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1. Introduction

When it became evident in the late 1980s that Soviet-type socialism had failed, there was a 
fear that mass unemployment would be a major problem these economies would have to face 
and deal with. It was expected that the structural change induced by the change of demand 
for products when the economies were liberalised and the old CMEA system broken up would 
result in large amounts of workers being laid off, and that this process would be aggravated 
by privatisation, which would induce a rise in productivity and efficiency. Labour hoarding 
was a salient feature of the Soviet-type economies, which together with the political priorities 
for military and heavy industry production created artificial “labour shortages” and economic 
inefficiency. It was believed that the transition to a market system would lead to increased 
efficiency of the economies and would inevitably create high unemployment and high social 
costs.

This rather gloomy picture of the prospects of employment and the labour market 
made the introduction of active labour market policy an important subject for techni-
cal assistance to the Eastern European countries, the Baltic States and Russia in the 1990s. 
Sweden, with its long traditions of labour policies, and the development of the Rehn- 
Meidner model of active labour market policies in the late 1940s, has had the introduction of 
modern employment services and active labour market policy as a main priority in its techni-
cal assistance to the East bloc since 1992. The World Bank and Germany have played impor-
tant roles in developing the labour market infrastructure, and several other countries such as 
Denmark, Ireland, UK, France, and Canada have had major bilateral projects in the area. For 
the candidate countries, adjustments to EU-standards in the fields of employment legislation, 
social partnership, vocational training and re-training, the modern “brokerage” service of a 
public employment service, job creation, and active labour market measures, have been main 
topics of several bilateral and regional Phare projects and in projects preparing for support from 
European structural funds.

What results do we see now after a decade of reforms on the labour markets in Eastern 
Europe, the Baltic States and Russia? Are unemployment rates high? Have active labour mar-
ket policies played a role in the adjustment of labour markets to the new conditions? 

The purpose of this chapter is to trace some of the main trends in these issues and see 
what the key problems are that need to be addressed in the near future. Since this is part of 
a text book for an interdisciplinary university course, it starts with a brief presentation of the 
theoretical framework, which identifies which indicators should be studied and their internal 
relations, how active labour market policies fit into this model, and then we look at the devel-
opment of these indicators in some Eastern European countries over the years.
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2. Labour market theory

In simple economic theory, the labour market is seen as a market like other markets, with 
a supply and demand side and a price – the wage or salary – which at a certain level will 
equalise the quantity of labour demanded and the quantity supplied. When there is an 
oversupply of labour on the labour market, i.e. the quantity of labour supplied is higher 
than the quantity of labour demanded, there is unemployment. In the simplest theory, a wage 
level that is too high seems to be an answer to why there is unemployment. However, other 
factors influence the picture as well so this is not a full answer. Labour is not a good like 
any other good although traditional market theory may rather be applied to analyse this 
market. Some important modifications of that theory must however be taken into account 
to make the analysis appropriate. There are some of the most relevant aspects which must 
be taken into account.

Labour supply. The labour supply is made up by the employed and the job seekers looking 
for jobs. When a person works he/she gives up free time to earn money to earn an income 
to buy goods and services. The choice could also be about allocating your time between 
free time, market work and work at home, e.g. taking care of your children, cooking and 
cleaning, repairing your house, or cultivating vegetables. The supply of labour, or labour 
supply, i.e. how much labour in terms of hours and number of people is supplied on the 
market, thus depends on how you value your free time as opposed to market work and how 
you value work at home as opposed to market work, apart from the wage or salary you may 
earn on the market.

In economic statistics, only market work is counted as work, and people are counted as 
employed only if they have official jobs on the market. Home production that is not sold on a 
market is not counted in the statistics of a country’s GDP (Gross Domestic Product) although 
it might be an important contributor in the creation of national wealth.

