Trust

Most people can be trusted or you can't be too careful
(average on scale 0-10)

Trust in country's parliament (average on scale 0-10)

Trust in the legal system (average on scale 0-10)

Trust in the police (average on scale 0-10)

Trust in politicians (average on scale 0-10)

Trust in political parties (average on scale 0-10)

ESS 32006

State of social
exclusion

Unemployment rate (% of labor force)

Probability at birth of not surviving to age 60+ (% of
cohort 2000-2005)

HDR
2007/2008

Government should reduce differences in income levels
(average on scale 1-5)

ESS 32006

Happiness and
satisfaction with
life

How satisfied with life as a whole (average on scale 0-10)

How happy are you (average on scale 0-10)

ESS 3 2006
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Appendix 2. Generalized indicators of welfare in observed countries

Satisfaction
Satisfaction with Absence | Happiness, |Objective [Subjective
Economic| Income | withlevel |Education| education |Governance of social [satisfaction| level of well-

Country wealth |distribution| ofliving |[and health| and health quality Trust |exclusion| with life living being
Austria 0.848 0.589 0.775 0.778 0.948 0.716] 0.295 0.694 0.685 0.805 0.707
Belgium 0.695 -0.003 0.539 0.641 1.214 0.389] 0.435 0.292 0.648 0.536 0.740
Bulgaria -1.403 0.569 -1.924 -1.066 -1.450 -1.126] -1.741] -1.346 -1.985] -1.309 -1.809
Denmark 0.870 0.789 1.580 1.261 1.412 1.032] 2.018 1.788 1.535 1.306 1.688
Estonia -0.814 -0.953 -0.159 -1.071 -0.591 -0.052]  0.127|  -0.669 -0.359]  -0.689 -0.242
Finland 0.634 1.083 0.815 0.433 1.443 1.214] 1.628 0.136 1.117 0.643 1.291
France 0.562 -0.287 -0.008 1.070 0.257 0.173] -0.160| -0.333 -0.047 0.392 0.024
Germany 0.505 0.676 0.044 0.615 -0.526 0.578] 0.013 0.584 0.017 0.604 -0.104
Hungary -0.690 1.095 -0.977 -0.397 -1.226 -0.212| -0.675| -0.848 -1.022|  -0.569 -0.989
Ireland 1.013 -0.444 0.869 -0.074 0.672 0.729| 0.347 0.960 0.773 0.699 0.697
Latvia -1.026 -1.305 -1.083 -0.996 -0.740 -0.468| -0.966| -1.052 -0.732]  -0.938 -0.890
Netherlands 0.848 -0.030 0.847 0.163 0.492 0.846] 1.015 1.402 0.745 0.863 0.806
Norway 1.830 1.073 1.215 1.493 0.941 0.949| 1.234 1.314 0.968 1.482 1.129
Poland -1.014 -0.382 -0.448 -0.590 -0.520 -0.723] -1.101] -1.203 -0.110]  -0.935 -0.543
Portugal -0.419 -2.127 -0.760 0.457 -1.184 0.150] -0.714| -0.302 -0.892| -0.033 -0.898
Romania -1.416 0.235 -0.989 -1.683 -0.842 -1.463| -0.807| -0.346 -0.985| -1.303 -0.917
Russian Federation -1.221 -1.827 -1.410 -2.190 -1.389 -2.501] -1.012] -1.546 -1.344|  -1.971 -1.311
Slovakia -0.820 0.969 -0.367 -0.709 -0.287 -0.316] -0.304] -1.022 -0.652| -0.758 -0.402
Slovenia -0.204 0.906 0.290 0.402 -0.199 -0.173| -0.434 0.143 0.191 0.041 -0.024
Spain 0.231 -0.698 0.409 -0.014 0.093 0.050| 0.190| -0.152 0.648 0.033 0.357
Sweden 0.712 1.092 0.993 1.368 0.646 0.890| 1.050 0.658 0.974 0.959 0.951
Switzerland 1.208 -0.321 1.085 0.792 1.171 0.991 1.129 1.079 1.234 1.079 1.196
Ukraine -1.679 0.873 -1.885 -1.180 -1.860 -2.161] -1.663| -1.400 -1.895| -1.703 -1.861
United Kingdom 0.751 -1.570 0.546 0.497 0.395 0.487]  0.095 1.171 0.488 0.768 0.404




