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INTRODUCTION

The mood of optimism that prevailed around
the world at the start of the year has cooled. It
was hoped at the start of the year that the arrival
of new vaccines would give effective and imme-
diate help in defeating the Covid-19 pandemic,
but unfortunately there were almost immediately
problems caused by the availability of the vac-
cines and concerns about their safety. The virus
has started to spread more widely again in many
areas, and this has led to additional restrictions
on the economic activity of businesses. This will
probably push any burst of growth in the global
economy back into the second half of this year.
The pandemic crisis lasting for a long time will
hurt companies in the services sector first of all,
and the biggest problems will be in countries
like those of southern Europe where tourism is a
larger part of the economy.

The economic crisis in Estonia will drag on for
longer than was earlier forecast. The new and
aggressive outbursts of infection and the restric-
tions imposed because of it will get in the way
of any exit from the crisis at the speed hoped
for earlier. The recovery of the economy will be
delayed into the second half of this year, when
the removal of the restrictions will allow a large
part of the service economy to exit its recession.
Things are less bad in manufacturing and goods
exports, as international trade and demand for
manufactured goods have already returned to
their pre-crisis level.

The economy will return to the size it was
before the crisis by the end of this year.
Although the pandemic means that the first half
of this year will be harder than was earlier fore-
cast, the measures in the supplementary bud-
get will give significant support to the private
sector. Growth will probably be faster than fore-
cast at the end of the year though, as the money
released from the second pension pillar will give
a larger boost to domestic demand than previ-
ously anticipated. About 130,000 people have
declared their wish to withdraw their savings and

the amount withdrawn will be around 1.2 billion
euros, or 4% of GDP, with surveys suggesting
that half of this will be used for consumption.
The economy is expected to grow by 2.7% this
year, with growth accelerating to 5.0% in 2022
because of the pandemic ending and the impact
of the pension reform.

The wave of the pandemic this spring will not
raise unemployment very much, but it will in-
crease the probability of long-term unemp-
loyment. Although the current tighter restrictions
are making it harder for several sectors to oper-
ate and are reducing demand for labour, tourism
and related areas were already in difficulties before
now, and adjustments in employment have already
largely been made. This means that unemploy-
ment will rise if the crisis is prolonged, but not by
as much as it did last spring. There is however the
danger that unemployment will become long term
and that the unemployed will fall into financial dif-
ficulty once benefits are ended.

The crisis has had a modest impact on wages.
Wages have continued to rise rapidly at around
5%, even despite the rise in unemployment. It is
notable within that though that wages have risen
in almost all branches of the economy, includ-
ing those where employment has fallen. A con-
sequence is that the amount added to household
deposits each month has been twice what it was
before the pandemic. Corporate deposits have
also increased rapidly, showing that the hope
that the crisis will soon be over means there is
probably little pressure for wages to fall.

Uncertainty about the outlook for the eco-
nomy remains high. As the course of the pan-
demic and the restrictions imposed because of it
are hard to predict, their impact on the economy
may differ significantly from what is expected.
This review of the economy contains alternative
forecast scenarios alongside the baseline sce-
nario, which can help illuminate the uncertainty
surrounding the outlook for the economy.
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THE EXTERNAL ENVIRONMENT

THE GLOBAL ECONOMY

As pandemic restrictions were removed at
the end of 2020, the global economy recove-
red from its recession faster than forecasts
had dared to suggest in the middle of the
year. The continued spread of the virus in some
places at the start of this year has however led
restrictions on activity to be tightened again (see
Figure 1). The IMF estimates that the global econ-
omy dropped by 3.5% in 2020. Global invest-
ment, which has been supported by favourable
financing conditions and large-scale fiscal and
monetary assistance packages, has however
reached almost to where it was before the pan-
demic. Growth in international trade has also
recovered strongly from its deep fall last year
(see Figure 2). This is also partly because the
economic difficulties were concentrated in the
service sector, which is less oriented to interna-
tional trade. The composite index of purchasing
managers shows that global industrial activity
continued to improve in January and February
this year'. Growth in activity in the services sec-
tor also reached a four-month high in February.
Economic growth has been supported above all
by the good performance of the US, Chinese and
Indian economies among others. Uncertainty
about the future remains though.

The Chinese economy has returned to its pre-
pandemic path of growth. GDP grew by only
2.3% in 2020 because of the pandemic?, but the
Chinese government has set a goal for this year
of growth of at least 6%. The aim is to keep infla-
tion in 2021 to 3% and a limit has been set for
the budget deficit of 3.2% of GDP. The target is
for unemployment not to exceed 5.5%, and for

Figure 1. Stringency index

euro area

India

United Kingdom
United States
China

120

100

80 4}1_?1_“ = _-ﬂ:_:\\:k

60 — LJ

20
iﬁj
0 1
2020 2021

Last observation 08.03.2021
Sources: OxCGRT, Our World in Data

more than 11 million new jobs to be created in
cities. Growth in industrial output supported by
government investment has helped the Chinese
economy to grow, as has a recovery in domestic
demand. The PMI of the industrial sector stood
at 50.9 points in February and that of the ser-
vices sector was at 51.5 points with a strong
positive outlook for the future. Exports posted
strong growth of 60% over the year in January
and February, and imports increased by 22.2%.

Economic activity was good at the start of the
year in the USA and Japan. The decline in the
US economy over the year in the fourth quarter
was 2.4%° (see Table 1), as private consumption
was depressed by the intensification of the virus
outbreak and the introduction of new restric-
tions. At the same time, investment and exports
increased strongly. Consumption started the
year strongly as yearly growth in retail sales rose
to 7.4%, mainly because of the stimulus package

Table 1. GDP growth in different regions in 2016- 2021 (change, %)*

2016 2017 2018 2019 2020 2020 Q3 2020 Q4 2021
World 3.2 3.8 3.6 29 -3.5 5.5
Advanced economies 17 2.5 2.2 17 -4.9 4.3
Emerging markets and developing economies 4.4 4.8 4.5 3.7 -2.4 6.3
Euro area 1.9 2.6 1.8 1.3 -6.6 -4.2(125) -49(-0.7) 4.2
United States 17 2.3 3.0 2.2 -3.4 -2.8 (7.5) -2.4 (1.0) 5.1
China 6.7 6.8 6.6 6.1 2.3 4.9 (3.0) 6.5 (2.6) 8.1
Japan 0.5 2.2 0.3 0.7 -5.1 -5.8(56.3) -1.3(2.8) 3.1
United Kingdom 1.9 1.9 1.3 1.5 -10.0  -8.7(161)  -7.8(1.0) 4.5

* GDP at constant prices, quarterly growth over the previous quarter is in brackets
Source: IMF World Economic Outlook Update (January 2021), OECD, Eurostat, National Statistics; 2021 is IMF forecast

1 The J.P.Morgan Global Composite Output Index.

2 Yearly growth in the economy was still 6.5% in the fourth quarter.
3 The economy dropped by 3.5% over 2020 as a whole, which was its worst result since 1946.
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passed in December®. Activity remains strong in
manufacturing because of total output and good
growth in new orders, and in February the activity
index for the services sector rose to 59.8 points,
its highest level since July 2014. A lot of new jobs
were added in February in the sectors that were
hit most by the Covid-19 virus, particularly enter-
tainment and accommodation. Infections by the
coronavirus have started to fall, and so the eco-
nomic restrictions have started to be eased.
The unemployment rate fell in February to 6.2%,
though this came partly from a fall in the labour
force participation rate. Annual inflation in the
United States increased to 1.7% in February. The
Japanese economy also performed better than
expected in the fourth quarter as the decline over
the year was only of 1.4%9, as private consump-
tion, corporate investment and exports all made
strong contributions. Confidence in the services
sector® has been falling for 13 months by now
though. The picture is better in manufacturing,
as the growth in activity’ in February was the
fastest since December 2018. The launch of the
new vaccination programme raised consumer
confidence in February to its highest level of the
past year. Consumer prices in February were
lower than a year earlier, as they have been for
many months in a row. Prices fell particularly for
utilities services, education, and transport and
communications.

