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INTRODUCTION

The Estonian economy has suffered from a
decline in purchasing power and competitive-
ness. Statistics Estonia finds that the Estonian
economy shrank by 1.3% last year. The figure
for growth in the Estonian economy last year
was weaker than those in other European Union
countries. Estonian companies had to cope with
rapidly rising energy costs and with supply prob-
lems and sharp price rises for raw materials. The
decline was also worse because the Estonian
economy reached the peak of the economic cycle
very quickly after the pandemic, as companies
perceived the same signs of overheating in the
economy at the end of 2021 that they did during
the boom of 2007. Estonian companies con-
sider the state of the economy in early 2023 to be
around its average level. The decline in purchasing
power has been a notable obstacle for companies
that focus on the domestic market, but cost pres-
sures and competitiveness problems are even
more of a challenge for branches of the economy
that export. Changes in international competitive-
ness will be of critical importance for future growth
in the economy.

The conditions for a return to growth in the
economy will improve in 2023. The fall in infla-
tion that is already apparent will continue, and the
purchasing power of consumers increasing will
raise demand in the domestic market. The outlook
for the economy is made better by the expec-
tation of a recovery in foreign markets, cheaper
energy, and improved confidence at businesses
and households, which will make conditions more
favourable for investment. High interest rates
mean that the growth in borrowing and investment
and the consequent support for the economy will
be smaller than before the series of crises started.
The growth this year will be built on the back of the
downturn that happened in the second half of last
year, and so the economy will still be 0.6% smaller
in size for this year overall than it was last year.
Growth in the economy will strengthen in the years
ahead to around 3%.

The downturn this time has not caused a big
wave of unemployment. The labour market
has remained strong even as the economic cli-
mate has worsened, as employment has changed

very little and wages have continued to rise fast.
One reason why employment has survived as
the economy cooled is that the sectors hit hard-
est by the energy crisis are less labour intensive.
The shortage of skilled labour in the economy as
a whole has led employers to keep staff in their
jobs in expectation of a recovery in demand.
Unemployment has consequently risen by less,
and most of the additional unemployed are refu-
gees from the war in Ukraine. It may be expected
though that unemployment will react to the down-
turn in the economy with some delay, and so it
will peak this year at 7.2%. Unemployment can be
expected to fall below 6% by 2025.

Inflation will continue to slow. Inflation of
17.6% in February mainly reflects the leap in
prices in the first half of last year, while the
cost of the consumer basket has changed by
only 1.3% since last August. Inflation will come
down to around 10% by the middle of this year,
and towards 4% by the end of the year. Inflation
will be brought down by the rising reference base
from a year earlier, falling prices for energy and
food commodities, and weaker demand than last
year, which will prevent companies raising prices
at the same rate as before since consumption
no longer has the support from savings built up
during the pandemic and money withdrawn from
the second pension pillar.

There remains a lot of uncertainty around the
forecast. Several questions that have caused
uncertainty in the economy have become less
influential on the forecast, such as how Estonian
companies can adapt to changes in supply
chains, where energy prices are heading and
how energy supplies can be ensured for Estonia
and the whole region, and how Estonia is seen
as a destination for investment. As the geopoliti-
cal situation remains very tense though, it remains
possible that the actual trajectory of the economy
will not be the same as what is forecast. It was
not yet known at the time that this forecast was
written what fiscal policy steps the government
coalition that was being formed would take, and
those policies may affect economic outcomes in
the years ahead.
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THE EXTERNAL ENVIRONMENT

THE GLOBAL ECONOMY

Global economic activity is rebounding. The
International Monetary Fund estimates that yearly
growth in the global economy slowed to 1.9% in
the fourth quarter. The economy was affected
most by tighter financing conditions, Russia’s war
against Ukraine, general inflation, and coronavirus
restrictions in China. Yearly growth dropped sub-
stantially in the economies of most countries in the
fourth quarter of the year (see Table 1). Growth
in global trade also decelerated (see Figure 1).
Positive signs of faster growth did however appear
in the first months of this year, and a notable rise
in the global purchasing managers index' (PMI)
points to a recovery in economic growth. The PMI
rose to 52.1 points in February, indicating increas-
ing activity in the global economy for the first time
in the past six months. Corporate confidence has
improved mainly because the risk of a recession
has faded, blockages in supply chains have eased,
and the Chinese economy has opened. The sec-
tor that drove the rise in the PMI the most was the
service sector, but there was also an improvement
in the composite index for manufacturing. The
emerging economies where the PMIs strength-
ened most were India and China. Economic
activity increased to a lesser degree in the USA,
the euro area and the United Kingdom as well.
This indicates that the economies of advanced
nations have so far coped comparatively well with
rising prices and higher interest rates. The US
labour market remains strong with low unemploy-
ment of 3.6%, large numbers of unfilled vacancies,
and wage growth of 6.1% exceeding the average
of the past couple of decades. There are signs
at the same time though that inflation and tighter

Figure 1. Yearly growth in global and euro area
trade, three-month moving average
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financing conditions are having an impact. This
is shown by a slower rate of growth in consumer
spending and residential investment in the fourth
quarter.

Global inflation has come down a little, but
upwards pressure on prices remains strong.
The International Monetary Fund estimates that
global inflation peaked in the third quarter and that
lower commodities prices have moved it onto a
downward trajectory. The rate of inflation remains
high though. Inflation in the US fell for the eighth
month in a row to reach 6% in February, while infla-
tion in the United Kingdom has proven much more
reluctant to come down and was still relatively
high in February at 10.4%. Inflation was largely
unchanged in the euro area at 8.5% in February.
The weakness of the yen pushed inflation up to
4% in Japan in January, which was its highest
level for 41 years. Global prices for goods and

Table 1. GDP growth in different regions in 2018- 2023 (change, %)*

2022 2022

2018 2019 2020 2021 2022 Q3 Q4 2023
World 3.6 2.9 -3.41 6.0 3.4 2.9
Advanced economies 2.2 17 -4.5 5.2 27 1.2
Emerging markets and developing economies 4.5 3.7 -2.1 6.6 3.9 4.0
Euro area 1.8 1.6 -6.1 5.3 3.5 2.3(0.3) 1.8(0.0 0.7
United States 2.9 2.3 -2.8 5.9 241 1.9(0.8) 1.0(0.7) 1.4
China 6.7 6.0 2.2 8.1 3.0 3.9(3.9 29(0.0) 5.2
Japan 0.6 -0.4 -4.3 21 1.0 1.56-0.3) 0.6(0.2 1.8
United Kingdom 1.7 17 -1 7.6 4.0 1.9-0.2) 04(.00 -06

* GDP at constant prices, quarterly growth over the previous quarter is in brackets
Sources: IMF World Economic Outlook Update (January 2023), OECD, Eurostat, National Statistics; 2023 is IMF forecast

1 S&P Global Market Intelligence Global Composite PMI.
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energy are not rising as fast as they were, but ser-
vices are putting heavy pressure on prices. Rising
prices for services mean that core inflation without
food and energy has remained high and contin-
ues to drive prices in the global economy. A strong
labour market is supporting the rise in prices of
services and the consequent pressure on wages,
especially in advanced economies. Inflation in
emerging markets has been quite different in dif-
ferent countries. In some emerging markets like
Brazil, where inflation and tighter monetary pol-
icy appeared earlier, core inflation has come down
substantially. Inflation in China dropped to a sur-
prising 1% in February, while higher prices for food
pushed inflation in India up to 6.5% in January
after it had been slowing in recent months.

High inflation has forced central banks to
raise interest rates faster than expected. This
happened in the US and the euro area above all.
The only exception among the large central banks
was the Japanese central bank, which did not
tighten monetary policy. Global inflation pressures
are broadly based and persistent despite the sub-
stantial rise in interest rates, and so central banks
will need to keep rates high. Tighter financing con-
ditions are increasingly starting to limit demand
and slow inflation.