SECTORAL STRUCTURE AND GDP: IS THERE A REMARKABLE
RELATIONSHIP IN THE CASE OF THE ESTONIAN COUNTIES

Helje Kaldaru, Tiiu Paas'
University of Tartu

Abstract

The paper aims to offer some empirical insights into regional disparities in sectoral
structure and GDP per capita in the case of the Estonian counties. In order to
elaborate on the aggregated indicators of the Estonian counties’ sectoral structure
and to explore the relations between sectoral structure and GDP per capita as a proxy
of economic wealth, the method of principal component in combination with
regression analysis is applied. The results of empirical analysis confirm the validity
of the hypothesis that regional disparities in GDP per capita are remarkably affected
by the sectoral structure of the counties’ economy. Additionally to sectoral structure,
the location of a county, measured by the distance between the capital city and
counties’ centre, has a significant impact on GDP per capita. There is a core-
periphery structure with high income levels in the capital region (Harjumaa) and low
income levels in peripheral regions. The divergence in regional GDP levels may
indicate the concentration of production inputs and development of sectoral structure
in regions, where economies are functioning more efficiently.

Keywords: sectoral structure, economic wealth, regional disparities
1. Introduction

The issue of regional disparities and convergence has been the subject of a large
body of empirical research since 1990s (e.g., Barro and Sala-i-Martin 1995;
Armstrong 1995; Tondl 2001; Cuadrado Roura 2001; Baumont et al. 2003; Arbia
and Piras 2005; Meliciani and Peracchi 2006; Anagnostou et al. 2008; Paas and
Schlitte 2008). Despite the great interest in this matter, information on regional
convergence in the enlarged EU is still relatively scarce and the role of sectoral
structure in convergence processes has been largely ignored. However, considering
the objective of enhancing economic and social cohesion, this constitutes a
challenging task in the context of developing proper regional policy measures
helping to alleviate poverty and to improve efficiency of an economy. Information
on disparities and factors that may have impact on regional economic development
is therefore of utmost importance for regional policy. Sectoral structure of an
economy, which can be analysed on the basis of a wide range of indicators
(employment, added value, GDP, etc.) and at different levels and structure of
economic sectors, is playing a significant role in the economic performance and
regional development of a country; its improvement is vital for enhancing both
economic efficiency and wealth.

! The paper is prepared thanks to the support of the Estonian Science Foundation (research
grant 7756)

81



The relationship between sectoral structure and economic development of a country
has received considerable attention in recent decades (see Gemmell 1987).
According to the three-sector hypothesis, which was first introduced by Fisher
(1935) and Clark (1940), a gradual shift in employment and value added from the
primary to the tertiary sector is inherent in the process of economic development.
Hence, structural change could be characterized as a demand phenomenon: with
increasing income levels, the demand for inferior goods will unavoidably decrease,
while the demand for superior services will continue to grow (Breitenfellner &
Hildebrandt 2006). Also regional aspects of structural change have gained
remarkable attention in recent economic literature (e.g. Cunado, J., Sanches-Robles,
B. 2000; Arcelus, F. J., Dovan, P. 2003; Marelli, E. 2004; Osterhaven, J., Broersma,
C. 2007)

This paper aims to empirically investigate the relationship between sectoral structure
and GDP per capita as a proxy of economic wealth in the Estonian counties focusing
on the regional aspects and their peculiarities in the case of small economy with the
post-socialist path-dependence. Estonia as the new member state belongs to the
periphery of the EU having had one of the highest growth rates in the EU during the
recent years till the year 2007. Examining GDP per capita in the counties of Estonia
shows significant regional disparities (see also Lill and Paas 2008). Empirical
analysis of our paper bases on the regional data of the Statistics Estonia which are
examined using the combination of several statistical methods in order to elaborate
on the aggregated indicators (latent variables) of the Estonian counties’ sectoral
structure and explore the relationship between the aggregated indicators of sectoral
structure and GDP per capita. The data used for the analysis describe the sectoral
structure of the 15 counties during the years 1996-2006. Three main economic
sectors are taken into account for examining sectoral structure: primary, secondary
and tertiary sectors.

