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INTRODUCTION

Activity in the global economy has increased
since the start of the year, but the outlook for
growth remains fragile. Inflation falling slowly
has led to further tightening in monetary policy, and
growth in the economy is now probably being held
back not only by the higher cost of borrowing but
also by the reduction in the fiscal stimuluses that
increased during the crises. Growth in the global
economy is forecast to be below 3% this year,
which is the lowest it has been since the great finan-
cial crisis, leaving aside the pandemic. Blockages
in supply chains that were earlier causing bottle-
necks have by now largely been resolved, but no
new wave of growth has yet taken off in global
trade. The changed geopolitical circumstances
have encouraged companies to shorten their sup-
ply chains through nearshoring, which has pushed
up inflation for manufactured goods.

The Estonian economy is doing satisfactorily
overall, though the crises have hit different
sectors quite differently. The Estonian economy
has been sliding backwards in real value added for
more than a year, but GDP at current prices has
even so increased by around 30% over two years.
A downturn in the economy generally causes
unemployment to rise and growth in wages to
slow, but the labour market has been resilient this
time and unemployment is close to 5% while wage
growth exceeds 10%. The lack of reaction in the
labour market has been possible because wages
in many sectors have still increased more slowly
than the turnover and profits of companies. The
greatest difficulties have been faced by manufac-
turing and construction, where employment has
fallen, while the number employed in the public
sector and in private sector services has risen.

Economic activity will pick up this year. Private
consumption has been modest in the first half of
the year, as it has fallen from the unsustainably
high level last year that resulted from the use of
pandemic and pension savings. Growth in con-
sumption will pick up in future as purchasing
power improves. The purchasing power of the
average wage started to decline in 2021 and then
to increase again last year, and it will have recov-
ered in 2024 and will then continue to increase in
2025. The capacity for growth in the economy will
be supported by the revitalisation of demand in
the main export markets, and weaker cost pres-
sures on export prices than before as the energy
crisis fades. The position of the Estonian economy

will improve over the year after declining for five
quarters, and so the total volume of the econ-
omy will be 1% smaller over the year as a whole.
Growth in the economy is expected to be around
3% in 2024 and 2025.

Inflation will continue its current downwards
trajectory. It was down to 11.3% in May, which is
mainly a consequence of the leap in the first half
of last year, as the consumer basket has risen in
price by around 4% over the past nine months.
Inflation will be below 5% by the end of the year
and will fall further next year to 2%. Inflation will
be drawn downwards by falling prices for energy
and the gradual pass-through of lower prices for
food commodities into retail prices. Future trans-
actions for various energy sources suggest that
their price levels will remain notably lower than
they were last year, but the changes to the sup-
ply channels for energy mean the risk remains of
an unexpected rise in price. Inflation may also be
pushed up temporarily by the rise in VAT planned
by the government.

Interest rates rising will be less of a hind-
rance to economic growth than high inflation.
Monetary policy tightening in the euro area in
order to restrain inflation will push the cost of bor-
rowing up for people and companies in Estonia,
but the additional interest costs for companies will
be around 10% of profits, and for households they
will be less than 2% of consumption spending.
Inflation remaining high would by contrast have
a much more harmful impact on both purchasing
power and the economy. Recent corporate survey
data do not point to financial capacity being an
obstacle to growth, but rather point overwhelm-
ingly to the decline in purchasing power reducing
demand. The ability to cope with loan liabilities is
also indicated by the share of bad loans remain-
ing very small.

The general government budget deficit will
widen sharply this year. Revenues will grow more
slowly this year, while spending will grow faster, as
both social benefits and the payroll for public sec-
tor employees have jumped up. The fiscal position
in the years ahead and the impact of fiscal policy
on the economy will depend on whether the fiscal
policy measures planned by the government are
enacted. Clear and precise data on the introduc-
tion of those changes were not yet available when
this forecast was written, and so they are treated
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separately in an additional scenario. Applying all
of the changes in the stability programme would
lift inflation temporarily, but would reduce long-
term price pressures by narrowing the deficit.
A lasting reduction in the budget deficit and the
reinstatement of fiscal discipline to support such
fiscal policy decisions would rein in inflation and
help to avoid general government debt and interest

expenses increasing further at a point where pres-
sure to increase current expenditures in areas like
social and healthcare costs and national defence
will only mount over time while the working age
population is shrinking. In the long term, orderly
state finances and a low debt level will support the
competitiveness and capacity for growth of the
Estonian economy.
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EESTI