The Chinese economy is recovering after the
tight pandemic restrictions were lifted. The
wide restrictions set to enforce zero tolerance for
Covid-19 (see Figure 2) slowed the yearly growth
in the Chinese economy to 2.9% in the fourth
quarter. There was a sharp rise in infections when
the strictest limits were eased in December, and
that limited people’s movements and so held back
consumption. However, the outbreak of infec-
tions faded at the start of the year and both the
industrial and service sectors revived quickly.
The services PMI rose to 55 points in February,
and there was a leap in corporate confidence.
The industrial PMI climbed to 51.6 points, going
back beyond the 50-point boundary for the first
time in over eight months. Confidence was also
increased by fiscal measures taken by the gov-
ernment and the looser monetary policy of the
central bank. Consumption has not yet recovered
as quickly though, as is shown by the continuing
decline in imports in January and February and
the slower rise in consumer prices. The Chinese
authorities have attempted to ease tensions in the
real estate sector with a range of liquidity and reg-
ulatory support measures, but it is still too early to

Figure 2. Stringency index
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say that the crisis is over. There have been some
positive signs though, such as a rise in sales of
new houses in February for the first time in 20
months, and real estate prices in the larger cit-
ies either stabilising or rising slightly. The Chinese
authorities have set a target for economic growth
of 5% in 2023, and so it is expected that fiscal
and monetary policy will continue to support eco-
nomic growth throughout the year. This will have
a broader impact on commodities prices, the
countries in the Asian region, and more broadly
the whole global economy. Strong consumption
and corporate investment have helped the Indian
economy stand up well despite the difficulties in
the global economy, but further growth will prob-
ably be slower because of the weaker outlook for
manufacturing.

The optimism that had been apparent in glo-
bal financial markets at the start of March
faded quickly as problems came to the fore
in the banking sector. Interest rates on bonds
fell at the start of the year and share prices rose
in the expectation that inflation would come down
quickly, but the economic data from February
and March made markets more cautious again.
Inflation may have passed its peak, but it has
come down more slowly than was hoped in the
USA and may not necessarily fall as quickly as
was initially expected. Equally, the impact of the
recovery of the Chinese economy has so far been
smaller than expected. Global stock markets con-
sequently moved in different directions in February
(see Figure 3). The downward trend in Asian stock
markets was somewhat more marked, but share
indexes fell almost everywhere in March when
the US regulators had to take over Silicon Valley
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Bank (SVB), a bank focused mainly on technol-
ogy companies, as it was unable to pay out the
deposits of its clients. A couple of smaller US
banks focused on crypto and the startup sector
had fallen into difficulties earlier on. Silicon Valley
Bank suffered a decisive shortage of capital and
had major shortcomings in its risk management
that meant it was not ready for the risks that came
with higher interest rates. Fear of infection from
the problems at SVB spilling over caused share
prices to fall for banks and for technology and
startup companies around the world. The initial
impact on share prices was smaller than feared,
as the US government guaranteed the depos-
its of depositors in the bank. The news came out
after this though that the large Swiss bank Credit
Suisse was having problems raising capital and it
was finally purchased by another large bank UBS
in a transaction mediated by the Swiss central
bank. This caused share prices to fall even fur-
ther in the markets, especially in Europe. Interest
rates on US bonds were clearly down in January,
but a positive labour market report, consump-
tion figures that beat expectations, and inflation
remaining high all indicated that monetary policy
had not yet been tightened enough. Interest rates
on bonds consequently started to rise again. The
collapse of SVB caused US bond interest rates
to stop rising and start falling, as it was thought
that the Federal Reserve would tighten its mone-
tary policy more slowly because of the risks in the
financial sector. The yields on euro area sovereign
bonds mainly rose because of high inflation and
the firm messages coming out of the central bank.
The interest rate on the German 10-year sover-
eign bond rose as high as 2.7% in March, which
is its highest level since 2011. After the problems
started to emerge in the banking sector, the inter-
est rates on European sovereign bonds also fell.

Prices mainly fell in commodities markets.
The price of Brent crude fell a little and held
between 75 and 80 dollars a barrel (see Figure
4). The European oil embargo on Russia affected
the market less than was expected. Russia
succeeded in continuing to sell oil and mainly
exported it to China and India. The price of natu-
ral gas fell, mainly because the weather in Europe
was warmer than the average and gas reserves
were very large. Europe’s gas reserves are at
60%, which is a much higher level than in March
in the previous couple of years. Energy prices fell
by 7.3% in February, and there was also a small

Figure 3. World stock indexes,
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Figure 4. Commodity price indexes
and the oil price
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decline of 0.1% in the prices of non-energy com-
modities. The price of industrial metals fell by 1.7%
and the price of gold was down, while agricultural
products were up by 1.2% and food prices were
up by 1.04%2.

THE EURO AREA

The economy in the euro area performed bet-
ter in the fourth quarter of last year than was
expected. Quarterly growth in GDP slowed from
0.4% in the third quarter to 0% in the fourth, and
the euro area economy grew by 3.5% in total last
year. High inflation ate into purchasing power and
pushed households in the euro area to rein back
their spending, which reduced consumption sub-
stantially. Persistently high inflation, rising costs
of borrowing, and continuing problems in sup-
ply chains reduced the activity and confidence of

2 https://blogs.worldbank.org/opendata/most-commodity-prices-eased-february-pink-sheet.
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businesses. The rate of quarterly growth was sur-
prisingly positive in some of the larger countries of
the euro area at 0.2% in Spain and 0.1% in France,
but the German economy shrank by 0.4% and the
[talian economy by 0.1%. Survey data from the first
months of this year indicate though that the recov-
ery in the Chinese economy has made businesses
in the euro area more optimistic. Worries about
access to energy in the industrial sector have also
been resolved by now because of the sufficiency
of stocks. Business sentiment rose sharply, but
still remained below where it was immediately
before Russia invaded Ukraine. The aggregate
PMI for the euro area of 52 points in February was
the highest score in eight months. Activity has
consequently improved strongly, especially in the
service sector, where demand for different ser-
vices continues to be supported by the removal of
the pandemic restrictions last year.

The confidence of households has improved
gradually in recent months. Consumer con-
fidence rose again in February, which was the
fifth consecutive month that it had done so. It still
remains weak in historical terms though. Several
euro area governments offered quite generous
support for households this winter to compensate
them for the impact of high energy prices. The
slower growth in the economy and weaker demand
in recent months have helped bring energy prices
down. The price of gas, which is very important
for households in the euro area, has fallen particu-
larly. All of this should help to boost consumption.
Even so, consumption remains relatively modest,
though growth in retail sales picked up in January
to a little more than 0.3% over the month having
fallen by 1.7% in December. The biggest growth
in January was in sales of food goods, while sales
over the internet declined again as they have for
several consecutive months. Retail sales were still
a little down over the year though.

Uncertainty remains in the industrial sec-
tor in the euro area. Industrial output was down
over the month in December by about 1.3%,
with processing of intermediate goods falling the
most. Energy production increased by 1.3% how-
ever, having fallen for the five previous months.
Industrial activity was a little weaker in February
than in January, but new orders increased for the
first time since May 2022, and blockages in sup-
ply chains continued to ease. Cost pressures in
the industrial sector have also softened substan-
tially, as inflation for inputs fell to its lowest level

Figure 5. Trade-weighted euro exchange rate
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Figure 6. Euro area inflation
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for two and a half years. The foreign trade of the
euro area remained in deficit at the end of the
year, but the deficit has narrowed consistently.
Goods exports were up by 9% over the year in
December and imports by 8.7%, primarily due to
imports of energy goods. The exchange rate of the
euro has continued to strengthen against the cur-
rencies of Estonia’s main trading partners, but the
euro remains relatively cheaper than it has been in
recent years (see Figure 5). This should give a little
help to exporting companies. Financing conditions
are more restrictive in the euro area than they were
however because monetary policy has been tight-
ened in response to high inflation (see Box 1). This
makes it harder for companies to invest.