The paper consists of five sections. In the next section, we introduce the framework
for the analysis of sectoral structure including conceptualization and measurement of
the observable phenomena and short data description. Section 3 introduces the
procedure of finding aggregate indicators for analysis by means of the method of
principal components, and presents the results of elaborating and analysing the
aggregated indicators that describe sectoral structure of the Estonian counties. The
results of examining the relationship between the aggregated indicators of sectoral
structure and GDP per capita are presented in section 4. Section 5 concludes.

2. A framework for the analysis of sectoral structure: data and methodology

The general trends in sectoral evolution are summarized by the so-called “three-
sector hypothesis” associated historically with Firsher (1935) and Clark (1940)
works. “The three sector hypothesis” describes the long-run evolution of economies
from agricultural to industrial and then to service-based economic structure defined
as the process of tertiarization (see also Bachman and Burda 2008). These
developments are associated with the changes in shares of sectors by creating value
added as well as in movement of labour between sectors that induce new challenges
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for development of human capital and educational system. Some of structural
change has a short run nature reflecting temporary shifts of technological and
innovative development, while others are more or less permanent having also
different impact economic growth and GDP per capita across countries and their
regions.

Nowadays the service sector is the most important sector in industrialized
economies. According to the ILO data, the service sector’s share of total
employment in the European Union and other developed economies has grown from
66.1% in 1995 to 71.4% in 2005; the industry sector shrunk from 28.7% to 24.9% at
the same time (ILO 2006). The sectoral shifts in employment and also in GVA
structure describe the widening process of tertiarization of national as well as
international economies and this tendency is also valid in the EU countries and their
regions. The industrialized countries of the EU have already entered the stage of
post-industrialised service economies which also generates certain effects of sectoral
structure on the aggregated productivity of an economy. The new member states of
the EU mainly passed the process of industrialisation and also entering into the post-
industrialization stage. The economies with different sectoral structures have
essentially different opportunities of growth.

The sectoral structure of an economy can be analysed on the basis of a wide range of
indicators (employment, added value, GDP, etc.) and at different levels and structure
of economic sectors. Table 1 presents the 3-level classification system of economic
sectors which is used in the Eurostat database of sectoral data.

Table 1. Classification of the main economic sectors

Classification code in

Economic sectors the Eurostat database

Agriculture, hunting, forestry, fishing A,B

Manufacturing, construction, C,D,E, F

Wholesale and retail trade; repair of motor vehicles and household GHILJLK L MN,
appliances, hotels and restaurants, transport, warehousing, (¢}

communication, financial mediation, real estate, renting and business
activities, public administration and civil defence; compulsory social
insurance, education, health care and social welfare, etc.

Source: Eurostat.

The empirical analysis of a sectoral structure of the counties of Estonia bases on the
different indicators focusing on the role of three main economic sectors in
employment and in creating GDP and value added (table 2). The data for the
analysis are derived from the regional data base of the Statistics Estonia of the years
1997-2006, the period that describes the post-socialist transition and EU assessment
processes. As we see from the table 2, according to the different indicators
describing sectoral structure there are significant regional disparities between the 15
counties.
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Tabel 2. The variability of the share of the main economic sectors in the counties of
Estonia, 1997-2006 average (%)

Minimum | Maximum Average
Primary The share in GDP 0.7 23.0 10.0
sector The share in employment 1.1 32.0 13.1
The share in added value 0.8 25.0 11.3
Secondary | The share in GDP 14.4 45.3 27.1
sector The share in employment 19.1 53.9 33.2
The share in added value 16.2 51.5 30.5
Tertiary The share in GDP 40.5 68.3 51.3
sector The share in employment 41.3 70.8 53.4
The share in added value 46.4 76.0 57.9

Source: Authors’ calculations based on the data of Statistics Estonia.

Sectoral structure of an economy is a complicated phenomenon, the different sides
of which could be characterized by a number of different indicators. Use of several
individual indicators would make the analysis complicated and incomprehensive,
whereby in the present study we first attempt to generalize the initial indicators to
some aggregated variables which will be applied in further analysis. For the
generalization procedure there are several methods available; in our study the
method of principal components (confirmative factor analysis) has been chosen.
This method suits well for integrating correlating individual indicators as that is case
in our data. Thus, by using method of principal components the aggregated
indicators characterising the economic structures of the Estonian counties are
elaborated and presented in the next part of the paper. In order to examine the
relationship between the aggregated indicators of sectoral structure and GDP per
capita as a proxy of a county’s wealth several regression models are estimated.
Additionally to the aggregated indicators of a sectoral structure also the distance
between the capital city and counties’ centre a proxy of the county’s location is used
as an independent variable of the regression model.