The recession in the United Kingdom was
deeper than those in other large economic
areas. The fallin GDP over the year stood at 7.8% in
the fourth quarter. Activity indexes in services and
industry improved in February however as did con-
sumer confidence, which had long been negative.
This was partly because the widespread uptake
of vaccination meant that the restrictions on activ-
ity intended to stop the spread of Covid-19 could
start to be eased from February®. Unemployment
rose to 51% by December, and survey data from
February showed 19% of workers to be on fur-
lough. The support scheme for the unemployed
was extended to September. Annual inflation rose
to 0.7% in January. Foreign trade has been on a
path of deepening deficit since last autumn. The
new trading rules that were agreed after the exit

Figure 2. Yearly growth in global and euro
area trade, three-month moving average
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from the single market of the European Union and
that came into force on 1 January have yet to be
bedded in. There have been queues at borders,
and consequently trade will certainly be much
more complicated this year.

Financial markets were volatile and out of
synchronisation at the start of the year. Retall
investors provoked a lot of talk in stock markets,
as they were seen as the main driver of strong
price rises. The most obvious example was the
share price of Gamestop, where retail investors
cooperated through an online platform to cause
the share price to rise. The same retail investors
were also seen as the indirect cause of a sell-
off at the end of January. This was then followed
by a rapid recovery in stock markets, after which
the main share indexes recovered their peaks by
the middle of February before another small fall
by the end of the month (see Figure 3). Interest
rates mainly rose in bond markets in February. The
upwards push on interest rates came from expec-
tations of a recovery in economic growth and of
higher inflation. The interest rate on US 10-year
Treasuries rose to 1.55%. The interest spreads of
German bonds over the 10-year sovereign bonds
of southern European countries widened, with
the exception of ltaly, where former President of
the European Central Bank Mario Draghi became
Prime Minister, causing markets to hope that
[talian finances would improve.

4 One of the measures in the package was to give 600 dollars to Americans earning less than 75,000 dollars a year. That

was raised this year by a further 1400 dollars

5 The total decline in the economy in 2020 was 4.8%.
6 The au Jibun Bank Japan Services PMI.

7 The au Jibun Bank Japan Manufacturing PMI.

8

So far, 30% of people have received at least one dose of vaccine, and there should be enough vaccine for all of the others.
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Figure 3. World stock indexes,
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The price of oil in commodities markets has
risen at the start of the year. The rise in the oil
price has been supported by the production lim-
its of the OPEC+ countries and by expectations
that demand would start to rise substantially as
a result of vaccinations. The price of Brent crude
reached nearly 70 dollars a barrel by the begin-
ning of March (see Figure 4). The rise of 13.6% in
oil prices pushed energy prices up by 14.3% over
the year in February. Industrial commodities have
risen in price, but precious metals were down
1.5% in February. The price of gold is at its low-
est level for nine months, while interest rates on
bonds have risen, and if they continue to do so
it is probable that the gold price will fall further.
Food commodity prices were up 1% in February,
and inflation in them was driven by higher grain
prices.

THE EURO AREA

The new year entered in the euro area with a
rapidly spreading wave of Covid-19 that pre-
vented restrictions on movement and activity
being lifted as was still hoped at the start of
the year. Rather the opposite, as several euro
area countries have in fact maintained and even
tightened their restrictions®. Vaccination has also
been rolled out more slowly in the euro area than
was expected, partly because of shortages of
vaccines. The economy in the euro area was
down 4.9% over the year in the fourth quarter,

Figure 4. Commodity price indexes
and oil price, USD
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having been down 4.2% in the third quarter, but
the fall over the quarter was only 0.7%. The fall in
industrial output over the year for the euro area
has steadily diminished, and by December last
year it was only 0.8%. Foreign trade data for the
euro area for December show that goods exports
were up 2.3% over the year, while imports were
down 1.3%. The general decline in global trade
meant that goods exports for 2020 as a whole
were still down by 9.2%. A trade agreement was
successfully signed at the end of last year with
the United Kingdom, which eased trade between
the European Union and the United Kingdom
as tolls and tariffs were generally not intro-
duced, but even so customs declarations need
to be filled in and there are exceptions and tolls
for some goods. Consumers in the euro area
became more cautious again at the start of this
year as new restrictions were introduced, and
they refrained from spending, with the result that
retail sales were down 6.4% over the year. This
was the steepest fall of the past nine months.

The economy of the euro area has by now
visibly split in two, as the industrial sector is
in a good position while the service sector has
been weakened again by the restrictions on
activity introduced to restrain the coronavirus.
This is also shown by the latest activity indica-
tors'®. The activity index for industry strength-
ened to 57.7 points in February, which is its best
result of the past 36 months. This points to very

9 Germany initially extended its coronavirus restrictions at the start of February until 7 March, but the rapid rise in cases of
infection meant they were extended further in March until 18 April. France added to its constantly extended restrictions on
corporate activity with a curfew on the movement of people from 18.00 to 06.00. Harsher restrictions were again introduced in

Italy and Poland in March.
10 IHS Markit.
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Figure 5. Trade-weighted euro exchange rate
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strong growth in activity in industry. Activity in
the industrial sector in the largest economies of
the euro area, like France and Germany, was also
clearly above 50 points and at its highest level in
three years. The success of the German indus-
trial sector is supported primarily at the moment
by strong demand for exports from China. Survey
data'" show though that manufacturing compa-
nies in the euro area are threatened in places by
blockages in supply chains caused by the return
of the coronavirus restrictions, rising prices for
inputs, and delays in transport that can cause
shortages of raw materials and components.
This means that the outlook for the industrial
sector is not entirely free of clouds. The activ-
ity index of the services sector in the euro area
weakened in February as well, and remained well
below the 50 point mark'. This then caused the
combined index to fall and it confirms that activ-
ity in the services sector in the euro area is cur-
rently very modest largely because of the strict
limits on movement that were introduced in many
countries in February. Survey data'™ in February
showed that companies were full of hope despite
this, and believe that the strength of the indus-
trial sector and the wider spread of vaccinations
would help the service sector and the economy
of the euro area start to grow again in the second
half of the year. Exporters are hindered a little by
the strength of the euro against the currencies
of main trading partners (see Figure 5). However,
financing conditions remain very favourable

Figure 6. Euro area inflation
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Figure 7. Employment and unemployment

in the euro area

[ unemployment (right scale)
employment (Q1 2010 = 100) (left scale)
hours worked (Q1 2010 = 100) (left scale)

110

e
105 \ve
//—\ 10%
100 R T it
‘\.-"'-‘ 8%
95 —
6%
90 40
85 2%

80 0%
2010 2012 2014 2016 2018 2020

Source: Eurostat

with support from the asset purchases of the
Eurosystem and the fiscal measures taken by
member states (see Box 1).

The estimate of inflation in the euro area put
annual inflation at 0.9% in February, like in
January. This was the highest inflation in almost
12 months. Overall inflation was pushed up by
smaller falls in energy prices, higher food prices,
and temporary or one-off factors'*. Core infla-
tion fell a little from 1.4% in January to 1.1% in
February (see Figure 6). The producer price
index rose a little further to -1.1% from -2% pre-
viously. The outlook for the labour market in the
euro area is unclear. Unemployment in the euro

11 HIS Markit Eurozone PMI® Composite Output Index, IHS Markit Eurozone Manufacturing PMI.

12 Growth is indicated at 50 points and above.
13 ZEW Indicator of Economic Sentiment for the Euro Area.

14 These include rises in inflation because of tax changes in some member states such as Germany.



area reached 8.1% in January, which was the
same as in December (see Figure 7). The num-
ber of people in employment rose by a quarterly
0.3% in the fourth quarter, and the expectations

of companies for employment® have improved a
little at the start of the year. The labour market
support measures in most member states will
remain in force until the end of this year though.