Although overall inflation in the euro area was
down in February, core inflation continued to
rise. Inflation fell from 8.6% in January to 8.5% in
February (see Figure 6), while prices were 0.8%
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higher than they were in the previous month.
Inflation fell largely because of energy prices ris-
ing more slowly, as they were up only 13.7%
over the year in February while they were up by
41.5% in October last year for example. Food
prices continue to rise rapidly by contrast, gain-
ing 15%. Inflation rates vary across countries as
prices were for example 9.9% higher than a year
earlier in ltaly, 9.3% higher in Germany, and 7.2%
higher in France, while inflation in the Baltic states
remained the highest in the euro area. Core infla-

tion increased from 5.3% in January to 5.6% in

February, which is a record rate for core inflation
since the euro was introduced. This means that
risks remain in future, as domestic price pressures
have not particularly eased even as overall infla-

tion has fallen in recent months, and core inflation

remains high. The rise in the producer price index
slowed from 24.5% in October 2022 to 15% in
November. The situation in the labour market
in the euro area remains good and the weak-
ness in the economy is not yet reflected there.
Unemployment remained very low in the euro area

Figure 7. Employment and unemployment
in the euro area
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in January at 6.7%, while the number in employ-
ment rose (see Figure 7). The performance of the
labour market and high inflation have started to
affect wages, as the rate of growth in compensa-
tion per employee rose to 5% in the fourth quarter
of last year.

Box 1: Monetary policy in the euro area

The key objective of the Eurosystem mone-
tary policy is to maintain price stability in the
euro area. The European Central Bank defines
price stability as annual inflation of 2% over the
medium term. Although inflation has fallen in
the euro area in recent months, it still remains
too high and price pressures are broadly based
throughout the economy. The inflation forecast
for the euro area was adjusted downwards in the
European Central Bank’s March projection from
where it was in the December projection, but it
is still expected that inflation will remain above
its 2% target for an extended period. The March
forecast foresees that inflation in the euro area
will average 5.3% in 2023, and will then fall to
2.9% in 2024 and 2.1% in 2025. To bring inflation
in the euro area back to close to the target of 2%

Figure B1.1. Eurosystem key interest rates
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over the medium term, the Governing Council of the European Central Bank has continued to

tighten its monetary policy substantially in 2023.

The Governing Council raised the three ECB key interest rates by 0.5 percentage point at its meet-
ings in February and March. The interest rate on main refinancing operations is currently 3.5%,
the marginal lending rate is 3.75%, and the deposit facility rate is 3% (see Figure B1.1). In its com-
ments on future decisions about interest rates, the Governing Council stresses the importance of
the data-dependent approach. The Governing Council’s policy rate decisions will be determined
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by its assessment of the inflation outlook in light
of the incoming economic and financial data, the
dynamics of underlying inflation, and the strength
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Figure B1.2. Eurosystem holdings under asset
purchase programmes (APP and PEPP)
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interest rates have risen in the interbank money

market. As at 13 March 2023 the 3-month Euribor was at 2.96%, the 6-month Euribor was at
3.38%, and the 12-month Euribor was at 3.86% (see Figure B1.3). Yearly growth in the money
supply of the euro area has slowed in recent months, and it was 3.5% for the broad indicator
M3 in January. The yearly growth in the amount borrowed slowed in January to around 6.1% for
non-financial sector companies and 3.6% for households. The European Central Bank considers
that the capitalisation and liquidity of the banks in the euro area remains strong.

3 The volume of long-term refinancing operations on the balance sheet of the Eurosystem has fallen since the start of
2022 by around 1 trillion euros to 1.2 trillion euros.

4 The Governing Council says that the portfolio will decline at a measured and predictable pace. By the end of 2023,
the Governing Council will also review its operational framework for steering short-term interest rates, which will provide
information regarding the endpoint of the balance sheet normalisation process.

5 Reinvestment amounts under the public sector purchase programme (PSPP) will be allocated proportionally to

the share of redemptions of each jurisdiction and across national and supranational issuers. For the Eurosystem’s
corporate bond purchases, the remaining reinvestments will be tilted more strongly towards issuers with a better climate
performance to support the gradual decarbonisation of the Eurosystem’s corporate bond holdings.

6 Redemptions coming due in the PEPP portfolio are being reinvested flexibly where necessary, to counter the risks
from the pandemic to the monetary policy transmission mechanism. This means that more or fewer bonds from one
country or one asset class may temporarily be bought in response to market conditions.

7 Net asset purchases under the APP were ended in June 2022 and under the PEPP in March 2022.
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TRADING PARTNERS

The growth in the economies of Estonia’s
main trading partners was mostly negative
in the fourth quarter of last year. The big-
gest quarterly contractions were of 1.7% in the
Lithuanian economy, and 0.9% in Sweden. The
German economy contracted by 0.4% and the
Finnish economy by 0.6%, while Latvia registered
growth of 0%. For the year as a whole though, the
economies of Estonia’s main trading partners still
posted quite strong growth of between 1.8% and
4.8%. Growth in private consumption has been
weak everywhere, and only in Latvia was it faster
in the fourth quarter than it was a year earlier.
Lithuanian GDP contracted because of the poor
performance of private consumption and exports,
while the Swedish economy was mainly driven into
decline in the fourth quarter by private consump-
tion and weak investment. Growth in German GDP
was a little slower in the fourth quarter than a year
earlier, which was also mainly because of weak
growth in private consumption and a fall in invest-
ment, and the weakness in Finland also stemmed
from private and general government consump-
tion and a lack of investment. Industrial output
dropped sharply in the final months of the year in
Latvia and Lithuania, while the largest problems
in Finland and Sweden were in the construction
sector, where confidence has been sliding rapidly
since the autumn.

Growth in exports from Estonia’s trading
partners was weaker in the fourth quarter
than a year earlier because of tighter com-
petition on prices. Exports from Sweden and
Germany were much more stable throughout last
year than those from other trading partners (see
Figure 9). Germany has the strongest position
in foreign trade, and it mainly exports machin-
ery, vehicles and chemicals, which are important
production inputs. Its position was helped by the
recovery of car manufacturing as exports of cars
from Germany grew in January, though they have
not yet returned to the level they were at before
the pandemic. Sweden also exported more in
January than it did a year earlier despite the inter-
vening downturn.

Labour markets have held strong but are wor-
sening, and unemployment has risen. Only in
Sweden did the unemployment rate fall in the third
quarter. The latest monthly data put it between
5.5% and 9% in all the countries except Germany,
where it has been much lower (see Figure 10).

Figure 8. Yearly growth rates of
GDP of trading partners
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Figure 9. Yearly export growth
of trading partners
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Figure 10. Unemployment rates
of trading partners
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Lithuania’s unemployment rate of 9% is the high-
est among Estonia’s export partners, and the
working-age population of Lithuania as been
boosted by arrivals from Ukraine, while around
25,000 of the refugees had entered the labour
market by the end of last year. The unemployment
rates in Finland and Sweden closed in on each
other at the end of last year and were both at 7.6%
in January.

High inflation in Estonia’s trading partners is
coming down (see Figure 11). The exception is
Latvia, where inflation remains the highest in the
euro area. The latest data put inflation at 8.7%
in Germany, 8.8% in Finland, 11.7% in Sweden,
18.7% in Lithuania, and 20.3% in Latvia, and show
that inflation in Latvia and Lithuania is much higher
than in Estonia’s other trading partners. Core infla-
tion has however come down in some of those
countries since January this year. Inflation was
driven last year by rising prices for energy and raw
materials, and by problems in supply chains. Food
prices stopped shooting up so rapidly from the
summer, and producer prices rose more slowly,
but the purchasing power of households has
overall declined. Core inflation in Estonia’s trad-
ing partners has been between 5% and 13% in

Figure 11. CPI inflation of trading partners
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recent months. High inflation led the Swedish cen-
tral bank to raise its base interest rate to 3% in
February, and it plans to continue raising it. High
inflation and high interest rates are making con-
sumption harder and pose difficulties in the real
estate market. The maturities for housing loans in
Sweden are relatively long, and real estate prices
fell quickly throughout last year, though there were
signs of real estate prices falling a little more slowly
at the end of 2022.
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THE ESTONIAN ECONOMY

ECONOMIC ACTIVITY

Estonian GDP shrank by 4.1% over the year to
the fourth quarter last year (see Figure 12), and
by 1.6% from the third quarter adjusted season-
ally and for the number of working days. For the
year as a whole GDP shrank by 1.3%. Private con-
sumption declined, but exports did so by much
more in the fourth quarter and the contraction in
the economy was driven by the exporting sector.