3. Aggregated indicators of the Estonian counties’ sectoral structure

We estimate a factor model based on the cross-section data of the separate years of
the period under observation, two sub-periods (1996-2000 and 2001-2006) and on
the pooled data of the whole period 1996-2006. The results are robust. Statistical
criteria (KMO - Kaiser-Meyer-Olkin criteria; MSA — measure of sampling
adequacy) confirm that the extraction results are statistically correct.

Table 3 presents the main results of implementation of the method of principal
components (confirmative factor analysis) for elaborating the aggregated indicators
of sectoral structure of the Estonian counties during the whole period under
observation. The results of KMO test imply the technical appropriateness of the
initial indicators for aggregation of by the method of principal component in the
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cases of all three sectors (primary, secondary and tertiary). Due to the fact that there
is a high correlation between all three initial indicators of sectoral structure (the
shares in employment, added value and GDP), there is no sense to use them
separately. Therefore, aggregated indicator will be applied in the further analysis.

Tabel 3. Extraction of the aggregated indicators of three economic sectors based on
the data of the Estonian counties, 1997-2006

Primary sector Secondary sector Tertiary sector

Loads® Extraction® | Loads | Extraction | Loads | Extraction
KMO* 0.7 0.7 0.7
Share in GDP 0.981 0.963 0.980 0.960| 0975 0.951
Share in
employment 0916 0.839 0.905 0.818 0.870 0.756
Share in added
value 0.983 0.965 0.981 0.962 0.974 0.949
% of Variance® 92.2 91.3 88.6

Source: Authors’ calculations based on the data of Statistics Estonia.

Component scores® and their changes during the period under observation have been
brought out in table 5.

The share of primary sector has declined more rapidly in the counties with the
comparatively low share of secondary sector. The beginning of the period under
observation can be considered as the period of industrialisation: the share of primary
sector declined and secondary sector increased. The increase of tertiary sector has
mainly been instead of decline of both primary and secondary sector characterising
the first steps of tertiarization.

2 Correlation coefficient between initial and aggregate indicator

* Information in the aggregate indicator reflected by the initial indicator

* Kaiser-Meyer-Olkin Measure of Sampling Adequacy (>0,7 middling, >0,8 meritorius)

® Total variance explained

® Mean equals zero. Component scores show the difference from mean in positive or negativev
direction in standard deviation
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Table 5. Aggregated indicators of the Estonian counties’ secoral structure (factor
scores), 1997-2006

Average factor scores Changes in factor scores, 1997-2006
Primary | Secondary | Tertiary Primary Secondary | Tertsiary
Harjumaa -1.692 -0.743 2.388 -0.129 -0.402 0.535
Hiiumaa 1.245 -1.117 -0.055 -1.355 1.314 -0.041
Ida-Virumaa -1.480 2.661 -1.194 -0.434 -0.433 0.802
Jogevamaa 1.786 -1.472 -0.238 -1.009 1.199 -0.088
Jérvamaa 1.092 0.181 -1.220 -1.151 1.282 -0.142
Lasdnemaa -0.355 -0.083 0.445 -0.806 0.928 -0.098
Léiéne-
Virumaa 0.766 0.830 -0.951 -0.640 0.567 0.101
Pdlvamaa 0.707 -0.526 -0.151 -0.064 0.467 -0.274
Pdrnumaa -0.230 0.435 -0.205 -1.096 0.195 0.961
Raplamaa 0.374 0.089 -0.463 -0.855 0.908 -0.068
Saaremaa -0.241 -0.184 0.441 -0.632 0.569 0.104
Tartumaa -1.156 -0.580 1.710 -0.330 0.601 -0.227
Valgamaa -0.136 0.104 0.046 -0.656 1.124 -0.373
Viljandimaa 0.505 0.086 -0.630 -0.405 1.242 -0.791
Vorumaa -0.235 0.186 0.069 -0.165 0.442 -0.199

Source: Authors’ calculations based on the data of Statistics Estonia.