15 The Economic Sentiment Indicator (ESI), European Commission
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Box 1: The monetary policy environment of the euro area

The objective of the Eurosystem monetary

- kA - TR Figure B1.1. Eurosystem holdings under asset
policy is to maintain price stability in the euro purchase programmes (APP and PEPP)
area. The European Central Bank defines price

I8 public sector securities
I covered bonds

corporate bonds and commercialpaper paper
I asset backed securities

stability as inflation of below but close to 2%
over the medium term. There is a great deal

of uncertainty about the outlook for the gen- 40

eral state of the economy and for inflation 3.5

because of the coronavirus pandemic. To sup- 3.0

port households and companies during the cri- §2_5

sis and to ensure inflation moves towards its ;::

target, the Governing Council of the European Ch

Central Bank has maintained a very accommo- o

dative monetary policy course in early 2021. 1.0

Net asset purchases of 20 billion euros a month o . | .

will continue under the expanded asset pur- 09" 2016 2017 2018 2019 2020 2021
chase programme (APP) to support funding & obsgiyaton 8Lon20a1

conditions'®. Purchases have also been made

since the end of March last year in a new Pandemic Emergency Purchase Programme (PEPP).
The total value of that programme is 1.85 trillion euros'. At its meeting of 11 March, the Governing
Council decided after assessing financing conditions and the inflation outlook that purchases
under the PEPP would be made at a significantly higher pace over the next quarter than in the first
months of 2021%, The Governing Council currently plans to continue net asset purchases under
the PEPP until at least the end of March 2022, and in any case until the crisis phase of the virus is
over'®, The total value of bonds purchased under the APP and the PEPP on the balance sheet of
the Eurosystem at the end of January was 3.7 trillion euros (see Figure B1.1). At 3.1 trillion euros,
the largest part of the portfolio consists of public sector bonds. Since June, Eesti Pank has also
bought under the APP bonds issued by the Estonian government, and as at the end of January
there were 73 million euros of them on the Eesti Pank balance sheet.

To support liquidity in the financial system of the euro area banks will continue to be offered var-
ious temporary refinancing operations on more favourable conditions than usual. Longer term
refinancing operations were launched last May to counter the economic impact of the pan-
demic as the pandemic emergency longer-term refinancing operations (PELTRO). The maturi-
ties of the PELTROs will arrive gradually between July and September 2021 and the interest rate
will be 25 basis points lower than the average interest rate on the main refinancing operations
during the PELTRO. Lending by banks continues to be supported by the third series of targeted

16 The Governing Council still expects the net purchases under the APP to run for as long as necessary to reinforce
the accommodative impact of its policy rates, and to end shortly before the Governing Council starts to raise the key
ECB interest rates. It is also continuing to reinvest in full the principal payments from maturing securities purchased
under the APP.

17 If favourable funding conditions can be maintained with smaller amounts of net asset purchases, then less will be
purchased. Purchases can be increased should the opposite case apply.

18 See ECB press release https://www.ecb.europa.eu/press/pr/date/2021/html/ecb.mp210311~35ba71f535.en.html.
Net purchases were 53 billion euros in January and 60 billion euros in February.

19 The Governing Council is also continuing to reinvest the principal repaid on securities purchased under the PEPP
that reach maturity until at least the end of 2023.



https://www.ecb.europa.eu/press/pr/date/2021/html/ecb.mp210311~35ba71f535.en.html

-
(@)

ESTONIAN ECONOMY AND MONETARY POLICY 1/2021

longer-term refinancing operations (TLTRO-II),
on which significantly more favourable condi-
tions apply until June 2022. This also means
that the interest rates on TLTRO-Ill loans may
be 50 basis points lower during this period
than the rate on the deposit facility of -0.50%.
The collateral requirements for liquidity opera-
tions have also been temporarily eased.

Monetary policy interest rates did not change
at the meetings in January and March. The
interest rate on the deposit facility was left at
-0.50%, the rate on main refinancing opera-
tions remained at 0.00% and the marginal lend-
ing rate remained at 0.25% (see Figure B1.2).
The Governing Council now expects that the
European Central Bank’s base interest rates
will remain at their current or lower levels until
it has seen the inflation outlook robustly con-
verge to a level sufficiently close to, but below,
2%, and such convergence has been consis-
tently reflected in underlying inflation dynam-
ics. The unfavourable impact on the banks of
the negative deposit interest rate continues to
be eased by the two-tier system for reserve
remuneration, under which some of the excess
liquidity that banks hold at the central bank is
exempt from the negative deposit facility rate.

Interest rates in the euro area money market
reached new record lows in the first months of
the year (see Figure B1.3). As at 26 February
2021 the 3-month Euribor was at -0.56%,
the 6-month Euribor was at -0.53%, and the
12-month Euribor was at -0.52%. Yearly growth
of the money supply in the euro area is strong

with support from the accommodative measures and credit creation of the Eurosystem, and in
January the growth in the broad money indicator M3 rose to 12.5%. Yearly growth in lending
to non-financial companies has stabilised, but it remains fast and was 7.0% in January. Loans
have been used particularly for creating precautionary liquidity buffers, which is shown by the
notable growth of corporate deposits in the euro area, which had grown by 21.8% over the
year in January. The crisis has caused yearly growth in borrowing by households to slow, and it
remains close to 3%, standing at 3.0% in January. Credit growth may be restrained in future by
tighter lending conditions, primarily as banks become increasingly risk sensitive. The financing
conditions of the euro area banks remain favourable though, and their capitalisation is strong.

Figure B1.2. Eurosystem key
interest rates and EONIA
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Figure B1.3. Euro area money
market interest rates
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MAIN TRADING PARTNERS

The economies of Estonia’s main trading
partners declined by less than expected in
2020. The recovery in GDP that started in the
third quarter continued in the fourth (see Figure

8). The Finnish economy was down 1.4% over
the year in the fourth quarter, and the Swedish
economy was down by 2.2%. The Nordic econ-
omies are seeing a K-shaped recovery, where
the industrial sector is already doing better,
but the service sector is still suffering from the
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Figure 8. Yearly growth rates
of GDP of trading partners
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pandemic. The German economy was down
3.7% over the year in the fourth quarter. The
German construction sector recovered in the
fourth quarter of last year, and exports to China
and the US were strong. The Latvian economy
was down 1.5% over the year in the fourth quar-
ter, and the Lithuanian economy was down by
1.0%. Exports of goods supported the recov-
ery in the Baltic economies in the fourth quar-
ter (see Figure 9). The total economic declines in
2020 were of 2.9% in Finland, 2.8% in Sweden,
4.9% in Germany, 3.6% in Latvia, and only 0.8%
in Lithuania, and these results were significantly
better than those in most other European coun-
tries.

Unemployment is high in Estonia’s main tra-
ding partners (see Figure 10). The second wave
of Covid-19 prevented unemployment falling
to any notable degree in the fourth quarter, as
countries introduced restrictions on the move-
ment of people in order to stop the spread of
the pandemic. If those restrictions remain until
spring, the negative impact on the economy will
be worse and unemployment can be expected to
rise in the parts of the economy affected more by
the restrictions.

Price levels in Estonia’s main trading partners
have started to rise. There was little movement
in prices in 2020, but this has now changed.
Inflation went above 1% in Sweden and Germany
in January and February this year, while only in
Latvia was it in negative territory at the start of
the year (see Figure 11). Higher prices for fuels
and energy will start to affect inflation more
than a year ago, and this will raise transport and

Figure 9. Yearly export growth
of trading partners
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Figure 10. Unemployment rates
of trading partners
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Figure 11. CPI inflation of trading partners
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housekeeping costs, while food prices will also
rise. Inflation being above 1% in Germany can
largely be explained by the reversal of the cut
in VAT that was introduced as a crisis measure.

How fast the economies of Estonia’s main tra-
ding partners recover will depend on the pan-
demic crisis being eased. The tight restrictions
put in place to stop the spread of the pandemic
have a limiting effect on economic activity,
and so the recession has continued in the first

quarter. Further recovery depends on the restric-
tions being reduced and removed, as the num-
ber of vaccinations rises in those countries and
the number of cases of infection falls. The com-
bined impact of the removal of restrictions and
good availability of funding could mean faster
economic growth in the second half of 2021.
This would have a positive impact on demand for
Estonian exports.
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THE ESTONIAN ECONOMY

ECONOMIC ACTIVITY

The Estonian economy was down 1.2% over
the year in the fourth quarter. The total fall
for the whole year was 2.9%. Economic activ-
ity recovered from the restrictions in the spring
and the new restrictions, which will have some
impact, only came in at the end of the fourth
quarter. This meant that the decline in the
Estonian economy was one of the smallest in the
countries of the European Union.

A large part of the drop in the economy in the
fourth quarter can be put down to one-off fac-
tors, which were not related to the virus nor
to the restrictions. Growth in the economy was
dragged down most by agriculture (see Figure
12), where value added is very volatile. Growth
was also affected by net product taxes being
shifted between quarters. Without these factors,
the economy would have grown over the year
in the fourth quarter. Accommodation and food
service, which is the sector that was hit hard-
est by the virus, reduced GDP growth by half as
much as agriculture did. While value added fell in
some sectors, others were doing very well, such
as the IT and financial sectors.