The contraction in the fourth quarter was
broadly based across sectors and only a few
individual sectors contributed positively to
growth in the economy (see Figure 13). Value
added increased in accommodation and food ser-
vice for example, which was still recovering from
the pandemic. Value added also increased in agri-
culture, where it had been unexpectedly low in the
third quarter. Contributors to the contraction in the
economy included the business services sector
and information and communications, which have
usually driven the growth in the Estonian econ-
omy. The energy sector also made a relatively
large negative contribution to growth, which may
be partly because December 2022 was not as
cold as the previous December. Value added was
down in the energy sector for 2022 as a whole
though, which is hard to believe given the changes
in energy prices. It is possible that the rapid rise
in prices last year has made it harder to compile
economic statistics.

A more detailed look at sectors and target
markets shows that different branches of the
economy and markets contracted differently.
The turnover of industrial companies has dropped
primarily in non-euro area markets (see Figure
14). Manufacturing companies aiming at coun-
tries in the euro area meanwhile have managed
to increase both their turnover and their volumes
consistently. The contraction in the industrial sec-
tor was driven primarily by wood processing,
which previously benefited from using raw mate-
rials from Russia and Belarus, but saw its export
volumes drop once imports from those countries
were no longer available from July. Manufacturing
of electronics, for which exports is the main driver,
fared better however and kept its export volumes
to countries in the euro area growing. Business
survey results also indicate that companies in
the wood sector are some of the most pessimis-
tic about the coming months, while producers of
electronics are among the most optimistic.

Figure 12. GDP growth
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Figure 13. Contributions to GDP growth by
sector in Q4 2022
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Figure 14. Annual growth of sales
of industrial companies
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Although real GDP fell last year, GDP at cur-
rent prices continued to grow fast. This meant
that both profits and wage income increased (see
Figure 15). The profit of the total economy grew
faster than wage income, and mark-ups in the
whole economy increased. Profits increased well
partly because final sales prices in some branches
of the economy increased with support from rising
commodities prices. A large part of the increase
in mark-ups in the economy can be attributed to
those branches of the economy like agriculture,
forestry, energy and mining that are dictated to
by rising commodities prices. Profit in the rest of
the economy increased almost as fast as produc-
tion costs. This shows that companies did not just
pass higher costs on to consumers, but also man-
aged to increase their profits by maintaining the
share of profit in the price of products.

Estimates of the position in the business cycle
are around the average despite the economy
contracting. Assessment by companies of labour
shortages and production capacity utilisation are
sharply worse than they were at the end of 2021,
but are close to the historical average for the busi-
ness cycle (see Figure 16). The previous strong
performance of the economy allowed companies
to raise their prices and increase their profits quite
easily, but this will probably be harder in future.

The first months of 2023 did not bring any
major improvement in economic activity (see
Figure 17). Confidence remained weak both in
Estonia and in neighbouring countries in all sec-
tors, and production and consumption volumes
were down at the start of the year. The few data

Figure 15. Growth in labour and capital income
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Figure 16. Standardised survey indicators
of the business cycle
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Figure 17. Heatmap of the Estonian economy
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available so far suggest that the economy will
have contracted over the year in the first quarter
by about the same amount as it did in the final
quarter of last year (see Figure 18).

DOMESTIC DEMAND

Both private consumption and general govern-
ment spending declined in the fourth quarter.
Domestic demand was boosted by investment.
Growth over the year of 13% in investment was
driven by investment in construction, and by pur-
chases of transport equipment by companies.

Sharply higher prices for inputs and weak
foreign demand have made companies more
cautious when making long-term plans, and
so only individual sectors affected the total
growth in corporate investment. Gross fixed
capital formation was up 14% over the year in the
fourth quarter, with two thirds of that increase
coming from the purchase of a new ship for water-
borne transport. Larger investments were made in
agriculture, ICT, and energy, where the energy cri-
sis created a need and an opportunity to expand
production rapidly.

Household consumption was almost 2%
lower in the fourth quarter than a year earlier
(see Figure 19). This was mainly because inflation
had reduced purchasing power, but also because
confidence was low. Reduced consumption of
consumer goods, including food products, shows
that people are restricted in their everyday spend-
ing. Falling purchases of durable goods, including
interior decoration and household goods, also indi-
cate that the purchasing boom that followed the
pandemic is fading, and the real estate market is
cooling. Slower growth in deposits indicates that
households are financing their consumption from
the buffers they have accumulated, including the
money withdrawn from the second pension pillar.
Consumers have gained some support from being
able to make later withdrawals from their pension
savings as well, but those consumers who did that
are fewer in number than those who withdrew their
pension savings in the early rounds, and the with-
drawals are smaller than the billion euros that was
taken out the first time round, as household depos-
its gained 93 million euros in September, and a
further 60 million euros in January 2023.

Consumption of services increased in the
fourth quarter of 2022 despite prices rising,
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Figure 19. Private consumption and retail sales
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Figure 20. Share of services in private
consumption
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which means that travel and other leisure
activities are still recovering from the pande-
mic. Having grown fast after the pandemic, retail
sales have been falling since last summer, but the
share of services within consumption is increasing
(see Figure 20). In the fourth quarter for example,
5% of spending by consumers was abroad. This
figure was much higher at around 8% in the years
before the pandemic. December was relatively
warm, which held down housing costs, as did the
state support for energy costs.

The real estate market continued to calm
down last year, as the growth in prices
slowed and the number of transactions fell.
The biggest correction occurred in the second-
ary market, but the number of transactions with
new dwellings was also down by around 10% over
the year in the fourth quarter of 2022. The GDP
statistics contradict this a little, as they show that
around a third more was invested in residential
space in the second half of 2022 than a year ear-
lier (see Figure 21).

The capacity of the banks to lend remains
strong, but the deterioration in the out-
look for the economy and the rise in risk
assessments have tightened lending stan-
dards a little. This means that the set of
businesses and households that can borrow has
become a little smaller, though the changes are
not large. Equally though, the banks have enough
capital and increased profits to cope with any pos-
sible loan losses and continue issuing new loans
(see Figure 22).

A lot of companies and households have
taken a cautionary stance in making deci-
sions about investment and borrowing
because of the uncertainty about the out-
look for the economy and the rapid rise in
prices and interest rates. The earlier rapid
growth in borrowing slowed at the end of 2022
in consequence. The rise in costs has weakened
the capacity to borrow to some extent, but it is
still quite good because companies are mainly in
a strong financial position, and unemployment is
low.

Inventories increased in the fourth quar-
ter. Stocks of motor fuel bought for sale grew in
the fourth quarter, which may be because of the
uncertainty surrounding the sanctions that were
applied to fuels coming from Russia.

Figure 21. Gross fixed capital formation
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Figure 22. Assessment by businesses of
the lending environment
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EXTERNAL BALANCE AND
COMPETITIVENESS

The second half of last year was difficult for
exporters, though foreign trade volumes
increased for the year as a whole. Exports and
imports of goods and services were 5.4% more in
2022 than in the previous year. Exports of goods
actually fell by 0.3%, but exports of services
increased by 16.2%.

Exports were held back throughout the year
by pressure from rising prices for energy and
fuels and for commodities, the impact of the
war in Ukraine, and falling demand. This was
mainly expressed as a setback to manufactur-
ing exports. Exports of goods and services were
down at constant prices by 6.6% in the fourth
quarter, with export volumes of both goods and
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services falling. Exports from most of the large
groups of goods were less than they were in the
previous year (see Figure 23). Only for food prod-
ucts was the sales turnover of exports up at the
end of the year.

Import volumes of goods were also down in
the fourth quarter. Imports of mineral fuels were
affected at the end of last year by the sanctions
on them, which were applied in full by the end of
the year. Sanctions caused the share of goods
imports coming from Russia to drop sharply, and
3% of all goods imports came from Russia in the
final quarter of last year, where 7% had done so in
the fourth quarter of 2021.