Another type of employment, which is also lacking in national statistics, is the work in 
the “shadow economy” or unofficial sector. Basically reference is made here to work that is 
done without the appropriate taxes being paid (and not to in other ways criminal activi-
ties). That is, you work, or provide goods and services, and get your income unofficially 
so you avoid paying income tax or social tax, or any sales tax, VAT or other direct taxes. 
Thus, an individual could face the choice of getting an official job in the official economy, 
or work in the shadow economy not paying taxes, or be engaged in a mixture of these kinds 
of activities.

A final important factor influencing the choice of the individual of whether to work on 
the market at all and in that case how much, is what other incomes he/she may have without 
working. This income may come from another member of the household who works or earns 
an income that you may use, it could be a capital income or a pension, or allowances and 
social benefits that you are entitled to, e.g. child allowances, social benefits, and unemploy-
ment benefits. 

From this very brief summary on how traditional labour market theory explains how much 
labour in terms of people and hours is supplied on the labour market, we may summarise 
that: 

The theory takes its starting point in the individual’s choice between free time and work-
ing time. Working time could be done as official market work for a taxable salary, in home 
production without a salary, and in jobs in the unofficial sector with a non-taxed income. 
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The choice of the individual on whether to work or not and how many hours/days per 
year, is influenced by the wage that he/she can earn in an official job, as we would expect from 
standard economic theory. However, other factors also influence this choice: how free time 
is valued, how the results of home production in relation to work incomes which gives the 
opportunity to buy goods and services is valued, and possibilities to work in the unofficial 
sector.

The choice of the individual is also influenced by the incomes the individual has without 
working. If these incomes are enough for the person to live on he/she might refrain from work-
ing altogether or, if they are increased from an initial low level, work less than previously.

As seen, the theory is based on what individuals think and what their choices are. If there 
is not an assumption that all individuals are alike (that is called that labour is assumed to be 
homogenous), this means different individuals will behave differently, and what the exact 
effects will be can only be verified by empirical analysis. 

This framework allows us to analyse, explain and to a certain degree forecast why certain 
changes occur to labour supply. 

Examples. For instance, what happens if the non-work income is increased, e.g. child allow-
ances or pensions are increased? Some people will find that their total income now allows 
them to work less, or quit the labour market, while others will keep their present work and 
just enjoy a higher living standard. 

Or what happens with labour supply if the income tax on earnings is increased? Well, this 
change affects people with an official labour income, and we could expect some of them to 
increase their labour supply, because the net income they get from their work is decreased 
and if they want to keep their present living standards (i.e. be able to by the same amount of 
goods and services as before) they must supply more working hours. Others might find that 
the net pay-off to official work has gone down to a level where they prefer to spend more time 
at home because the value of more free time is higher than the marginal income from work 
or home production becomes more profitable in light of the new tax. Some people might 
choose to quit their jobs altogether, some might choose to work more on the “black market” 
instead. 

Theory cannot say which of the effects will be largest, that income has become lower, which 
would induce the individuals to work more (this is called the income effect) or that free time or 
time spent in other activities becomes “cheaper” since the net salary goes down, which would 
induce the individuals to work less (this is called the substitution effect). However, in most text 
books it is assumed that when we add all individual labour supply curves we have a market 
labour supply curve which shows a positive relation to the wage level, i.e. the higher the net 
wage of the workers the more labour is supplied.

Of course, a more sophisticated theoretical and empirical analysis is necessary to give full 
answers to the questions asked above as well as other questions. This, however, gives a basic 
framework for reasoning around labour supply. 

Labour demand. On the other side of the labour market we have the employers, the firms. In 
standard economic theory, firms are assumed to be a profit maximiser. From this behavioural 
assumption, it follows that the firms shall employ workers until the value of the marginal 
increase of revenues which can be obtained by increasing production (called the value marginal 
product of labour) by increasing employment by one person, should be equal to the increase 
in extra costs, that is the wage cost and other employee-linked costs, caused by employing 
that worker. 
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This theory also says 
that the labour demand of 
firms is downward slop-
ing with regard to wages, 
i.e. the firms will employ 
more labour the lower the 
wage.