Although the Covid-19 restrictions in Estonia
were quite loose in autumn 2020, economic
activity was still not at its usual level. Because
Estonia is very open to foreign competition,
it is affected by the restrictions in other coun-
tries. The restrictions in Estonia mainly affect
sectors that are focused on the domestic mar-
ket. Developments in Estonia’s industrial output,
which is mostly exported, have moved to a simi-
lar beat to those in other European Union coun-
tries (see Figure 13). This illustrates nicely that
having looser Covid-19 restrictions does not give
any major competitive advantage to the export-
ing sector. Retail sales aimed at the domestic
market have however done better in Estonia than
in the other countries of the European Union on
average (see Figure 14). Many countries tight-
ened their restrictions in the fourth quarter to
stop the spread of the virus, and in consequence
retail sales fell. This did not happen in Estonia.

The share of people going to their place of
work fell in December in Estonia and else-
where in Europe (see Figure 15). There was
less recovery in this in most countries after
Christmas, but there was a lot in Estonia. This
may mean that there was less remote work in

Figure 12. Contributions to GDP growth
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Figure 15. Attendance at work in the EU27,
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Estonia than in other European Union countries,
but going to the place of work has in the past
been connected to GDP and indicated greater
economic activity than in other European coun-
tries. Google?® mobile positioning data show
that economic activity recovered in Estonia at
the start of the year to the same level that it was
at in October and November before the restric-
tions were introduced. After the restrictions were
tightened at the end of February, there was a fall
in attendance at places of work, and probably
also in economic activity.

Estimates by companies of available produc-
tion capacity and sufficiency of labour indicate
that the economy had come close to its long-
term sustainable level of GDP in the first

Figure 17. Heatmap of the Estonian economy

Figure 16. Standardised survey indicators

of the business cycle
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months of 2021 (see Figure 16). Although activ-
ity dropped in many sectors in spring 2020, and
so a large amount of equipment and labour went
unused, the economy has still recovered quickly.
Although some sectors continue to be restrained
by the restrictions and difficulties in travelling,
some other branches of the economy are facing
sharper labour shortages.

The economic activity this year is also illust-
rated in Figure 17. Economic sentiment indexes
rose in February in Estonia and in neighbour-
ing countries, and confidence improved in all
branches of the economy, mainly because com-
panies saw demand and orders increasing from
the previous half year. Those surveys were how-
ever conducted before new broader restrictions

Finland, monthly GDP over the year
Sweden, economic sentiment

Russia, monthly GDP over the year
consumer confidence

construction confidence

industrial confidence

retail confidence

service confidence

truck registration, yearly growth
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Sources: Reuters, European Commission, Eesti Pank, Statistics Estonia

20 The Google data are at: Google LLC “Google COVID-19 Community Mobility Reports”.
https://www.google.com/covid19/mobility/ Accessed: 23.03.2021.



https://www.google.com/covid19/mobility/

-
(6]

ESTONIAN ECONOMY AND MONETARY POLICY 1/2021

were introduced, and it is not impossible that
sentiment will become cooler again. The few hard
indicators available still indicate that January was
relatively good.

DOMESTIC DEMAND

Growth in domestic demand was driven by
exceptionally high investment activity in 2020,
which increased by five percentage points
over the year to reach 31% of GDP. Investment
activity increased mainly from the corporate sec-
tor, where one company put substantial sums
into the Estonian economy in the second half of
the year. Similar large fluctuations have earlier
been caused by the investments of international
corporations, as they have in Ireland for example.
Despite the crisis, investment increased not only
from companies, but also from the general gov-
ernment (see general government financing) and
from households, and gross fixed capital forma-
tion increased by a total of 18.4% (see Figure 18).

The growth of almost 23% in corporate
investment in 2020 can largely be put down to
one company. Without that one-off contribution,
investment by the non-financial sector would have
decreased over the year and as a ratio to GDP.
Corporate investment otherwise fell quite broadly,
and the only other sector that managed to increase
its gross capital formation was water supply (see
Figure 19). Investment by manufacturing compa-
nies was restrained in the first half of the year by
weak demand and a fall in confidence caused by a
lack of orders. Those companies started to invest
more boldly as the restrictions were removed and
confidence returned, and the decline eased as the
year progressed. The fall in investment was also
broadly based across asset types. Investments fell
throughout the year in machinery and equipment
and in transport vehicles. Investment in construc-
tion only grew in the fourth quarter, and then only
by a little (see Figure 20).

Corrected data show that household invest-
ment increased in 2020 by a little more than
13%, even though the crisis hit consumer con-
fidence. Investment in housing grew the most,
and was again supported by rising wages and
low interest rates. Sales of computers were also
a little higher than in 2019, which can be linked to
the increase in remote working and distance learn-
ing. Households were more active in the fourth
quarter, when investments in housing at constant

Figure 18. Gross fixed capital formation
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Figure 19. Investment by non-financial
corporations by sector
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Figure 20. Gross fixed capital formation of
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Figure 21. Assessment by businesses
of the lending environment
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prices were up by around 30%. This good result
contradicts the statistics on housing use permits,
but the turnover of housing loans was also up by
14% at the end of the year, and data from the Land
Board show there were 10% more transactions
with apartments than a year earlier.

Access of companies and households to fun-
ding has improved in recent months. This has
been helped by the continuing good capac-
ity of the banks and other financial intermedi-
aries to provide funds despite the crisis. Unlike
the first wave of the virus, the second wave has
not caused any tightening of lending standards,
and they have even been eased. Competition
has increased a little in several segments of the
banking market for the first time in several years.
Interest rates have in consequence come down
a little on housing loans for example, and on
loans to businesses and sectors that have been
affected less by the crisis. Corporate assess-
ments of access to funding found that at the end
of 2020 it was on average back to where it was
before the crisis (see Figure 21). Access to fund-
ing has however been made worse in the sectors
affected most by Covid-19 as the credit capacity
of companies has declined and borrowers have
become more cautious. The cost of borrowing
has increased for these sectors.

Tightening restrictions in neighbouring coun-
tries and elsewhere in the European Union
from October and uncertainty about travel
meant that travel abroad was sharply limi-
ted again in the fourth quarter. Consumption
by Estonian households was in consequence
affected most by spending abroad, which was
down 73% on a year earlier. Private consumption

Figure 22. Private consumption
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as a whole fell by 1.3% (see Figure 22). Reduced
travel also means reduced spending on trans-
port and on accommodation and eating out.

Households remain very ready to consume
despite the pandemic. Although growth in
incomes and the payroll as a whole has slowed
and incomes fell in some sectors last year, house-
hold savings were higher in the fourth quarter
than ever before. Private bank deposits stood at
9.3 billion euros at the end of the year, having
grown by some 15% over the year. As opportu-
nities reopen, this gives a good starting position
for consumption of services and events that have
been more or less unavailable for a year by now.

Shopping and retail purchases have increased
in Estonia to replace entertainment and tra-
vel. Retail sales volumes continued to grow rela-
tively quickly in the fourth quarter and in January
while there were still few restrictions on retail, and
they increased by 7% over the year (see Box 2).
Sales grew fastest in specialised shops such as
electronics and sporting goods, and in interior
design as households continued to equip their
home offices and home classrooms, and seasonal
sporting goods were in demand in January. Data
on bank links and card payments show the move-
ment of commerce from traditional shops to the
internet accelerated further in the fourth quarter.

In the last quarter, change in inventories was
negative. The reduction in goods for sale in
retail outlets was larger than in the previous year.
Growth in industrial output and the recovery of
exports in the fourth quarter were reflected in a
decline in inventories of raw materials and fin-
ished products in manufacturing.
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Box 2: Retail during the pandemic

Consumption was down on the year for three
quarters in a row, but retail in shops recov-
ered quickly from its collapse last spring. Retail
sales?' as a whole grew faster during the pan-
demic that has lasted for more than a year
than they did in the year prior to the outbreak
of Covid-19. The growth has also been more
stable than the average in the European Union
(see Figure B2.1).

Sales in retail outlets fell together with other
consumption after the financial crisis of 2009,
but the purchasing power of consumers has not
yet been reduced by the pandemic crisis. An
average of around 50 million euros were added
to household deposits each month in 2018
and 2019, but since March 2020 the monthly
growth in deposits has averaged around 100
million euros. This suggests that households
have had 50 million extra euros left over each
month (see Figure B2.2), meaning that over the
year 600 million euros of forced savings have
been added to deposits.