Figures 1-3 give an overview of how the comparative position of the counties in the
sectoral structure has been changed during the years 1997-2006.

Analysing the aggregated indicators of the primary sector it is possible to divide
counties into three groups: 1) counties with the high share of this sector; this share
remained comparatively high also at the end of the period under observation
(Jogevamaa, Pdlvamaa, Hiiumaa, Viljandimaa and Jérvamaa); 2) counties with the
comparatively low share of the primary sector and/or this share did not changed
remarkably (Harjumaa, Ida-Virumaa, Tartumaa, L&&nemaa, Saaremaa and
Vorumaa); 3) the counties which had a high share of primary sector; this share has
significantly declined during the period under observation (Pdrnumaa, Valgamaa,
Léaéne-Virumaa and Raplamaa) (see figure 1).

The changes in the secondary sector have been the most rapid and also heterogenous
(see figure 2 and table 5). Again, we can distinguish between the three groups of
counties: 1) counties were the share of the secondary sector has been above average
over the whole period under observation (Ida-Virumaa, La&ne-Virumaa, Vdrumaa
and Pdrnumaa); 2) counties were the share of the secondary sector has been below
average over the whole period (Jogevamaa, Hiiumaa, Tartumaa, Polvamaa and
Harjumaa); 3) the share of the secondary sector has increased significantly
(Valgamaa, Saaremaa, Viljandimaa, Raplamaa, Lddnemaa and Jarvamaa).
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Figure 1. Aggregated indicators of primary sector. (Authors’ calculations based on
the data of Statistics Estonia)
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Figure 2. Aggregated indicators of secondary sector. (Authors’ calculations based on
the data of Statistics Estonia)
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According to the aggregated indicators of the tertiary sector (see figure 3) it is
possible to divide counties into two groups: the counties where the share of this
sector is above (e.g. Harjumaa, Tartumaa, Pdrnumaa) and below the average (e.g.
Jérvamaa, Ladne-Virumaa).
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Figure 3. Aggregated indicators of tertiary sector. (Authors’ calculations based on
the data of Statistics Estonia)

In table 6 we present correlation coefficients between the aggregated indicators of
sectoral structure and GDP per capita as the proxy of regional economic wealth in
the counties of Estonia during the different time periods. As expected, there is a
negative correlation between GDP per capita and the aggregated indicators of
primary sector and positive correlation between GDP per capita and the aggregated
indicators of tertiary sector. The correlation between GDP per capita and the
aggregated indicators of secondary sector is not statistically significant. The
dynamics of this relationship seems to be more stable during the recent period, the
years 2001-2006. Therefore in the next part of our paper we estimate the regression
models based on the pooled data of this period.

Table 7 presents the main results of extraction procedure for getting aggregated
indicators of sectoral structure of the Estonian counties based on the data of years
2001-2006. The results are similar with the those presented in the table 4 indicating
their robustness.
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Tabel 6. Correlation coefficients between the aggregated indicators of sectoral
structure and GDP per capita in the counties of Estonia, 1997-2006

Period Primary sector Secondary sector Tertiary sector
1996-2006 -0.445%* 0.025 0.455%*
1996-2000 -0.327** -0.058 0.522%*
2001-2006 -0.570%* 0.102 0.588**
1996 -0.668* 0.133 0.502
1997 -0.484 0.007 0.505
1998 -0.264 0.076 0.585%
1999 -0.438 -0.132 0.590%*
2000 -0.532* 0.081 0.620*
2001 -0.567* -0.089 0.625%
2002 -0.534* 0.242 0.722%*
2003 -0.579* 0.239 0.681**
2004 -0.587* 0.176 0.667**
2005 -0.635* 0.189 0.767**
2006 -0.617* -0.430 0.824**

* significance level 0.05; ** significance level 0.01
Source: Authors’ calculations based on the data of Statistics Estonia.

Tabel 7. Extraction of the aggregated indicators of three economic sectors based on
the data of the Estonian counties, 2001-2006

Primary sector Secondary sector Tertiary sector
Extraction Loads Extraction Loads | Extraction Loads | Extraction
KMO 0.707 0.658 0.674
Share in GDP 0.983 0.966 0.976 0.952 0.974 0.949
Share in
employment 0.925 0.855 0.878 0.772 0.863 0.744
Share in value
added 0.984 0.968 0.977 0.955 0.974 0.949
% of Variance 93.0 89.3 88.1

Source: Authors’ calculations based on the data of Statistics Estonia.