Price of labour. The mecha-
nism that is supposed to 
keep the labour market 
in equilibrium is a flex-
ible wage. If there is an 
oversupply of labour, the 
wage should go down and 

if there is overdemand the wage should go up and thereby the quantity of labour demanded and 
the quantity supplied should be adjusted.

However, modern, Western European, labour markets do not work in this way, particu-
larly not when it comes to wage adjustments downwards. In most countries and professions 
wages are regulated by contracts or agreements which last for periods of a year, and sudden 
demand shocks cannot be adjusted by immediate wage cuts. Also wages are largely set by 
agreements between trade unions and employer organisations and there is a large degree 
of wage rigidity in the systems, since relative wages between different groups are strongly 
monitored, and short-term wage adjustments are difficult to achieve in the short run, and 
therefore the adjustment has to be made in the long term. 

From a macro-economic policy perspective, upward adjustments of wages in the case of 
increases in general demand are problematic because they create inflation. Likewise, down-
ward pressure on wages may create depression since lower wages means lower incomes and 
lower purchasing power. It is therefore in the interest of policy makers to intervene and help 
the labour market to adjust. Another strong argument is of course that unemployment is 
bad because it is a waste of resources and the unemployed individuals have to bear social 
costs. 

The role of active labour market policies. Labour is a heterogeneous factor of production, which 
means that people have different abilities, education, and professions. Firms need different 
kinds of labour since they produce in different sectors and, within the firms, for different 
tasks. Thus, one worker might not be a perfect substitute for another, and jobs might not be 
perfect substitutes for one another. So the “labour market” can be seen as a set of several labour 
markets for different kinds of workers. There is a market for “highly skilled metal workers”, 
there is a market for “secretaries”, for “engineers”, etc. When the economy is undergoing 
structural change, unemployment is often caused by workers being laid off in one sector, 
while other sectors are expanding. In order to redeploy the laid off workers, they might need 
retraining to acquire skills needed in the new jobs.

Heterogeneity of labour in terms of skills and education is one important task of active labour 
market policies. It is to identify the needs for different professions and skills on the expanding 
part of the labour market, identify the abilities of laid off workers and other job seekers and 
give them training and retraining so they can find new jobs quickly.
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Overdemand, or overheating, on the labour market is bad because labour shortage creates bot-
tlenecks in production and firms cannot expand as they want. Also, this can cause a strong 
upwards pressure on wages, which may eventually create too high a wage level in the region 
or the country as a whole as other groups follow with high wage demands, and this can lead 
to inflation, loss of competitive power and eventually to unemployment. 

3. Employment

A main trend in the adjustments in transition economies is a decline in employment, and 
although economic recovery has come in some countries, the employment level in most 
countries is still at a lower level than before the beginning of the transition. This has followed 
from a sharp drop in production during the first years of transition. However, the decline in 
employment is much less pronounced than that of production, which means that adjustments 
of employment have been shared by effects other than increases in unemployment. 

Table 55. Employment in selected East European countries 1989-2001, thousand people
 1989 1995 1996 1997 1998 1999 2000 2001

Estonia 837,9 656 646 644 636 610 605 593

Latvia 1 171 1 046 1 018 1 037 1 043 1 038 1 038 1 035

Lithuania 1 545 1 632 1 620 1 571 1 598 1 598  1 518  Na

Poland 17 002 14 735 15 041 15 439 15 425 na Na Na

Russia 72 071* 66 441 65 950 64 639 63 642 63 227 64 732 Na

*1992
Sources: Central statistical offices of respective country. Oxenstierna, 1992, p. 228; Gruzevskis, 1999, p. 13; Sztanderska, 
1999, p. 11

Several adjustment mechanisms may be traced, which produced this result:

Increased home and agricultural production. In some countries, the decline of employment 
in industry has been counteracted by a constant rise in employment in agriculture (e.g. 
Lithuania). Thus, some people have chosen (or been forced to, due to the lack of other oppor-
tunities) to go back to cultivate their small plots of land instead of becoming unemployed. 
Since productivity is usually lower in agriculture than in industry, and the small-scale farming 
has a very low capital intensity, this is an efficiency loss for the economy. 