Savings have grown as opportunities to
consume disappeared. Spending abroad
accounted for 5% of the consumption of res-
idents of Estonia 20 years ago, but as living
standards rose spending abroad increased to
around 10% of the consumption of Estonian
households before the pandemic erupted.
Only around 2% of the consumption spending
of people from Estonia happened abroad in the
fourth quarter of 2020 (see Figure B2.3). The
postponement of large purchases and restric-
tions on travel left more money in the hands of
consumers. Residents of Estonia spent some
800 million euros less abroad in 2020 than in
2019.

Figure B2.1. Retail trade volume index,
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Figure B2.2. Growth in household deposits
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Retail trade has certainly been supported to some extent by structural effects, as growth has
been faster in shops like household goods and construction shops and other specialised shops
like computer and electronics shops, which have a relatively large weight in retail statistics.
Sales in those shops were driven last year partly by the move to remote working and distance

learning.

Sales of food products, especially alcohol and tobacco products, increased in 2020, which is
partly because of the cut in excise in 2019 and the restrictions on cross-border movement in
2020, which reduced purchases from Latvia. Latvian retail statistics show sales at shops spe-
cialising in alcohol were down throughout last year. This meant that purchases by residents

21 Retail sales do not include motor vehicles.
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of Estonia increased the retail sales of alcohol
within Estonia even though much less money
than before was spent last year by tourists com-
ing to Estonia to go shopping (see Figure B2.3).

With such limits on consumption, the growth
in retail can be explained by replacement,
as some services that are inaccessible are
replaced by consumption of goods. Except
during the closure of shopping centres under
the emergency situation in spring 2020, shops
remained open for business throughout the
whole of last year. This meant that some part
of the money that would otherwise have been
spent on travelling or entertainment was spent
instead on retail.

Overall retail has managed to cope well with
the circumstances of the pandemic, and the

growth in sales after the emergency situation of 2020 until January 2021 was among the fast-
est in the European Union. This trend probably changed in March of this year, when retail was
subject to broader restrictions in Estonia than in spring last year. The restrictions are estimated
to affect around 50% of consumption, including a much larger part of retail than during the
emergency situation last year. The earlier factors will probably not support retail as strongly
after reopening as they did before, as the equipment that is needed for home offices has
already been purchased and other, competing spending opportunities such as travel, eating
out and other entertainment will probably recover in the second half of the year. Once interna-
tional travel recovers though, retail will probably get support from shopping tourists who have
not been able or confident enough to visit Estonia in the meantime.

Figure B2.3. Private consumption

in Estonia
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EXTERNAL BALANCE AND
COMPETITIVENESS

The recovery in foreign trade that started in the
second half of last year continued relatively
strongly in the fourth quarter. The economies
of Estonia’s main trading partners were down
by the end of last year less than the average for
the countries of the euro area. This helped the
total turnover of Estonia’s goods and services in
foreign markets to grow in the fourth quarter of
the year over the fourth quarter of 2019. Global
industry has shown signs of recovery at the start
of this year and demand for inputs is increas-
ing. Trade volumes in global goods markets have
increased in early 2021.

The recovery of exports at the end of last year
was not broadly based, but it was achieved
in sectors that are important for value added.
Exports of goods and services were up by 0.9%
in the fourth quarter, while imports were up by
21%. Goods exports grew by 13%, which is

Figure 23. Export growth decomposed
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notably more than in the fourth quarter of the pre-
vious year (see Figure 23). Exports of electronic
equipment and mineral oils and fuels made major
contributions to goods exports, while exports of
wood and wood products and metal products



-
©

ESTONIAN ECONOMY AND MONETARY POLICY 1/2021

Figure 24. Exports of goods and contributions of groups of goods by
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also grew (see Figure 24). Growth in imports of
services contributed most to the growth in the
total turnover of services because of an extra-
ordinary large purchase of computer software.
Exports of services continued to fall steeply in
the fourth quarter, again mainly because travel
services and transport services remained in their
lasting slump.

Terms of trade are continuing to deteriorate.
The fall in export and import prices that started
last March continued in the fourth quarter of last
year and the start of this (see Figure 25). The
fall in export prices has been restrained some-
what though, and it was 2.6% in December hav-
ing averaged 4.1% over the fourth quarter. Import
prices fell by 5.8% on average in the fourth quar-
ter and by 4.4% in January. Prices continue to fall
for oil and chemical products for both exports and
imports. Having earlier fallen, export and import
prices of electricity started to rise in the fourth
quarter. Deflation continued to reign in manufac-
turing though for both exports and imports.

Having been in surplus for a long time, the
current account moved into deficit at the end
of 2020. The large current account deficit of
-11.3% of GDP in the fourth quarter of last year
was caused by extraordinary growth in imports
of computer services, which moved the ser-
vices account from positive to negative terri-
tory (see Figure 26). The total turnover of exports
and imports of goods grew by 9%, with exports
of goods growing by 13% and imports by 5%.
Exports of services were down by 21%, with the
sectors that have suffered most from the crisis,
such as travel and transport services, down a

Figure 25. Export and import price indexes
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Figure 26. Current account
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long way. Exports of telecommunications and
computer services grew stably last year, doing
so by 3.6% in the fourth quarter, while exports of
other business services grew by 10%.

The sectors of the Estonian economy toge-
ther had in previous years invested more
financial assets abroad than they had taken
in from there, but this changed in the fourth
quarter of last year as the Estonian economy
took in more in financial assets from abroad
and became a net borrower. The inflow of direct
investment was affected in the fourth quarter by
a large transaction from Luxembourg connected
with a large investment in computer services.

Overall it is apparent that the exporting sec-
tor has managed to remain relatively competi-
tive despite the global crisis, but there remains
a lot of caution about new investment given the
uncertainty in the economic environment, and
this could limit the capacity of exporters to stand
strong during tense times.

THE LABOUR MARKET

The labour market was better in the final quar-
ter of 2020 than it was in the third. There were
30% more redundancies in January and February
2021 than a year earlier, but the number of them
was still lower than in the final quarter of 2020.
The labour force survey shows that employment
of permanent residents in companies based in
Estonia in the fourth quarter was 4% lower than
a year earlier, but employment was almost 2%
higher than in the third quarter. Data from tax
declarations submitted to the Tax and Customs
Board show a fall of 3% in employment, which is
smaller than that in the labour force survey. Both
sources indicate that employment was higher in
the fourth quarter than in the third (see Figure
27). The difference between the survey and reg-
istry data may arise partly because non-official
employees have suffered more from the eco-
nomic crisis, as they did not have legal employ-
ment protection.

The Covid-19 pandemic has had a major
impact on flows of temporary labour. The
labour force survey shows the number of
Estonian residents working abroad in the second
half of 2020 was up 40% at 21,000 from 14,000
a year earlier. There were however a third fewer
short-term workers coming to Estonia from out-
side the European Union in the fourth quarter.

Figure 27. Yearly growth in employment
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Figure 28. Change in employment in 2020 from
the labour force survey and tax declarations

labour force survey
@ Tax and Customs Board

5%

L 4
4
0%
L 2
-5% ¢ F‘fofg,
4

_10%I Il Il Il Il Il Il Il Il Il Il Il ]

01‘ 02‘ 03‘04 Q1| Q2| Q3| Q4| Q1| Q2| Q3| Q4

public sector industry and provate sector,
construction services

Sources: Statistics Estonia, Tax and Customs Board,
Eesti Pank calculations

Changes in employment were very different
in different sectors. The crisis has actually
increased demand for labour in the public sec-
tor. Employment increased in the fourth quarter
in public administration, education and health-
care (see Figure 28). Employment has fallen most
in accommodation and food service, where there
were around a fifth fewer employees in the fourth
quarter than a year earlier. Registry data show
employment falling substantially in the industrial
sector, by around 4% in manufacturing and by
4-7% in construction depending on the source.
Employment in manufacturing was a little higher
in the fourth quarter of last year than in the third,
while it remained the same in accommodation
and food service and in construction.