Taking into account that aggregated indicators of sectoral structure are robust and
statistically correct we implement these indicators for testing the hypothesis that
regional variability of economic wealth (GDP per capita) is explained by the sectoral
structure of the Estonian counties’ economies.

4. The relationship between sectoral structure and GDP per capita

In order to examine the relationship between the sectoral structure and GDP per
capita of the Estonian counties we estimate regression models based on the Estonian
Statistics regional GDP data and the aggregated indicators (factor scores) of factors
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of sectoral structure. The basic regression equation for exploring the relationship
between the indicators of GDP per capita and sectoral structure is as follows:

Yy = Po+ BiXi + PaXoi + BsXsiy + BaXyi + PsDyjy + ... foDsiy + ;. (1),

Where

Y, — GDP per capita in the county i at time £

X,;, — explanatory variable, aggregated indicator of primary sector of the county i at

time ¢ (factor scores);
X,;, —explanatory variable, aggregated indicator of secondary sector of the county i

at time ¢ (factor scores);
X5, — explanatory variable, aggregated indicator of tertiary sector of the county i at

time ¢ (factor scores);

X,; — explanatory variable, distance between capital city Tallinn and the counties

centres (km; time invariant variable)

Dy, — dummy variables of years (reference year is 2006);

3, — intercept;
B~ parameters of the explanatory variables;

i=12,..151t=1,2,..6

Taking into account that aggregated indicators of the secondary sector do not have
significant correlation with dependent variable GDP per capita and in order to avoid
possible problems of multicollinarity explanatory variable X, is not included into

final regression models (see also see table 8).

Table 8. Correlation coefficients between the aggregated indicators of sectoral
structure and GDP per capita in the counties of Estonia, 2001-2006

GDP per capita Primary Secondary Tertiary
sector sector sector
GDP per capita -0.570** -0.102 0.588%*
Primary sector -0.570%* -0.416%* -0.495%*
Secondary sector -0.102 -0.416%* -0.583%*
Tertiary sector 0.588** -0.495%* -0.583%%*

** significance level 0.01
Source: Authors’ calculations based on the data of Statistics Estonia.

The estimated regression models are presented in the tables 9 (model 1) and 10
(model 2). Table 10 presents estimators of the regression model that describe the
relationship between GDP per capita and sectoral structure taking into account also
the location of the counties (distance between the capital city and counties’ centre).
The estimated regression models describe approximately 64% (model 1) and 80%
(model 2) of regional variability of GDP per capita.
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The estimators show that the aggregated indicators both of primary and tertiary
sectors are related to the GDP per capita as a proxy of economic wealth. The signs of
the parameters are as expected: in the case of primary sector negative and tertiary
sector positive. The estimation results also confirmed the validity of the hypothesis
that location of the counties has a statistically significant impact on the regional
variability of GDP per capita. The sign of the respective parameter is as expected
negative indicating that there is a core-periphery structure with high income levels in
the capital region, Harju county, and low income levels in peripheral regions.
Divergence in regional GDP levels may indicate to the concentration of production
inputs and development of sectoral structure in regions, where economies are
functioning more efficiently.

Table 9. Empirical results: estimators of the model 1

Estimators
Variables Coefficients Standard error t Significance
Intercept 100825.861 5284.054 19.081 .000
Primary sector -7866.794 2528.880 -3.111 .003
Tertiary sector 15892.736 2496.843 6.365 .000
2001 -42313.331 7542.407 -5.610 .000
2002 -36318.361 7478.053 -4.857 .000
2003 -31145.851 7425.534 -4.194 .000
2004 -24932.554 7403.919 -3.367 .001
2005 -14211.067 7376.164 -1.927 .057

R’=0.635; R”V=0.604; p=0.000
Source: Authors’ calculations based on the data of Statistics Estonia.