Exports of services were active throughout
last year, including in the fourth quarter.
Although there was some small fall in exports

2021 2022

in the fourth quarter, it should be noted that the
services exports in the fourth quarter of 2021 con-
tained a large one-off transaction. Discounting
that transaction, the volume of services exported
increased. Communications and IT services and
other business services again increased their
contribution notably. Travel services boosted the
growth in exports of services for the second con-
secutive quarter, as they have recovered strongly
after the pandemic. Exports of transport services
contracted as expected, as they were affected by
the general decline in demand, and by the drop
in the trade in goods with Russia (see Figure 24).

The current account was in deficit by 46.3
million euros in the fourth quarter, which
was 0.5% of GDP. The surplus on the services
account gave support to the current account,
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Figure 25. The current account
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Figure 26. Export and import price indexes
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while the deficit on the goods account was larger
than in the previous quarter (see Figure 25).

The exporting sector had to cope under
strong price competition pressures through-
out last year, and it is increasingly hard for
exporters to pass higher costs on into the
final prices of products and services. Prices
have stopped rising as fast in commodities mar-
kets, but they remain high. Export prices still rose
by 156% in January (see Figure 26), with prices for
manufacturing up by 16%. Sectors with the fastest
growth have been production of paper products,
food production, and production of chemicals.

The real effective exchange rate rose sharp-
ly at the end of the year and more than it
did in Estonia’s trading partners, which also
indicates strong pressure from price com-
petition. The multifaceted uncertainty in the
economic space is keeping the expectations of
businesses pessimistic. Estimates of competitive-
ness are a little better this year than they were at
the end of last year, but the balance of the esti-
mates is still close to its historical lows. Export
orders for the months ahead have improved in the
first quarter of 2023 from what was estimated at
the end of last year (see Figure 27).

THE LABOUR MARKET

The crisis and the recession that it caused had
less impact on the Estonian labour market at
the end of 2022 and the start of 2023 than had
been forecast. Data from both the labour force
survey and the Tax and Customs Board show that
employment remained largely unchanged and
very high (see Figure 28). Shadows over the high
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competitive position in foreign markets
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Figure 28. Yearly growth in employment at
Estonian companies and institutions
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rate of employment are that the number of waged
employees was 1.4% lower in the fourth quarter
of 2022 than in the second quarter, and the share
of employees working part-time has declined.
This may be because of the rise in the propor-
tion of work that is done under service contracts
or short-term contracts or through platforms, as
this may mask a fall in the number of jobs that was
caused by the crisis.

The Estonian working-age population grew by
almost 19,000 people or 1.8% in 2023, mainly
because of refugees from the war in Ukraine.
They started to enter employment from the second
quarter of 2022, and the number in work reached
10,855 by the middle of March 2023. Analysis by
Centar® shows that the declared income earned
by male refugees from the war, adjusted for var-
ious demographic characteristics, is equal to
that of the average Estonian resident, while that
earned by women remains lower. The refugees
earn a lower wage than permanent residents of
Estonia, except for those who work as unskilled
workers or in agriculture, as these are jobs where
language skills are probably not important.

The contraction in the economy in 2022 came
principally from a fall in value added in the
exporting sector, which was also reflected in
the employment figures. The number of people
receiving a wage in manufacturing fell at the end
of 2022 to below its average level of 2019, which is
in line with the weaker expectations of employers
for employment. The growth in employment also
slowed though in the oil shale sector, construc-
tion, and the service sector (see Figure 29).

The expectations of companies for further
movements in employment in the early
months of 2023 were more pessimistic than
their long-term average, except in retail (see
Figure 30). The number of jobs intermediated by
To66tukassa was down in January and February
2023, by as much as 36% at the end of February.
The number of job offers received was down 29%
during the month.

The unemployment rate was very low in the
fourth quarter of 2022 at 5.4%, and it did not
rise in the data published by Eurostat for the
first months of 2023. Registered unemployment
rose by more than unemployment using the ILO
definition. There were 54,782 people registered
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Figure 30. Employment expectations,
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Figure 31. Unemployment
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8 https://apps.centar.ee/ak_tooturg/.
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with T66tukassa as looking for work at the end of
February 2023, of whom 6450 were refugees from
the war in Ukraine. Registered unemployment sea-
sonally adjusted rose to 7.8%, of which 6.8% was
local residents (see Figure 31). There were almost
6800 people whose employment relations ended
because of redundancy and who registered as
newly unemployed between August 2022 and
January 2023, which was around 40% more than
the average in the years before the pandemic.

The share of employers considering labour
shortages to be a factor impeding production
had declined in all sectors by the fourth quar-
ter to below the long-term average for the
indicator. There was no change in this in early
2023 (see Figure 32). Signs of labour shortages
easing are in line with weaker demand for labour,
and indicate that the wage pressures caused by
labour shortages will soften.

Even though the economy contracted over
the year by 4.1% in the final quarter of 2022,
the yearly rise in the average wage was a
strong 9.2%. The purchasing power of the aver-
age wage still fell by 8.7% over the year though
(see Figure 33). Quarterly growth in wages was
faster in the first half of the year and had slowed
to some extent by the end of the year. The jump
in consumer prices occurred in the first half of the
year, and by the fourth quarter of the year prices
were rising notably more modestly over the quar-
ter, and so the purchasing power of the average
wage also stopped declining in the fourth quarter.
The contraction in the economy and uncertainty
are obstacles to the rise in consumer prices being
passed on into wages.

Data from the Tax and Customs Board show
that the growth in the average wage paid out
in the later quarters of 2022 was faster than
that in the average wage, and that it reached
10.6% at the end of the year. Wages have risen
faster in the service sector than in construction or
in manufacturing, which was hit hardest by the cri-
sis. Wage growth has accelerated over the year
in government institutions, where wages rose less
than those in the private sector after the pandemic.

Labour costs in the economy rose a little fas-
ter than business income, and the real unit
labour cost started to rise (see Figure 34). Real
labour productivity was 7.6% less in the fourth
quarter of 2022 than a year earlier. Value added

Figure 32. Labour shortages, standardised
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Figure 33. Yearly change in average wages
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Figure 34. Growth in unit labour cost
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per employee at current prices increased by
almost 8% at the same time though, as compa-
nies were able to sell their products and services
at higher prices than before. The rapid rise in pro-
duction costs may in future start to erode the
competitiveness of Estonian companies.

PRICES

Inflation continued to slow at the start of this
year as energy prices came down. Consumer
prices were up by 17.6% over the year in February
(see Figure 35). A contraction in the economy
and a fall in demand meant that many companies
were no longer able to raise their prices as fast
as before. Demand for exports declined above all,
while households are also continuing to restrict
their spending on consumption.

Food products were the main driver of infla-
tion in the first months of this year. As prices
for food products continued their broad-based
rise in February, annual inflation rose to 22%. New
price pressures came from higher prices for meat
products, coffee and soft drinks. Some of the rise
in the prices of food products was seasonal, but
the end of promotional sales in December also
had an impact.

The rate of rise in energy prices peaked in
August last year, and has since come down.
Government measures to compensate a large part
of the energy price slowed inflation from October
2022, as they made electricity, natural gas and
heating energy cheaper. The total impact of the
measures was to bring the consumer price index
down by around 1.5 percentage points. Inflation
was also slowed in the fourth quarter of last year
by the introduction of electricity as a universal
service. The government measures had less of
an impact at the start of this year, as the market
prices of electricity and gas fell back to around
where they were in autumn 2021 (see Figure 36).

Core inflation does not yet indicate the dete-
rioration in the state of the economy. Inflation
for manufactured goods has accelerated since
the Covid-19 pandemic erupted. There were fewer
January discounts offered this year for cloth-
ing and shoes than a year earlier. Inflation has
decelerated for rent and tourism services, but
communications service providers have again
raised their prices. The rise in price for communi-
cation services reached 9% in February, which is

Figure 35. CPI growth
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Figure 36. Electricity exchange prices

Nord Pool system price
— exchange prices in Finland
exchange price in Estonia

o
o
o

(]
a
o

w
o
o

EUR/MWh
NN
S o
S o
———

-
a1
o

-
o
o

- | | \7

2018 2019 2020 2021 2022 2023

Source: Nord Pool

the highest it has ever been. Water supply com-
panies raised their prices by more than a tenth at
the end of last year. The prices of some services
that are regulated by the state are reviewed at the
start of the year.