Expectations of companies for further move-
ments in employment were a little higher in
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the fourth quarter of 2020 and the first quar-
ter of 2021. The share of companies expecting
at the start of 2021 that employment would grow
exceeded the share expecting it to fall (see Figure
29). Expectations of employment had recovered
particularly strongly in industry and construction.
Vacancies advertised in To6tukassa also recov-
ered to where they had been a year earlier hav-
ing fallen a long way during the wave of the virus
in the spring.

The unemployment rate fell from 7.8% in the
third quarter of 2020 to 7.4% in the fourth
quarter. The labour force participation rate was
higher than it was a year earlier. At the same time
the number registered as unemployed rose in the
fourth quarter and in the first months of 2021,
and the registered unemployment rate reached
8.9% by the end of March (see Figure 30). Some
15% more people were added to registered
unemployment in January and February 2021
than a year earlier, but departures from regis-
tered unemployment were also higher, mainly
as people found new jobs. The rise in registered
unemployment in early 2021 was moderate next
to the increase in the third and fourth quarters of
last year, and was similar to the usual seasonal
rise. Contrary to what was feared, there was no
increase in redundancies at the start of the year
as companies ceased trading.

The improvement in the labour market was
also shown in the share of employers who con-
sidered labour shortages to be a factor impe-
ding production. The rise in the share was stron-
ger in construction and industry, as expected,
while demand remains weak in the services sec-
tor. References to labour shortages are still nota-
bly less common than they were before the cri-
sis, indicating a reduction in wage pressures.

The average wage rose by 2.9% in the fourth
quarter of 2020 (see Figure 31). The seasonally
adjusted average wage fell during the crisis in
the spring, but it then recovered for two consec-
utive quarters. The growth in wages is broadly
slower than before the crisis, in both the pub-
lic and private sectors. Average wages in sec-
tors that suffered more because of the crisis
such as accommodation and food service and
administration and support services remained
lower than a year earlier. The structural effect of
employment has increased wage growth statisti-
cally, as it is jobs where pay is below the average
that have been lost to the pandemic. Data from

Figure 29. Employment expectations
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Figure 30. Unemployment
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Figure 31. Yearly change in average wages by
ownership status of employer
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the Tax and Customs Board show the growth in
the average declared wage in 2020 was around
two percentage points faster than estimates of
the growth in the average wage. The difference
arises mainly from wholesale and retail, where
the wage survey showed the average wage fell
by around 10%, but the average declared wage
income did not fall.

Labour productivity increased in the fourth
quarter of 2020 as output was recovering in
the economy and was raised without addi-
tional employees being hired. The number of
hours worked per person employed was around
the same as a year earlier. The growth in labour
costs exceeded the growth in productivity to
some extent, causing unit labour costs to rise
(see Figure 32).

PRICES

Consumer prices stopped falling in January
this year having done so for nine months.
Higher prices for energy raised inflation to 0.6% in
February. Domestic price pressures remain weak
however, as wage growth has slowed and the
economy is not running at full capacity. Inflation
of food prices started to trend downwards in the
middle of last year, and the rise in the price of food
commodities on the global market has not yet
been passed on into consumer prices.

Inflation was mainly driven in the first months of
this year by higher electricity prices. Electricity
was 27% more expensive in February than a year
earlier, and this raised consumer prices by 0.9
percentage point. The price of electricity rose so
much in February because the winter was cold
and electricity consumption by households and
companies increased. Consumer prices for elec-
tricity have been very volatile because the price
statistics do not consider the fixed-price con-
tracts of Eesti Energia but only the changes in
the exchange price for electricity.

Motor fuels were even cheaper at the start
of this year than they were a year earlier, but
the low reference base will now start to push
inflation up (see Figure 33). The price of oil on
the global markets measured in euros has risen
by 42% since November last year. The oil price
has risen because of a recovery in demand and
expectations that the economic crisis will end

Figure 32. Growth in unit labour cost
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Figure 33. CPI growth
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soon, while the OPEC+ nations are not planning
to increase oil production substantially.

The fall in prices for services in the fourth quar-
ter in Estonia was one of the steepest in the
euro area. The fall was caused mainly by the sharp
drop in prices for rent and accommodation ser-
vices that started during the first wave of the Covid-
19 pandemic. Prices for accommodation services
and rents were 9% lower in February than a year
earlier as the tourism sector has remained in diffi-
culties. The impact of the crisis hit transport prices
hard at the end of last year, but the price level in
the transport sector is now recovering. Prices for
air transport were higher at the start of the year
than they were before the crisis. Among regulated
prices, prices for social protection and dental care
have risen by about a tenth over the year.
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GENERAL GOVERNMENT
FINANCING

The recession in 2020 and the economic
and social support measures took the gene-
ral government budget into deficit in 2020 by
4.8% of GDP. The volume of assistance that
directly affected the general government budget
last year was around 700 million euros?®?, and the
total spending on support in Estonia was rela-
tively small next to that in other countries of the
euro area?. The biggest impact on the budget in
Estonia, as in most other countries, came from
wage support subsidies. The growth in general
government spending in 2020 was also driven by
increases in spending on social benefits and in
general government labour costs, as well as by
the support measures for the economy. As the
decline in the Estonian economy and the size of
the support offered to the economy were rela-
tively small next to those in the other countries
of the European Union, the general government
fiscal deficit in Estonia is one of the smallest in
the European Union?. The general government
debt burden increased to 18.2% of GDP, up from
8.4% of GDP a year earlier.

Total general government spending increased
by 11.8% over the year and a little more than a
third of that growth came from the increased
spending on social support and a sixth from
increased spending on labour costs. Growth in
social transfers was led throughout the year by
increased spending on pensions and on unem-
ployment and work incapacity benefits. Social
transfers were 14.1% larger in fourth quarter than
a year earlier. Data from Statistics Estonia sug-
gest that the wages and benefits of general gov-
ernment employees together with their social
taxes were 5.2% up on the year in the fourth
quarter and up 6.7% for 2020 as a whole. Labour
costs rose primarily because wage changes had
already been agreed for 2020, but also because
the number of people employed by the general
government did not fall last year like it did in the
private sector. The circumstances of the pan-
demic actually caused the need for employees in
some areas, such as healthcare, to rise.

General government investment increased
strongly in 2020 together with current spen-
ding. In the previous couple of years the level of
general government investment had changed lit-
tle, but in 2020 investment increased at current
prices by 11.1% and at constant prices by 14.7%.
The largest contribution to this growth in the
fourth quarter and in 2020 as a whole came from
increased investment in machinery and equip-
ment. Investment by the general government
in construction was lower in the fourth quarter
of last year than a year previously. Of the total
amount of structural funds from the 2014-2020
budget period of the European Union, 96% has
been allocated to projects®. Around a third of
those funds will reach the Estonian economy in
the next couple of years, as 62% of the structural
funds have been used between 2014 and now.

Despite the recession, general government
revenues were down by only 0.3% in 2020. Tax
revenues were at the same level as a year earlier,
and very good receipts of labour taxes helped
keep tax income the same as in 2019. Labour tax
receipts were smaller than a year earlier in only
two months of 2020. Social tax receipts in the
general government budget were helped partly
by the state temporarily stopping its payments
in to the second pension pillar. The early part
of 2021 has also seen strong growth in labour

Figure 34. Tax receipts in the state budget*

corporate income tax and other, pp
I cxcises, pp

VAT, pp
I (abour taxes, pp
yearly growth in total tax receipts, %

-15 L 1 1 1 )
2018 2019 2020 2021

* Including PIT transferred to local governments
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22 https://www.rahandusministeerium.ee/et/lisaeelarve-0.

23 The initial fiscal policy responses of euro area countries to the COVID-19 crisis. ECB Economic Bulletin, Issue 1/2021.
https://www.ecb.europa.eu/pub/economic-bulletin/articles/2021/html/ecb.ebart202101 _03~c5595¢d291.en.html.