THE EXTERNAL ENVIRONMENT

THE GLOBAL ECONOMY

Global economic activity has increased. The
composite index of global activity! (PMI) rose to
54.4 points in May, indicating faster growth in the
global economy for the fourth consecutive month
(see Figure 1). The global PMI rose in May to its
highest level since the end of 2021. It is mainly the
services sector that is leading the growth in global
demand, while manufacturing remains weak.
Global trade slipped into decline in the first quar-
ter of the year (see Figure 2). This reflects changes
in consumption patterns as consumers started
to spend more on tourism, leisure services, and
healthcare services after the pandemic restric-
tions were removed. Activity in manufacturing has
been modest because demand has been weak,
but the easing of tensions in supply chains has
given support to manufacturing companies this
year (see Figure 3). Economic activity has differed
across regions (see Table 1). Activity has increased
the most in Asian countries, where inflation has
not been as high and consumer purchasing power
has consequently not suffered as much. The
recovery in the Chinese economy has also sup-
ported economic activity both in the Asian region
and globally. Activity in advanced economies has
in contrast been moderate, but the extraordinarily
strong labour market has made it relatively resil-
ient to higher interest rates and to the uncertain
economic outlook. The International Monetary
Fund (IMF) estimates? that labour market tightness
has been caused by the fall in the labour partici-
pation rate after the pandemic, which has still not
recovered to its earlier level in many countries.
The pandemic pushed low-skilled workers out of

Figure 1. Purchasing Managers Indexes
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Figure 2. Yearly growth in global and euro area
trade, three-month moving average
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Table 1. GDP growth in different regions in 2018- 2023 (change, %)*

2018 2019 2020 2021 2022 2022 Q4 2gz173 2023
World 3.6 2.9 -3.1 6.0 3.4 2.8
Advanced economies 2.2 17 -4.5 5.2 27 1.3
Emerging markets and developing economies 4.5 3.7 -2.1 6.6 4.0 3.9
Euro area 1.8 1.6 -6.1 5.3 3.5 1.8(-0.1) 1.0(-0.) 0.8
United States 2.9 2.3 -2.8 5.9 241 0.9(0.6) 1.9(0.3 1.6
China 6.7 2.2 8.1 3.0 29(0.6) 4.5(2.2) 5.2
Japan 0.6 -0.4 -4.3 21 1.0 0.4(0.00 1.3(0.4) 1.3
United Kingdom 1.7 17 -1 7.6 44 0.6(0.1) 0.2(0.1) -0.3

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

1 S&P JPMorgan Global Composite PMI.

2 Labor Market Tightness in Advanced Economies, IMF Staff Discussion Notes 2022/001, IMF.
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Figure 3. Global supply chain pressure index
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the labour market and increased early retirement.
School closures and limits on childcare services
in some countries, such as the USA, made many
mothers of small children stay at home as well.
While workers have gradually returned to the
labour market, there remain shortages of them
in many sectors, and this has pushed unemploy-
ment to historically very low levels.

Global inflation has come down a little. The
rise in prices has mainly been slowed by the fall
in the prices of global commodities, which has
affected the price of energy and food. The yearly
rise in consumer prices in April was 4.9% in the
USA, 7% in the euro area, and 8.7% in the United
Kingdom. Inflation in Japan, where monetary pol-
icy still remains loose, rose to 3.5%. Yearly inflation
in April was more moderate in the larger emerg-
ing economies, where inflation and monetary
policy tightening started earlier, as it was 4.2%
in Brazil, 4.3% in Indonesia, and 4.7% in India.
However, core inflation, which excludes energy
and food prices, has mainly remained high in both
advanced and emerging economies and it has not
substantially fallen despite the tight monetary pol-
icy of central banks.