In other countries (like e.g. Poland) the economic recovery has been largely driven by an 
expansion of the service sector. Since this sector was underdeveloped compared to Western 
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European economies during the socialist period, this is seen as a positive development, 
although productivity in the service sector is difficult to measure. 

Increase in the inactive population and decrease of employment rates. Another char-
acteristic is the decrease in employment rates, which reflects a decrease in labour force 
participation but also that people are rationed on the labour market. Some people prefer 
and choose to stay outside the labour force because they have other income to live on 
– the salary of a spouse, social allowance, pensions. However, there might also be the 
effect of the discouraged worker; this means that people who have lost their job do not 
see how they could find a new one, and therefore no not actively search for a job. A rela- 
tively stronger decrease in female labour force participation rates than male rates is a fea-
ture in most countries. This probably reflects that some women choose to stay at home 
with young children, or that their husbands demand this, but it might also be a reflection 
of increased difficulties of women in finding jobs in the evolving competitive market 
economies. 

Yet compared to the EU-averages, the East European countries compare well regarding 
female employment rates. As seen from Table 56, it is the male employment rates in prime 
working wages that lag behind.

Table 56. Employment rates in EU- and selected candidate countries in Eastern Europe, 2000

Age  EU-15 Estonia Latvia Lithuania Poland Denmark Germany Finland Sweden

15-24 Men 43.3 31.4 35.2 30.2 26.4 70.3 48.6 47.0 36.6 
15-24 Women 36.5 23.2 25.6 23.2 21.9 64.0 43.6 43.8 37.1

25-54 Men 87.1 79.5 75.4 75.1 77.5 88.3 87.4 84.6 84.1 
25-54 Women 65.7 74.2 73.0 76.8 64.5 80.4 71.1 77.6 80.9

55-64 Men  47.6 50.2 48.3 52.2 37.4 61.9 46.2 41.8 67.0 
55-64 Women 27.7 37.5 25.9 34.5 21.8 46.2 28.7 40.7 61.7

20-64 Men 77.1 72.3 69.0 68.6 67.9 82.4 76.5 75.5 78.2  
20-64 Women 57.0 63.2 59.9 64.7 54.5 73.3 60.7 69.0 74.4

Source: Swedish Central Statistical Office, www.scb.se 

Work in the informal sector. Work in the informal sector, or “shadow economy”, is another reason 
for the rise in the number of non-employed and decline in official employment. The informal 
sector is estimated to a range of 12-40 percent of the GDP in the East European countries. 
It also seems that many people combine a job in the formal sector with either work in the 
informal economy or different kinds of home production. Work in the shadow economy and 
in home production might seem profitable in the short run. However, it can have severe reper-
cussions later in your work life, since no contributions are paid into the social security system. 
Eligibility to unemployment benefits and pensions are, as a rule, conditioned on that both 
workers and employers pay contributions.

Continued subsidies to the old sector. Despite the fact that large parts of the production in the 
post-communist countries was not in demand after the start of transition, these producers 
got continued subsidies from the state and did not have to adjust their employment. To 
some extent this was motivated by the fact that employment in an enterprise not only pro-
vided the worker with a job, but a lot of social services, such as e.g. housing, child care etc. 
was linked to the job, making it difficult to lay off workers. The crisis in Russia in 1998, put 
a hard pressure on the old sector both in the country itself, and in other Eastern European 
countries, which still exported to Russia. This resulted in decreased subsidies and old com-
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panies having to lay off staff and in 
increased unemployment. 

Wage cuts. The fact that the old sec-
tor of production did not have to 
lay off workers at the pace expected 
before the introduction of mar-
ket reforms, has been achieved 
by employees taking considerable 
real wage cuts. This adjustment 
has been achieved by the labour 
force losing real consumer pur-
chasing power as the price level 
has increased compared to nomi-
nal wages in all these economies, and an increasing gap between wages in the old state (and 
eventually privatised) sector and the new private sector. This also reflects the decline in pro-
ductivity in the old sector, caused by the fact that employment reductions were not made, and 
instead “too many” people kept their jobs at declining real wages. 