GENERAL GOVERNMENT
FINANCING

The fiscal position improved in 2022. The
improvement came partly from very good tax rev-
enues that resulted from the fast growth in wages
and the temporary spike in inflation, and partly
from government expenditures remaining smaller
than planned. Investments were not made at the
planned rate and spending on the energy support
measures and on refugees was less than forecast.
In total the budget deficit narrowed from 2.7% in
2021 to 1.0% in 2022.
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Tax revenues grew very fast in 2022 overall,
but the growth slowed in the final quarter of
the year. This was not surprising given that a lot
fewer people exited the second pension pillar at
the end of 2022 than a year earlier, and so a lot
less income tax was paid on funds withdrawn
from the pillar (see Figure 37). Leaving income tax
receipts aside, receipts of social insurance con-
tributions show that labour tax revenues were as
strong in the fourth quarter as they were in the
first half of the year because the recession had
not yet affected the Estonian labour market at the
end of 2022. The growth in the payment of con-
sumption taxes slowed down though. Receipts
of VAT were only 7.5% more in the fourth quarter
than a year earlier, so the yearly rate of growth was
half what it was in the third quarter. High inflation
has reduced the consumption of goods subject
to excise, and receipts of excise were 0.6% less
in the fourth quarter than they were a year ear-
lier. Excise receipts were down in the third quarter
because of a fall in excise on fuel, but the receipts
were lower in the fourth quarter because less was
received in alcohol excise.

Growth in general government current spen-
ding was driven in the fourth quarter by
increased spending on social benefits. One
tenth more was spent on social benefits than in the
same quarter of the previous year. The state paid
a one-off benefit of 50 euros in the fourth quarter
to all pensioners and recipients of child benefit to
ease the impact of inflation, and this boosted the
growth in social benefits substantially. The largest
part of general government current spending after
social benefits is the payroll of general govern-
ment employees. Data from Statistics Estonia say
that this grew by 9.7% over the year in the fourth
quarter, which was about the same as in the third
quarter. Data from the Tax and Customs Board
show that the increase in the payroll of the general
government was still slower than that in the pri-
vate sector, because the growth in the number of
employees in the general government was smaller
over the full year 2022 than that in the private
sector. Those same data show though that the
growth in the average general government wage
has increased from quarter to quarter, and that it
exceeded the growth in the average private sector

Figure 37. Tax receipts*
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wage in the fourth quarter. The growth in current
spending was restrained in the fourth quarter by
spending on intermediate consumption, which is
mainly various administration and operating costs,
increasing much more slowly over the year than it
did in the second and third quarters.

The growth in general government investment
expenditures picked up in the fourth quarter
and 8.1% more was spent on investment than
a year earlier. As the rising price of investment
also slowed at the same time, the real volume of
general government investment stopped falling
in the fourth quarter, having previously done so
all year. General government spending on invest-
ment increased by 6.6% in 2022 as a whole, which
is barely half the rate of increase seen a year ear-
lier. The government’s plans in the supplementary
budget for 2022 foresaw investment expenditures
growing faster than they did in 2021. Given that
prices for investment rose much faster than the
amount spent on investment did, the real volume
of general government investments declined by
4.4% in total in 2022. High inflation combined with
supply problems made investment in construction
more complicated throughout the year, and the
volume of construction investment only stopped
falling in the fourth quarter. Less was invested in
transport vehicles in the fourth quarter than a year
earlier, while investment in research and develop-
ment continued to grow fast.
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THE EESTI PANK ECONOMIC FORECAST
FOR 2023-2025

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 infor-
mation received since the forecast published in December on the economies of Estonia and other
countries. New data on the labour market, foreign trade, the general government, the financial sector
and prices as at 13 March 2023 have also been taken into account. The forecast assumptions for the
external environment, including main trading partners, have also been updated as at 15 February 2023.
This forecast reflects the scenario considered the most likely, but the geopolitical situation and greater
uncertainty than usual mean that reality could turn out better or worse. The Eesti Pank forecasts are
compiled using EMMA, the macro-model of the Estonian economy developed and regularly updated by

Eesti Pank.

THE INTERNATIONAL ECONOMIC
ENVIRONMENT

The outlook for growth in global economy has
improved, but it remains weak. The International
Monetary Fund forecasts that the global economy
will grow by 2.9% in 2023, which is notably below
the average rate of growth of previous decades.
Although inflation has fallen around the world, it
remains broadly based, and high core inflation
means it will remain relatively strong through-
out the year. Russia’'s war against Ukraine and
the tighter monetary policy of central banks in
advanced economies, which is cooling demand
more and more, continue to have the strongest
effect on economic growth. At the same time, the
recovery of the Chinese economy is encourag-
ing growth in the global economy. A strong rise
in February in the global composite index for eco-
nomic activity® and its return to growth for the
first time in six months also point to accelerating
growth in the global economy. Global economic
growth in 2023 will mainly be driven by emerging
markets, as half of the growth is expected to come
from India and China for example. Various factors
overshadow the outlook for growth however, such
as the possibility of the war between Russia and
Ukraine escalating, which would increase uncer-
tainty and raise global commodities prices. There
is also the danger of low unemployment and
strong wage pressures driving inflation higher
than expected, which would push central banks
to tighten their monetary policy stance even fur-
ther. It is currently too early to assess the wider
impact of the financial problems at some US and
European banks, but the financial stress spread-
ing more widely could threaten financial stability
and hamper central banks in their fight against

inflation. These risks materialising could cause
volatility in stock markets and a fall in real estate
prices.

The outlook for the euro area economy is a
little better. The fall in energy prices will ease
inflation pressures, and has improved corpo-
rate sentiment. Stronger growth in the economy
in the final quarter of last year than expected has
reduced the risk of recession in the first half of this
year. The support given by euro area governments
to help companies and households in coping with
higher energy costs has helped achieve this bet-
ter result. It has however worsened the problem
of the sustainability of sovereign debt. Inflation
has fallen in the euro area of late, but it will for the
time being remain notably above the target of the
Eurosystem of 2%. A fall in commodities prices will
not on its own be enough to reduce inflation, and
domestic price pressures also need to be eased.
Monetary policy interest rates will consequently
continue to rise, and so financing conditions will
remain much more restrictive moving forward than
they were in earlier years.

Further growth in demand in Estonia’s main
foreign markets has slowed substantially from
where it was in the past two years. Demand
in target markets grew by 5.9% in 2022, but it is
forecast to grow by only 1.5% this year. Growth in
demand should approach 3% after the exit from
the energy crisis though. Lower energy prices
will allow the purchasing power of consumers in
export markets to recover, but rising interest costs
for servicing debt liabilities will have the opposite
effect (see the main assumptions used in the fore-
cast in Table 2).

9 S&P Global Market Intelligence Global Composite PMI.
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Table 2. External assumptions in the forecast

December 2022 projection

2022 2023 2024 2025 2023 2024 2025
Foreign demand growth (%)* 5.9 1.5 2.9 3.5 1.6 21 3.0
Oil price (USD/barrel) 103.7 82.6 77.8 73.9 105.4 89.8 89.8
Interest rate (three-month EURIBOR, %) 0.3 3.3 3.3 2.8 0.16 1.95 2.06
USD/EUR exchange rate 1.054 1.077 1.077 1.077 1.062 1.008 1.008

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

Source: European Central Bank

ECONOMIC GROWTH

The Estonian economy will improve in 2023.
Gradual growth in the economy is expected
throughout the year, but as it will be generally
weak at first and is following a recession in the
second half of last year, the overall growth in GDP
at constant prices for the whole year will be 0.6%.
Growth will pick up in the economy in the coming
years, and will approach its long-term trend level
(see key indicators for the forecast in Table 3 and
comparison with forecasts by other institutions in
Table 4). Growth in the economy will be helped
to accelerate by the recovery in foreign markets,

lower energy prices, increasing purchasing power
for consumers, and improved confidence among
businesses and households. This will create the
conditions for an increase in investment. There
remains a need for increased investment in many
areas, and the supply restrictions on many invest-
ment goods, such as vehicles, have eased.