Central banks continued to raise interest
rates. High core inflation has pushed central
banks to raise interest rates further, though at a
slightly slower pace than before. The US Federal
Reserve raised interest rates by 25 basis points in
May to 5.25% and indicated that even though it
was reaching the end of the cycle of rising inter-
est rates, they would need to be kept high until

inflation pressures ease. The Bank of England and
the European Central Bank both also raised inter-
est rates by 25 basis points, though they said that
it may be necessary to raise them further in future.
Tighter financing conditions in many advanced
economies have affected real estate prices, hin-
dered investment, and reduced the growth in
bank lending.

The leaders in economic growth are China
and India. Chinese GDP grew by 4.5% over the
year in the first quarter, which was more than
markets expected. Growth in the Chinese econ-
omy has usually been driven by exports, but two
thirds of the growth now came from the recovery
in consumption after the removal of the pandemic
restrictions. This has aided growth throughout the
Asia region. Signs have recently appeared though
of Chinese economic growth proving weaker
than expected. Weakness in foreign demand
led exports to fall by 7.5% over the year in May,
while industrial production?® fell to its lowest level
of the past five months. Weak consumption is
indicated by retail sales remaining below mar-
ket expectations and growth in consumer prices
stalling. The Chinese real estate market is show-
ing signs of stabilising after a substantial fall last
year, and real estate prices in several large cities
have started to rise again. Growth in sales of new
residential property has stalled recently though
and circumstances are difficult for a lot of real
estate developers with weak balance sheets, and
so there has been no broadly based recovery in
the market. The Indian economy has successfully
defied the volatile external environment and eco-
nomic growth in India is among the fastest in the
world. Growth has been supported by increased
exports, general government spending, and
growth in consumption.

The prices of shares and bonds rose in April
and May. The focus of markets remained on infla-
tion and the monetary policy of central banks.
Initial indications that inflation was falling have
been confounded, and core inflation in the USA
and the euro area has proved more persistent
than expected. Attention in the USA focused on
the financial results of companies, which have
been satisfactory, indications that the cycle of ris-
ing interest rates is ending, and the challenge of
raising the debt ceiling, which was finally agreed
at the end of May. Despite the problems in the

3 China’s official PMI for the industrial sector.



EESTI PANK ¢« THE ESTONIAN ECONOMY AND MONETARY POLICY » 2023/2

financial sector and the challenge of the escalat-
ing national debt, volatility calmed in the US bond
markets and the interest rates on US Treasuries
peaked in March. The yields on euro area sover-
eign bonds also mainly fell. Stock markets have
generally performed positively in recent months,
as share indexes in advanced markets rose a lit-
tle, while those in developing markets did so a little
less (see Figure 4). The best results were recorded
for European shares, largely as the energy crisis
was resolved. Share indexes in Asia were affected
to some degree by the tensions around Taiwan.

Prices mainly fell in commodities markets in
May. The oil price rose sharply in April after the
unexpected news from OPEC+ that it was reduc-
ing production by a million barrels a day. OPEC
announced specifically that it was reducing pro-
duction volumes in order to keep the oil price
stable at around 80 dollars a barrel. The price of
Brent crude remained clearly below 80 dollars a
barrel in May though, as it did after the meeting of
OPEC+ in early June, when production volumes
were cut further (see Figure 5). It was expected
that the oil price would rise partly because of the
rapid growth in air travel, and partly because of
growth in demand from China, but recent data
on the Chinese economy have been worse than
markets expected, and demand has remained
modest. Russia also succeeded in selling larger
amounts of oil than previously agreed with the
OPEC+ countries at below the market price. It
was mainly exported to China and India. Energy
prices in Europe fell by 11.3% in May with the price
of natural gas taking the lead with a fall of 25.2%.
Food prices fell by 3.1%*. The largest falls in com-
modities prices were of 10% in the prices of iron
ore and zinc. Prices of non-energy commodities
were down 3.6% in May, while prices of precious
metals were down 0.5%. The gold price remained
high though at a little below 2000 dollars an
ounce, mainly because uncertainty remains about
the future and because the dollar depreciated.