In Russia, the wage cuts have been severe, and during long periods the old industry and 
the public sector have been unable to meet their payrolls, which has resulted in considerable 
wage arrears. It appears that payment arrears is a salient feature, typical of countries in the 
previous Soviet Union, and not such a pronounced problem in the other Eastern European 
economies. 

The degree to which wage reductions have taken place spontaneously, and been used 
as a conscious means in the adjustments to the new conditions, stand in sharp contrast to 
developments in Western European labour markets, where economic accommodation in the 
1990s has been made through very high unemployment. A part of the answer to why this 
has been possible is the absence of organised workers and trade unions with wage issues on 
their agenda, the fact that workers have been tied to their enterprise for other basic needs 
and social services, and the occurrence of unemployment, combined with weak social safety 
nets, which has meant strong competition for the existing jobs.

4. Unemployment

Despite these adjustment mechanisms, which have implied that the drop in production has 
been followed by less fall in employment than could have been expected, unemployment 
has occurred, and most countries have experienced unemployment rates of 8-15 percent. 
In some countries, the figure has been around 20 percent, and there are big regional dif-
ferences within the countries, implying both considerably lower and considerably higher 
unemployment. This is according to the labour force surveys, which were introduced in all 
countries. The labour force surveys follow the ILO convention for who is to be considered 
unemployed: i) during a reference week, he/she neither worked nor was temporarily absent 
from work; ii) he/she was actively seeking work during the past four weeks; iii) he/she was 
immediately available to start work within two weeks. 

Unemployment was a phenomenon unheard of in the socialist economies, since employ-
ment was a right and obligatory for all citizens. Yet, some unemployment existed in the form 
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of frictional unemployment, since new entrants did not always find jobs immediately after 
having finished school and there was considerable job turnover and what, by Western defini-
tions, would be considered unemployment in connection with job change. 

Table 57.  Unemployment rates in selected countries in Eastern Europe 1995-2001, percent
 1995 1996 1997 1998 1999 2000 2001

Estonia 9.7 10 9.7 9.9 12.3 13.7 na

Latvia Na 19.4 14.8 14 13.5 13.2 13.5

Lithuania Na 8.1 6.3 7.5 8.1 11.1 13.2

Poland* 14.9 13.2 10.5 10.4 na 13.7 15.6

Russia 9.5 na 11.8 13.3 12.9 na na 

*Registered unemployment. The other countries’ figures are Labour force survey data.
Source: Central statistical offices of the respective countries; Sztanderska, 1999; Huitfeldt 2001

Still, with underdeveloped social safety nets to take care of the unemployed, unemploy-
ment was a scary phenomenon in the start of the transition. Employment legislation had to 
be reformed to encompass how to regulate the rights of the unemployed people and how 
to provide income compensation in connection with unemployment spells. Most countries 
introduced an unemployment insurance system at the beginning of the 1990s. Replacement 
rates have, as a rule, been very low. Poland has been an exception, and had quite a generous 
system, which has also been reflected in that registered unemployment has been higher than 
unemployment reported in the labour force surveys. 

5. Labour Market Policies

All Eastern European countries introduced public employment services (PES), which are 
responsible for giving people the status of unemployed, which in turn gives the right to 
unemployment benefits. It was also understood that PES had to fulfil the function of brokers 
between employers and job seekers and that active measures such as vocational counselling 
and retraining, public works etc would be needed to help laid off workers on the new labour 
market.