Table 10. Empirical results: estimators of the model 2

Estimators
Variables Coefficients Standard error t Significance
Intercept 128532.524 5266.042 24.408 .000
Primary sector -7343.265 1901.680 -3.861 .000
Tertiary sector 13886.043 1893.123 7.335 .000
Distance -189.021 23.594 -8.011 .000
2001 -42117.078 5668.479 -7.430 .000
2002 -36108.631 5620.123 -6.425 .000
2003 -30888.159 5580.684 -5.535 .000
2004 -24659.847 5564.451 -4.432 .000
2005 -13892.224 5543.630 -2.506 .014

R’=0.797; R”*Y=0.777; p=0.000
Source: Authors’ calculations based on the data of Statistics Estonia.

The predicted values of GDP per capita which are calculated on the basis of the
regression models 1 and 2 could be considered as the so-called potential economic
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wealth or “potential” — GDP per capita of a county. This is GDP per capita could
have been in the given county if it had been influenced only

by sectoral structure characterized by aggregated indicators of economic sectors
(model 1)

or

by sectoral structure characterized by aggregated indicators of economic sectors and
the distance between the counties’ centres and capital city (model 2).

In order to compare the so-called “potential” GDP per capita (or predicted GDP)
with its real value the standardized residuals are calculated. Standardized residuals
allow us to compare the differences in the actual and so-called potential economic
wealth taking into account different size of the counties’ economies. Table 11
presents data of actual and estimated (potential) GDP per capita, the differences
between them (residuals) as well as standardized residuals for the year 2006.

Table 11. Actual and predicted GDP per capita (potential GDP) in Estonian counties
in 2006

County GDP per Estimated GDP per | Residuals Standardised
capita capita (potential) residuals

Harjumaa 239987 174919 65067 4307
Hiiumaa 91533 90214 1318 0.087
Ida-Virumaa 86085 95310 -9225 -0.611
Jgevamaa 66918 82281 -15363 -1.017
Jirvamaa 94112 88220 5891 0.390
Lisinemaa 92997 118135 -25138 -1.664
Lidne-Virumaa 98499 94770 3728 0.247
P&lvamaa 72284 71547 736 0.049
Pirnumaa 111515 113612 -2097 -0.139
Raplamaa 82229 109952 -27723 -1.835
Saaremaa 97469 93178 4290 0.284
Tartumaa 134745 121602 13142 0.870
Valgamaa 74511 88994 -14483 -0.959
Viljandimaa 83717 81859 1857 0.123
Vérumaa 76131 78131 -2000 -0.132

Source: Authors’ calculations based on the data of Statistics Estonia.

Figures 4 and 5 illustrate the differences between real and the so-called potential
GDP per capita in the counties of Estonia. Figure 4 reflects the estimators in the case
if only aggregated indicators of sectoral structure are taken into account (model 1).
The estimators presented in the figure 5 take into account the role of location in
forming counties’ regional wealth.
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The counties which are below the line are performing better than heir so-called
potential is: the predicted GDP per capita is lower that actual. The counties which
are above the line have higher potential GDP per capita than actual is; thus, the
predicted GDP per capita is higher that actual. The position of the countries below or
above the line is different depending on the estimated models or those the location
of the counties is taken into account (model 2) or not (model 1).

Performance of the counties Harjumaa and Tartumaa is somewhat different from the
other counties (model 2, Figure 5). Real GDP per capita of Harjumaa county is
higher that potential indicating that there are some additional factors that support
economic development of this county, whish is located around the capital city.
Economic wealth of county Tartumaa is approximately closed to its potential level
(in the case of model 1) or remarkably better (model 2). Below potential are
performing Lé&nemaa, Raplamaa and Jogevamaa and above potential Jirvamaa,
Hiiumaa and Viljandimaa.

5. Conclusion

The most important common trend in recent economic development has been a shift
of sectoral structure towards service activities, the process of tertiarization. Sectoral
change is a natural process that occurs in all countries and is related to global and
national business cycles. The EU enlargement and globalization processes posed
new challenges for sectoral change, particularly for the EU new member states like
Estonia. Our paper explores regional disparities in sectoral structure and GDP per
capita in the case of the Estonian counties taking into account the small size of a
country. In order to elaborate on the aggregated indicators of the Estonian counties’
sectoral structure and to examine the relations between sectoral structure and GDP
per capita as a proxy of economic wealth, the method of principal component in
combination with regression analysis was applied.