24 European Commission. Autumn 2020 Economic Forecast, Table 36.

25 https://cohesiondata.ec.europa.eu/overview (04.03.2021).



https://www.rahandusministeerium.ee/et/lisaeelarve-0
https://www.ecb.europa.eu/pub/economic-bulletin/articles/2021/html/ecb.ebart202101_03~c5595cd291.en.html
https://cohesiondata.ec.europa.eu/overview

ESTONIAN ECONOMY AND MONETARY POLICY 1/2021

N
N

taxes (see Figure 342%). The growth in tax reve- travel meant that receipts from fuel excise were a
nues in the second half of 2020 was also helped  third lower in 2020 than a year earlier and excise
by larger receipts of VAT than a year before. A in total was down by a fifth.

cut in excise on diesel combined with reduced

26 General government budgeting uses the accrual principle, which means that income and expenses are recorded for
economic transactions at the moment they are made, not when the money is actually received or the payment made. This
means the receipts of fuel excise from January 2021 go into the revenues for 2020. The large fall in receipts from fuel excise
in January 2021 was caused by the reference base effect, as about twice as much fuel as usual was stocked up in December
2019 because the requirements on bioadditives were to be tightened from the new year.
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THE EESTI PANK ECONOMIC FORECAST

FOR 2021-2023

The Eesti Pank economic forecast is produced jointly by experts from the central bank’s Economics
and Research Department and Financial Stability Department. This forecast takes account of new
information received since the forecast published in December on the economies of Estonia and
other countries, primarily the indicators for the Covid-19 coronavirus and their impact on the econ-
omy. New data on GDP, the labour market, foreign trade, the general government, the financial sec-
tor and prices as at 25 March 2021 have also been taken into account. The forecast assumptions for
the external environment, including main trading partners, have also been updated as at 25 February
2021. The Eesti Pank forecasts are compiled using EMMA, the macro-model of the Estonian econ-
omy developed and regularly updated by Eesti Pank.

THE INTERNATIONAL ECONOMIC
ENVIRONMENT

The deepening virus crisis has postponed the
recovery of the global economy. Shortages of
vaccines have prevented the virus from being
brought under control at the rate hoped for and
this is hindering a return to an economy without
restrictions. New restrictions have been intro-
duced in several places around the world, gen-
erally less so in poorer countries and more so
in wealthier countries, especially in Europe. This
will probably push any burst of growth back into
the second half of this year. At the same time,
the USA and Japan have approved quite gener-
ous stimulus packages to support their econo-
mies, and this should ease matters and indirectly
encourage the global economy.

The economy of the euro area is also suffering
as a consequence of vaccination proceeding
more slowly than hoped. It is unlikely there will
be any rapid recovery in the euro area economy
before the start of summer, by which time a large
part of the population should have been vacci-
nated. Industry in the euro area is in a slightly bet-
ter position, as global demand and the capacity
to export will support growth in industrial out-
put. The outlook for recovery in the service sec-
tor is uncertain, primarily for those countries in
southern Europe where tourism is a large part
of the economy. Unemployment may increase in
the euro area if the crisis drags on, as several

countries have extended their support for the
labour market and companies only until the end
of this year.

The declines in Estonia’s main export markets
were relatively small, and this will help them
recover to where they were before the crisis.
The economic declines in Estonia’s main part-
ners have been smaller than the average for the
countries of Europe. This reduces the poten-
tial long-term structural harm to economies, but
the speed of recovery in Estonia’s neighbour-
ing countries is directly dependent on the situa-
tion with the virus. Uncertainty about the future
remains serious in consequence. The combined
impact of the removal of demand-side restric-
tions and good availability of funding could mean
that economic growth picks up in the second
half of 2021. This will have a positive impact on
demand for Estonian exports (see Table 2 for the
external assumptions in the forecast).

ECONOMIC GROWTH

The restrictions introduced this spring to stop
the spread of the virus will deliver a temporary
blow to growth, but in the middle of 2021 the
Estonian economy will start to grow rapidly.
The experience of last year shows clearly that
a large part of the economy is able to get back
on its feet quickly after the coronavirus restric-
tions are removed. This forecast assumes that
the restrictions limiting economic activity will

Table 2. External assumptions in the forecast

December 2020 projection

2020 2021 2022 2023 2021 2022 2023
Foreign demand growth (%)* -9.0 6.7 5.5 3.3 6.5 5.0 3.5
Oil price (USD/barrel) 42.3 59.3 55.7 53.7 44.0 457 46.9
Interest rate (three-month EURIBOR, %) -0.43 -0.54 -0.52 -0.44 -0.54 -0.54 -0.50
USD/EUR exchange rate 1141 1.209 1.208 1.208 1.184 1.184 1.184

*Foreign demand growth is the weighted growth of imports of trading partners

Source: European Central Bank



Table 3.Economic forecast by key indicators*

Difference from December forecast

2020 2021 2022 2023 2021 2022 2023

Nominal GDP (EUR billion) 2716 28.15 30.28 31.98 -0.22 0.00 0.10
GDP volume** 2.7 27 5.0 29 -0.2 0.8 0.3
Private consumption expenditures** -2.2 3.5 10.3 3.0 -0.3 3.2 -1.0
Government consumption expenditures 3.5 4.0 -4.3 0.0 5.3 -3.1 1.7
Gross fixed capital formation 16.7 -12.7 4.4 6.3 -20.2 -0.5 0.9
Exports -5.4 4.2 6.7 3.7 -1.5 17 0.3
Imports 0.5 0.0 7.9 4.5 -84 1.9 0.1
Output gap (% of potential GDP) -1.4 -1.5 0.9 1.3 -0.7 0.2 0.5
CPI -0.4 1.6 15 16 0.2 -0.4 -0.2
HICP -0.6 1.6 15 1.8 0.3 -0.5 -0.2
GDP deflator -0.6 0.9 2.4 2.6 -0.7 -0.41 0.0
Unemployment rate (% of the labour force) 6.8 7.9 6.5 5.7 -2.0 -1.5 -1
Employment**** 2.7 -0.2 1.6 0.6 1.7 -0.5 -0.6
Average gross wage (EUR) 1448 1495 1672 1649 14.0 10.0 2.0
Average gross wage growth 2.9 3.2 51 4.9 0.2 -0.4 -0.6
GDP per employee 0.0 2.9 3.3 2.3 -2.0 1.2 0.9
Current account (% of GDP) -1.0 1.8 1.9 1.8 -0.2 0.0 0.1
Budget balance (% of GDP)***** -4.8 -6.1 2.2 -1.8 -0.9 1.2 0.9

* Numbers reported are annual rates of change in per cent, if not noted otherwise, ** GDP and its components are chain-linked,

***including NPISH, **** employment by domestic production units; “**** the budget balance forecast considers only those

measures on which sufficient information was available at the date of the forecast.

Sources: Statistics Estonia, Eesti Pank

Table 4. Estonian economic forecasts by other institutions

GDP real growth, %

CPl inflation, %

2020 2021 2022 2023 2020 2021 2022 2023
Eesti Pank 2.7 2.7 5.0 2.9 (._(?,g*) (11_662) (11_'55*) (11_£)
European Commission -2.9 2.6 3.8 -0.6* 1.2% 2.1
Consensus Economics -3.2 2.9 4.4 -0.3 1.6 1.9
Luminor -2.9 2.5 5.0 -0.4 1.9 241
SEB -2.8 3.3 3.8 -0.6* 1.4* 2.3
Swedbank -2.7 3.1 4.3 -0.4 1.1 1.7

*HICP

Sources: Eesti Pank, March forecast 30.03.2021; European Commission. Economic Forecast. Winter 2021. 11.02.2021; Eastern
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Europe Consensus Forecasts, March 2021; Luminor economic forecast spring 2021, 23.03.2021; SEB, Nordic Outlook, February

2021, 26.01.2021; Swedbank Economic Outlook 18.01.2021.

remain until the end of April and that vaccina-
tion will have been achieved broadly enough by
Autumn that the virus will not cause any further
hit to the economy on the scale seen so far. As
the economy will exit its slump in the second half
of this year, the strongest acceleration in growth
will appear next year, when GDP will grow by
5.0% (see Table 3 for the key indicators in fore-
cast, and Table 4 for comparison with forecasts
from other institutions).

The measures taken to stop the spread of the
virus will hurt the labour market, but by less
than a year ago. The restrictions introduced on
economic activity will still reduce employment in
both the first and second quarters of the year.
The decline in employment and the rise in unem-
ployment will be less dramatic than a year ago, as
companies have already adapted to the new cir-
cumstances. Plans are being made in the expec-
tation that demand will recover in the second



half of the year, once enough of the population
have received their vaccines and the virus has
been brought under control. Survey data show
the number of people employed is expected to
rise in manufacturing, trade, construction and
services. It is forecast that employment will rise
again in the second half of 2021.