A developed public employment service is an important part in the adjustment to EU-
conditions of the candidate countries. Programmes for promoting national infrastructure and 
providing conditions for the four “pillars” in employment policies – employability, adaptability, 

entrepreneurship and equal opportunities 
– are funded by Phare, and there are proj-
ects preparing the countries for assistance 
from the EU Social & Structural Funds. 
Therefore, these countries have generally 
more developed labour polices than e.g. 
Russia. There are, however, big differ-
ences between countries and regions, e.g. 
Lithuania has a very developed employ-
ment service in comparison to its Baltic 
neighbours, and some regions in Russia 
have well-developed employment servic-
es, usually they are then supported by the 
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regional authorities and foreign assistance projects, since the concepts of active labour market 
policy at the federal level are not very advanced.

The PES work with the unemployed who are registered with them and this might be quite 
different numbers from those considered unemployed, according to the labour force surveys 
which use the ILO’s definition of unemployment. In some countries, the figures for registered 
unemployment are just a third or half of what is presented in Table 57. The difference is due to 
the fact that employment legislation gives the status of unemployed to people not answering 
to the ILO criteria. It depends on what the generosity of the unemployment benefit system is, 
and that all those who are unemployed according to the labour force surveys do not register 
with the PES for different reasons. 

The resources given to labour market policy vary with the political commitment to these 
issues and so does the proportion between passive and active labour policy, and how much 
investment PES is given to develop their services to a European level. 

In all Phare countries, EU projects have supported the reform of the vocational training 
system in order for these educational and training systems to better answer to the present 
labour market demand for skills. This is the basis for continuing training and retraining also of 
unemployed adults, and important for developing training as an active labour market measure. 
Vocational training projects, and the ongoing educational reform in Russia that encompasses 
the reform of professional training, and the fact that several regional labour services in Russia 
already use competitive bidding systems for purchasing training for their unemployed has 
helped in developing the vocational training sector and creating a market for training organis-
ers in Russia as well.

6. Conclusions

The adjustments of labour markets in Eastern Europe have been characterised by a decline in 
employment, but this has not only resulted in sharp increases of unemployment. Other effects 
have occurred due to the fact that adjustments have been achieved not only by laying off work-
ers. At the beginning of the transition, unemployment increased only slowly, because workers 
were not laid off from the unprofitable old sector, but kept at low wages. Also, some parts of 
the population have chosen to leave the labour force. Some of these work in agriculture on 
their own plots in small-scale farming. Others work in the unofficial economy, which means 
they are economically active but this is not registered. This has potential negative effects on 
their social protection later, since no contributions are paid to the social security system, and 
unemployment benefits and pensions are often conditional upon contributions having been 
paid both by the employer and the employee. 

Reduction in real wages has been a way of labour market adjustment, which is characteris-
tic of Eastern Europe and was not highly expected in Western Europe, where labour markets 
are strongly regulated and there are strong trade unions that make it difficult to achieve labour 
market adjustment through wage adjustments, and instead unemployment rates increased 
substantially in the 1990s. However, this has also created poverty, and many people need to 
work on several jobs to survive. 

Yet, even with these effects, which have dampened the increase of unemployment, unem-
ployment exists and is an issue for policy makers. Employment services have been created in 
all the countries and there are both systems for passive and active labour policies. In most 
countries, however, the part of the unemployed that the employment service serves is quite 
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small. This is because legislation in most of countries has definitions of unemployed that differ 
from the ILO definition used in the labour force surveys, which allow for international com-
parisons of unemployment rates. Also, the degree of assistance that may be given is sometimes 
very marginal, so the unemployed do not turn to the employment offices.

A problem in all countries is the limited means for labour market polices, and there is a 
tendency to stress passive labour market polices over active ones. In many countries labour 
polices are more a part of social policies than a part of economic policies, which might both 
be due to political conviction – those who want jobs find them whatever the economic situ-
ation, and those who cannot find a job should just have income support at the minimum 
subsistence level. Probably, the role of active labour market policy will increase in economies 
which will experience growth during the next years, since the cost of having idle resources then 
increases and it becomes evident that unemployment supported only by income subsidies, and 
a decreasing labour force through people leaving the official employment sphere, will benefit 
neither economic development, nor the possibility of accession to EU membership.
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