The capacity for growth in the economy is
smaller than it was immediately before the
pandemic and Russia’s full-scale war aga-
inst Ukraine. Companies are still adapting to
the changed landscape for marketing and supply
channels, and several sectors including wood and

Table 3.Economic forecast by key indicators*

2021 2022 2023 2024 2025

Nominal GDP (EUR billion) 31.35 36.12 38.80 40.49 42.83
GDP volume** 8.0 -1.3 -0.6 2.6 3.6
Private consumption expenditures** 6.9 2.4 -0.5 2.7 4.3
Government consumption expenditures 3.9 -0.1 2.7 -2.0 -0.1
Gross fixed capital formation 7.0 -12.7 -1.3 2.5 3.1
Exports 20.0 5.0 -1.4 4.4 4.4
Imports 213 5.9 -6.4 2.6 4.0
Output gap (% of potential GDP) 3.4 0.7 -1.9 -1.41 0.5
CPI 4.6 19.4 9.0 1.8 1.3
HICP 4.5 19.4 9.4 241 1.4
GDP deflator 5.8 16.4 8.0 17 24
Unemployment rate (% of the labour force) 6.2 5.5 7.2 6.8 5.8
Employment*** 0.1 4.6 -0.7 0.1 0.5
Average gross wage (EUR) 1547 1685 1866 1979 2101
Average gross wage growth 6.8 8.9 10.8 6.1 6.1
GDP per employee 7.9 -5.4 0.1 2.6 3.1
Current account (% of GDP) -1.8 -2.2 -0.6 -0.1 0.2
Budget balance (% of GDP) -2.4 -1.0 -3.8 -3.7 -3.2

* 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.

Sources: Statistics Estonia, Eesti Pank
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Table 4. Estonian economic forecasts by other institutions

GDP real growth, %

CPlinflation, %

2021 2022 2023 2024 2025 2021 2022 2023 2024 2025

. 4.6 19.4 9.0 1.8 1.3

Eesti Pank 8.0 11 -0.6 2.6 3.6 45 194 o4 o1r 14
- ) 4.6 19.5 6.7 1.0
Ministry of Finance 8.0 1.0 0.5 3.0 45  19.5° 6.7* 10"
European Commission 80 -0.3 041 2.8 4.5% 19.4% 6.2 22F
IMF 8.0 1.0 1.8 3.3 4.5%  21.0* 9.5%  2.4*
OECD 8.1 0.8 0.5 3.2 4.5% 20.2* 10.8* 2.8*
Consensus Economics 80 -13 -0.2 3.4 4.7 19.4 8.8 3.1
Luminor 8.0 -11 0.0 4.0 4.7 19.4 9.0 0.0
SEB 80 -04 0.2 3.5 4.5%  19.4* 8.5 2.0*
Swedbank 8.0 -04 0.0 3.0 4.6 19.4 9.2 25

*HICP

Sources: Eesti Pank, March forecast, 28.03.2023; MoF, Summer 2022 forecast, 23.08.2022; European Commission, European
Economic Forecast. Winter 2023, 13.02.2023; IMF, WEO, October 2022, 11.10.2022; OECD, Economic Outlook, November
2022, 22.11.2022; Consensus Economics, Eastern Europe Consensus Forecasts, March 2023, 21.03.2023; Luminor forecast,
15.03.2023; SEB, Nordic Outlook, January 2023, 24.01.2023; Swedbank Economic Outlook 24.01.2023.

metal processing, and transportation and storage
have been hit harder than others. Estonia was pre-
viously very close to its suppliers of raw materials,
but these now need to be brought from further
away as economic relations with Russia are not
and cannot be what they were before. The statis-
tics show that Estonia’s GDP declined in 2022, but
the estimates by companies of the position of the
business cycle are close to their long-term aver-
age. This, together with unemployment remaining
low and inflation holding high for a long time,
shows that the supply side of the economy has
suffered to some extent from the crises.

A minor recession will not particularly reduce
employment. Structural labour shortages will
encourage employers to maintain their staff, espe-
cially as demand is expected to recover soon.
Furthermore, the branches of industry that have
been particularly hit by the recession are less
labour-intensive ones. Employment will also be
increased as refugees appear in the labour force
survey, and there will be around 7500 of them in
2023 and an estimated 11,000 in 2024. The num-
ber of refugees from the war and their impact on
employment and growth in employment have been
adjusted downwards since the previous forecast.

Inflation passing through into wages and col-
lective wage agreements will keep wages
growing fast in the forecast horizon. Wages
will rise faster in the public sector than in the pri-
vate sector in 2023, as public-sector wage growth
lagged that in the private sector during the cri-
ses. The rapid rise in consumer prices will also

shape the wage expectations of employees at
private-sector companies. Although the level of
wages in manufacturing in Estonia will still remain
far below those in the Nordic countries and
Western Europe, rapid rises in wages could make
exporting companies less competitive.

Competitiveness is a key issue for econo-
mic growth. Maintaining the market share that
they have gained in recent years will become
an increasing challenge for exporters, especially
those in manufacturing. Companies estimate that
the sufficiency of export orders for the coming
months improved at the start of the year, but they
remain pessimistic. Corporate estimates of inter-
national competitiveness are at historically low
levels. Estonia has usually exited crises with the
help of exports, but the economic impact of the
energy crisis and the war started by Russia have
reduced access to inputs for Estonian compa-
nies and raised prices in Estonia in many cases
by more than those in competing countries.
Estonian companies will consequently not neces-
sarily be helped as growth restarts by the same
competitive advantages that they were on previ-
ous occasions. The good capacity that Estonia
has for boosting the economy through fiscal pol-
icy because the state debt is relatively low will not
give the desired result, but may cause more last-
ing inflation and worsen competitiveness further.

Private consumption will pick up this year.
Real wages started to recover in the final quar-
ter of last year, and the recovery will continue as
inflation falls further, giving households additional
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purchasing power. Rising interest rates and declin-
ing savings will however mean that the capacity to
consume is smaller than it was last year. The inter-
est rate on housing loans in 2023 will be about
twice what it was in 2022, leaving consumers less
money for spending, equivalent to about 1.6% of
consumption.

Uncertainty increased, prices of inputs rose
sharply, and demand deteriorated last year,
and this will restrict corporate investment
this year. Capacity utilisation in manufacturing
has fallen, and demand in the real estate sector is
adjusting to high interest rates. Investment contin-
ues to be made in areas where demand is higher,
such as energy or services. High energy prices are
also supporting investment in improving energy
efficiency. Wages continuing to rise fast will make
digitalisation and automation pay for themselves
better. Higher interest rates will however restrict the
amount of investment expected in the economy.

Demand is low in the housing market, and
fewer new residential properties are being
added. The number of residential properties for
which construction permits were issued in 2022
was down a quarter on a year earlier. Purchasers
are maintaining their wait-and-see stance, as
interest expenses are rising fast, but the slower
growth in the price of real estate means that it is
becoming more affordable. Banks also find that
demand for housing loans has dropped substan-
tially. Investment in property will fall this year in
consequence, and will struggle to recover.

If uncertainty fades, the growth in new loans
will accelerate and banks will give support
to investment. Higher interest rates mean the
growth in lending will be slower than in recent
years or before the pandemic. The capacity of the
banks to lend is good, and their desire to grow will
encourage the supply of loans. High interest rates
mean however that some projects will no longer
be profitable, and many households will not qual-
ify for loans.

PRICES

Inflation will continue to fall in the coming
months, and annual inflation will average 9%
this year. Inflation may be expected to fall below
10% by the middle of the year, and to be around
4% by the end of the year. A large part of the fall in
inflation will come from the reference base effect,

as the baseline from a year ago used to measure
changes in prices will be higher each month, since
the majority of the rise in the price of the consumer
basket happened in the first half of last year. The
cost of the consumer basket has remained rela-
tively unchanged since August.