The crisis will restrain wage growth over the
short term, mainly for those on low wages. The
minimum wage remaining the same means that
wage growth for low-paid jobs will slow by more
than before. At the same time wages will rise
strongly in sectors like information and commu-
nications that have done relatively well despite
the crisis and where staff are being hired. Once
the numbers for infection fall and the restrictions
are eased, wage growth in general will pick up.
Average wage growth will not return to where it
was before the crisis during the forecast horizon,
as there will initially be a lot of job-seekers and
less upward pressure on wages.

The restrictions introduced on 11 March will
set private consumption back, but this will
be followed by a jump in consumption in
the second half of the year. Trade has been
closed down on a broader scale than last year.
The closure of shopping centres and construc-
tion shops has partly been compensated for
by merchants and clients being more prepared

to use e-commerce than they were a year ago.
Spending on consumption will start to increase
at the end of the second quarter, and the recov-
ery of international travel will increase spending
on transport and spending abroad. The ability
to consume will be supported by wage income,
by savings growing faster under the restrictions
than they did previously, and towards the end
of the year by the money taken out of pension
funds; 1.2 billion euros will be taken out of the
second pension pillar at the first opportunity, and
survey data suggest that around half of this will
go towards consumption.

A general rise in corporate investment activity
will be encouraged by various factors, and a
repeat of large extraordinary transactions can
also be expected. The investment activity will
be boosted by confidence, profits and a recov-
ery in foreign demand. The availability of funding
remains good, as the banks remain able to lend
and to offer payment holidays if necessary. The
support measures from the new budget period of
the European Union will become available at the
end of 2021, as will recovery funds that will start to
drive investment from 2022. However, at the end
of last year there was a single large investment in
software that made the total investment volumes
of the corporate sector seem volatile, and it cannot
be ruled out that this will happen again.

Box 3: Alternative forecast scenarios
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The baseline scenario of the Eesti Pank March forecast 2021 assumes that vaccination will give
the results hoped for after initially starting more slowly than hoped, and that it will be possi-
ble for the restrictions that have seriously damaged the economic activity of businesses to be
removed by the end of April. The uncertainty around forecasts has however been much greater
than usual since the coronavirus pandemic first appeared in early 2020. The economic fore-
casts for Estonia and other countries made last year and this have shown that the aggressive
path of the virus and the restrictions imposed because of it and their impact on the economy
can vary widely from expectations. This box considers two alternative forecast scenarios, a
positive one and a negative one, that illustrate the possible range where key economic indica-
tors may lie.

The positive scenario is that companies are able to cope with the virus crisis and its restrictions
better than expected, which is possible because there was a broad adjustment to the changed
circumstances last year in both production and sales processes. A smaller hit being delivered
to the economy means that the recovery after the restrictions are removed will be faster than
expected in the baseline scenario, including in international passenger transport and tourism.
The positive scenario assumes that vaccination is efficient and effective, which recent events
have partially indicated. In the positive scenario, GDP reaches its level from before the crisis
in the third quarter of 2021 (see Figure B3.1) with help from the fiscal stimulus and the funds




released by the pension reform, and unem-
ployment falls by 2023 to be at a similar level to
where it was before the crisis (see Figure B3.2).

The negative scenario assumes that restric-
tions as strict as those introduced on 11 March
remainin place until the start of June. In this sce-
nario it is services that suffer most, especially
tourism and related areas, as the crisis being
prolonged into the tourism season means that
recovery is not possible and more companies
cease trading. Unemployment rises in Estonia
as a consequence, though economic activity
as a whole suffers less, as the manufacturing
sector is still quite well able to increase output
volumes. The bankruptcies that occur in the
negative scenario would cause lasting harm to
economic potential because a large part of the
additional unemployment would be structural
and would not disappear quickly (see Figure
B3.2), since the jobs lost in the crisis would not
be needed any more for some time and a large
number of the unemployed would have to find
a new career, which is a slow process.

Both scenarios assume that fiscal policy does
not change, meaning that the government sup-
port measures are the same as in the base-
line scenario. Although it is probable that major
changes in healthcare and the state of the
economy could lead the government to inter-
vene further, it is not possible to foresee accu-
rately what choices would be made, and so
they cannot be taken into consideration here.
A comparison of the key economic indicators in
the baseline and alternative forecast scenarios
is summarised in Table B3.1.

Table B3.1. Alternative forecast scenarios

Figure B3.1. GDP at constant prices
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Figure B3.2. Unemployment rate
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negative scenario

base scenario positive scenario

2020 2021 2022 2023 | 2020 2021 2022 2023 | 2020 2021 2022 2023
GDP volume 27 -08 63 3.3 2.7 27 5.0 2.9 -2.7 5.1 3.5 3.2
CPI -04 15 1.2 1.5 -04 1.6 1.5 1.6 -04 17 1.8 1.7

Unemployment rate
(% of the labour force)

Employment 22 241 0.6 0.7 22 06 16 0.6 22 04 1.7 0.5
Average gross wage 2.9 2.8 4.3 4.9 2.9 3.2 5.1 4.9 2.9 3.6 6.1 5.2

6.8 9.3 8.8 7.9 6.8 7.9 6.5 5.7 6.8 74 5.5 4.8

Numbers reported are annual rates of change in per cent, if not noted otherwise.
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PRICES

Inflation will be kept low by the crisis dragging
on. Higher prices for energy and a lower compari-
son base means that inflation will rise to close to
2% in the second quarter this year, but after that
it will fall again. Demand-side price pressures will
remain weak in the short term, as there is produc-
tion capacity available in the economy. Prices may
be pushed up temporarily by supply-side factors
caused by the spread of the virus.

Rising prices for food commodities will be
passed into consumer prices in the second
half of the year. Prices for food commodities
have been rising rapidly on the global market
since the fourth quarter, and have reached the
level of 2014. Prices of food commodities of the
European Union’s domestic market have so far
risen only a little but the prices for imported fruit
have become cheaper over the year.

Inflation for services will be delayed by the
spread of the virus. Prices for accommodation
will probably not recover their pre-crisis level
during the holiday period. Higher fuel prices will
be passed into prices for transport, especially
air tickets, which will cause transport services to
become more expensive.

Prices for manufactured goods will be held
high by supply difficulties and rising prices of
transport. The first wave of the virus crisis did
not particularly affect consumer prices for man-
ufactured goods. Mark-ups in retail reached high
levels last year, and the prices of consumption
goods did not fall. Imported intermediary goods
from outside the European Union also rose in
price at the start of this year, and this will be
passed with a lag into retail prices.

GENERAL GOVERNMENT
FINANCING

The consequence of the virus crisis and the
maintenance of the restrictions put in place to
counter it together with the support measures
for the economy mean that the general gov-
ernment budget will again be in a large deficit
in 2021. Although the economy will improve over

the year and tax revenues will be given a one-off
boost from income tax paid by those leaving the
second pension pillar, the budget deficit this year
will be larger than that in 2020. The rapid deterio-
ration in the healthcare situation at the start of this
year made additional spending necessary how-
ever. The new supplementary budget together
with the additional support set up in December
last year and at the start of this year will worsen
the general government fiscal position this year
by 2.4% of GDP. Several of the measures in the
supplementary budget that was passed in spring
last year will continue this year, and their negative
impact on the fiscal position will be around 0.5% of
GDP. A large part of the additional measures this
year will be wage subsidies, like last year.

Tax revenues will grow rapidly in 2022 too. The
growth in tax revenues will be boosted further by
increased spending on consumption, partly from
the increased consumption of those who leave the
second pension pillar. As tax revenues rise and
there is no further need for new support for the
economy, the budget deficit will narrow sharply in
2022. Current assumptions show however that the
general government budget will remain in deficit
until the end of the forecast horizon.

The increase in fixed spending caused by
social transfers is one reason why the gene-
ral government budget will remain in deficit in
the coming years. The ongoing virus crisis will
also increase the need for additional funding in
several areas, primarily healthcare but also edu-
cation for example, and this well make it hard
to limit rises in spending. There was already a
structural deficit before the crisis, and exiting this
will need economic policy decisions to be taken.

*k K

The efforts to get the pandemic under control
mean that there remains great uncertainty about
the outlook for the economy. This uncertainty
means that the actual outcome for the Estonian
economy could be quite different from what is
proposed in the baseline scenario of the fore-
cast. Different possible outcomes in the alterna-
tive forecast scenarios are described in Box 3.
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