The analysis of regional sectoral structure and elaboration of aggregated indicators
of sectors allow us to divide counties according their respective sectoral
performance into three groups within each of the three sectors. Firstly, based on the
aggregated indicators of primary sector, it is possible to divide counties into the
following groups: 1) counties with a high share of primary sector where this share
has remained comparatively high also at the end of the period under observation
(Jogevamaa, Pdlvamaa, Hiiumaa, Viljandimaa and Jirvamaa); 2) counties with a
comparatively low share of the primary sector and/or where this share did not
change remarkably (Harjumaa, Ida-Virumaa, Tartumaa, Lddnemaa, Saaremaa and
Vorumaa); 3) the counties which has a high share of primary sector, but where this
share has significantly declined during the period under observation (Pdrnumaa,
Valgamaa, Laéne-Virumaa and Raplamaa). Secondly, the changes in the secondary
sector have been most rapid and heterogenous. Again, we can distinguish between
three groups of counties: 1) counties where the share of secondary sector is above
average in comparison with other counties and it increased during the period under
observation; ( Lddne-Virumaa, Voérumaa,Parnumaa, Jirvamaa) 2) counties where the
share of secondary sector has been below average and it increased over the whole
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period (Jogevamaa, Hiiumaa, Tartumaa, Pdlvamaa, Valgamaa); 3) counties where in
comparison with other counties the share of the secondary sector decreased
significantly ( Ida-Virumma, where the share is above average; Harjumaa, whrerw
the share is below average) Thirdly, according to the aggregated indicators of the
tertiary sector, it is possible to divide counties into the following types 1) counties
where the share of tertiary sector is above average and it increased (Harjumaa,
Saaremaa) or decreased during the investigated period (Tartumaa, Valgamaa,
Lddnemaa, Vorumaa); 2) counties where the share of tertiary sector is below the
average and has increased (Ida-Virumaa, Ladne-Virumaa, Parnumaa) and 3) counties
where the share of the sector was below the average and has declined (Jogevamaa,
Jarvamaa, Pdlvamaa, Viljandimaa). Thus, regional pattern of the Estonian counties
sectoral structure is heterogenous and dynamic indicating that these small economies
are able to adjust with the challenges posed by the rapidly changing socio-economic
environment.

The results of empirical analysis that base on regression models confirm the validity
of the hypothesis that regional disparities in GDP per capita are remarkably affected
by the sectoral structure of the counties’ economy. Additionally to sectoral structure,
the location of a county has a significant impact on regional disparities in economic
wealth measured by the GDP per capita. There is a core-periphery structure with
high income levels in the capital region (Harjumaa) and low income levels in
peripheral regions. Divergence in regional GDP levels may indicate the
concentration of production inputs and development of sectoral structure in regions,
where economies are functioning more efficiently.
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RURAL ENTREPRENEURSHIP POLICY IN ESTONIA
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Abstract

This article seeks to provide an overview of the entrepreneurship policies targeted at
rural areas and family undertakings. Agricultural undertakings, especially cattle
breeders, have been almost ignored in the development of Estonia’s entrepreneurship
policies. Various action plans have been devised for the development of rural living
environments. Unfortunately none of them supports cattle breeding. The author
obtained the data used in this research from the databases of Estonian Animal
Recording Centre, Estonian Agricultural Register and from questionnaires. The
author conducted interviews with beef cattle breeders doing performance testing and
with parish authorities. Family enterprises are extremely vulnerable; their reserves
for surviving critical periods are small or nearly nonexistent. They often depend only
on one area of activity. In the current economic situation owners of family
enterprises need to pay particular attention to strategic management, so as to survive
in difficult situations. They must take right decisions and start looking for
challenges.

Keywords: Entrepreneurship policy, agricultural entrepreneurship, rural
entrepreneurship, agricultural undertaking, family undertaking, family enterprise,
family entrepreneur, family business, sole proprietor.

Introduction

This article seeks to provide an overview of the entrepreneurship policies targeted at
rural areas and family undertakings.

The specific character of family businesses in Estonia, and the need to increase
awareness of their specific problems is growing. Little attention has been focused on
the role of rural undertakings in entrepreneurship policies. Until now, management
and business research has been conducted primarily in Tallinn, and with the focus on
larger and growing businesses. A large portion o