Weaker demand means that a lot of compa-
nies are not able to raise their prices as fast as
before. Consumption grew faster than incomes
last year, which also pushed inflation up. Increased
spending was made possible by the additional
savings accumulated during the pandemic and
the funds withdrawn from the second pension pil-
lar, but these have now mainly been spent and
there is less capacity for demand to push prices
up. Shortages of workers will however continue to
drive prices higher, as will rising wage costs. The
outlook for inflation is uneven across sectors. The
price expectations of companies have dropped
sharply in manufacturing as the ability to export
has become constrained. Only a few companies
in retail and services say they expect prices to fall
in the months ahead. There is a lot of inertia in
inflation for services, and price developments in
the service sector are most immediately shaped
by cost pressures from the labour market.

Food prices have for now passed their peak.
Prices of several agricultural products including
grain, butter and milk powder have receded from
their record levels on the European market. It still
takes time for lower commodities prices to pass
through into consumer prices, and the consumer
basket will rise in price by 13.6% this year (see
Figure 38).

Figure 38. Annual inflation of food prices
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The strong rise in energy prices will be
replaced by a fall this summer because of the
high reference base. Prices were expected to be
83 dollars a barrel for oil and 60 euros per MWh
for gas this year at the time this forecast was writ-
ten. The consumer price of electricity is forecast
this year to be set mainly by the price of the uni-

versal service (see Figure 39). Heat energy will be 3 ::2
cheaper in the second half of the year because of I',300 —

the recent fall in the gas price. Electricity network
fees and prices for water and sewerage services,
which were raised recently because of higher
energy prices, may easily come down.

Figure 39. CPI forecast for energy prices
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Box 2: The impact of lower energy prices on consumer prices

Inflation in Estonia has in recent years been among the highest in the euro area. Estonia has
stood out among the euro area countries for having broadly based inflation, as prices of food
and manufactured goods have risen strongly alongside energy prices. Inflation started to rise as
the pandemic faded, but it was given an additional boost by Russia’s invasion of Ukraine. Energy
prices have been falling since the middle of 2022 though. This box looks at how falling energy
prices may affect future developments in prices in Estonia.

Energy prices rose by 65% in Estonia last year, while the average rise in price in the countries of
the euro area was 37%. The rise in consumer prices for natural gas in Estonia in 2022 was the
steepest in the countries of the euro area at 143%. Electricity prices rose to different extents in
the countries of the euro area last year but leapt up by a very fast 98% in Estonia, while prices for
district heating rose by 50%, which was a little less than in the other Baltic states. A major factor
in this increase in prices is that energy is a larger part of the purchasing basket of Estonian con-
sumers at 16% than the average of 10% in the euro area. The larger share of energy and food in
the Estonian consumer basket meant that inflation was 3.1 percentage points higher in the fourth
quarter of 2022 and as much as 4.1 percentage points higher in November™.

The further course of energy prices will depend on several factors that are hard to predict. One
factor is the long-term structural change in the energy market that is a consequence of the dis-
appearance of the supply of fuels from Russia, environmental policy, and the need to ensure the
security of the energy supply. The share of energy originating from Russia in Estonia’s energy
use was about the same as the average in the countries of the European Union, at 22% in 2020.
Estonia was however more indirectly dependent on Russian energy supplies, as it shares a sin-
gle electricity and gas market with its neighbours.

Estonia was hit harder than many other countries were by the rise in gas prices that followed
the break with energy supplies from Russia. The rise in prices last year was probably amplified
more in Estonia than in neighbouring countries by the fear that there would not be enough gas
to supply consumers. Estonia did not have any gas storage facilities in 2022 and no guarantee
about developing a liquefied natural gas terminal. The problems of security of supply have now

10 The calculations are based on the Estonian HICP index and the euro area HICP consumer basket weighted at the
five-digit commodity code level.

27



PANK o THE ESTONIAN ECONOMY AND MONETARY POLICY ¢ 2023/1

EESTI

been eased somewhat and alternative sources of supply for natural gas have been established.
Consumer prices for gas will continue to fall in the months ahead, as consumer prices follow
price changes on the global market after a couple of months.

Heat energy should soon start to become cheaper because of the earlier fall in the prices of nat-
ural gas and waste wood. Heat energy is currently 65% more expensive than it was at the end of
2021 when prices started to rise faster. Consumption of natural gas should fall in the longer term,
as heat is being increasingly produced from waste wood and from waste incineration, gradually
weakening the link between gas and heat prices.

The price of electricity has become very volatile and hard to forecast. Alongside the market price
of electricity, particular statistical features are important in measuring electricity price inflation™.
Cheaper gas affects the market price of electricity, but this will not reach consumer prices this
year as the electricity consumer price index will be determined by the price level of the universal
electricity service in 2023. The market price of electricity has by now fallen below the price level of
the universal electricity service, and so many consumers have started to abandon the universal
electricity service. However, the consumer price index does not take such changes in consump-
tion patterns in the middle of the year into account, and so the statistics show inflation to be
higher than it actually is. Overall inflation for this year could be more than one percentage point
higher because of this, depending on how the market price of electricity develops. Consumer
prices for electricity will probably remain relatively high in the years ahead in historical terms, as
there is a major shortage of environmentally-friendly electricity generation in the Baltic states. It
takes years to create new production capacity though, and needs additional investment in elec-
tricity infrastructure.

The sharp rise in energy prices in the consumer basket has not particularly passed through into
other prices. Some 60% of annual inflation in Estonia in the fourth quarter of 2022 came from the
prices of imports'?. Some 20% of the rise in the price of the consumer basket can be attributed
mainly to higher energy prices, but 40% of the rise came principally from other import prices for
food commodities, manufactured goods and so forth. Cheaper energy will reduce the energy
costs for companies in future, and this will start to bring inflation down. Falling gas prices could
for example reduce the price of fertilisers used in agriculture, sugar and fruit.

Less than half of the inflation in the consumer basket can be attributed to domestic factors like
the use of earlier savings, rapidly rising wages and inflation expectations. Domestic production
costs, which are reflected in the GDP deflator, have caused around 20% of the prices in the con-
sumer basket to rise. The demand side price pressure, which is impacted by the output gap,
describes 9% of the price changes in the consumer basket best. Relatively expensive energy
makes Estonian companies less competitive and reduces the potential for growth in the econ-
omy, which then in turn reins back future inflation.

11 One particular feature of the statistics for Estonian consumer prices is that they do not take full account of electricity
contracts with fixed prices. Around 40-50% of electricity contracts may have had a fixed price at the start of 2022, after
which the share of contracts with fixed prices declined as some contracts ended and electricity providers stopped
offering new ones.

12 The analysis is based on estimation of a regression model where the variables were the quarterly prices of 99

item groups in the consumer basket and exogenous variables for the import prices of oil, gas and electricity, the import
deflator, the GDP deflator, and the output gap with one or two lags: log(y;:) = po + pylog (¥ieo1) + oz log(xie ) + py log(x,e_y ) + &
Within-sample recursive forecasts are compiled for each group of goods for 2019-2022 with a four-quarter horizon, and
their accuracy was compared with the accuracy of forecasts produced using the autoregressive model. The prices in the
consumer basket were linked to the exogenous variables that had the highest forecasting accuracy, which was better
than that in the autoregressive model. An additional condition was that the coefficients for the exogenous variables had to
be statistically significant.
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GENERAL GOVERNMENT
FINANCING

The budget deficit this year will be a little over
1 billion euros larger than that of last year.
There will be a leap in investment, mainly through
additional spending on defence. The growth in
general government spending will be pushed fur-
ther by a sharp rise in child and family benefit,
and by indexing of pensions and a one-off addi-
tional rise in them. Wages for general government
employees will also rise, having done so more
slowly than wages in the private sector in the past
couple of years.

The fiscal position will deteriorate this year
and revenues will grow more slowly. Revenue
growth will slow because of inflation fading and

slower growth in the tax base. Tax revenues will
at the same time be reduced by a rise in the tax-
free threshold and by the average pension being
exempted from income tax. The combined impact
of revenues and expenses will make a budget
deficit of up to 3.8% of GDP this year.

This forecast does not reflect any changes
in fiscal policy made by the new governing
coalition. The political assumptions used so far
show the general government budget deficit nar-
rowing in the coming years, but doing so slowly.
The budget deficit in 2025 will remain around 3%
of GDP. Some of the revenue and cost measures
passed this year, such as family benefits and the
rise in the tax-free threshold, will have a lasting
negative impact on the budget balance.
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