THE EURO AREA

The economy of the euro area escaped from
deeper recession thanks to the increased
activity in the services sector. Euro area GDP
shrank by 0.1% in the first quarter of 2023, and

Figure 4. World stock indexes,
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Figure 5. Commodity price indexes
and the oil price
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its yearly growth was 1.0%. Quarterly growth in
German GDP was negative for the second con-
secutive quarter at -0.3%°%, while in France the
growth was 0.2%, in Italy it was 0.6% and in Spain
it was 0.5%. The economy of the euro area is cur-
rently being supported primarily by the strong
services sector. Despite the recent tensions in the
banking sector that caused temporary uncertainty
in global financial markets, survey data show that
companies in the euro area have become less
uncertain about the future®. Concerns about
access to energy have been resolved for the
time being, while fuel prices have fallen, difficul-
ties in supply chains have decreased markedly,
and inflation is falling. The composite PMI index

4 Pink Sheet Data, June 2, 2023, The World Bank.

5 This means that the economy was technically in recession.

6 The European Commission’s Economic Uncertainty Indicator (EUI).
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shows economic activity in the euro area was a
little lower in May than at the start of the year at
53.3 points’, as the increase in activity in the ser-
vices sector has not offset the weakness in the
industrial sector. Constantly increasing demand
for services such as travel services, includ-
ing air travel, has led to a substantial increase in
employment. The PMI shows that developments
have been increasingly uneven across sectors,
because while orders have been growing strongly
in the services sector, there has been an acceler-
ating fall in new orders in industry. The difference
between the performance of the services sector
and that of manufacturing is the widest it has been
in the euro area since 2009.

The industrial sector in the euro area is not
doing well. The results of the sector were affected
in the first quarter by protests and strikes against the
pension reform in France, and by the weak results
of manufacturing companies in Germany. The PMI
for the manufacturing sector was lower in May than
in April at 44.6 points, which was its lowest level for
36 months®. Industrial output in the euro area fell by
4.1% over the month in March, which was the larg-
est drop since the pandemic. The biggest fall was in
the production of capital goods?®, and industrial out-
put was down by 1.4% over the year. Blockages in
supply chains have continued to ease at the same
time though, and prices for inputs in the industrial
sector are rising more slowly. Despite this, prices
for inputs and sales prices remain high in historical
comparison. The euro area had a surplus in trade in
goods of 25.6 billion euros in March, having seen a
deficit of 20 billion euros in the same month a year
earlier. This was the second surplus in goods since
September 2021. The major contribution to the
reduction in the deficit was the fall in energy prices.
The exchange rate of the euro (NEER) strengthened
against the currencies of the euro area’s main trad-
ing partners until May, when it fell a little (see Figure
6). This meant the euro remains relatively cheaper
than it has been in recent years, which should give
a little help to exporting companies. Financing con-
ditions are more restrictive than they were in the
euro area however because monetary policy has
been tightened in response to high inflation (see
Box 1 on monetary policy). This makes companies
less willing and able to invest.

Figure 6. Trade-weighted euro exchange rate
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Figure 7. Inflation
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The confidence of euro area households is
improving, but domestic demand remains
modest. The confidence index for consumers in
the euro area is strengthening, but it still remains
weak in historical terms though, and is still below
its average. Several euro area countries offered
quite generous support for households until the
spring to compensate them for the impact of high
energy prices, but by now this support has been
withdrawn almost everywhere. This might weaken
consumer confidence a little further. At the same
time, energy prices have fallen significantly, espe-
cially the price of gas, which is very important
for households in the euro area. Consumption

7 HCOB Flash Eurozone PMI.
8 HCOB Eurozone Manufacturing PMI.

9 Such as machinery and equipment.
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Figure 8. Core inflation
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remains modest even so, and retail sales volumes
in the euro area were falling in monthly comparison
until April. Retail sales were down by 2.6% over
the year in April, indicating that domestic demand
is weak, which is a consequence of high inflation,
rising borrowing costs, and the fear that a reces-
sion is coming.

Inflation fell in the euro area. Inflation fell from
7.0% in April to 6.1% in May, which was its low-
est level since February 2022. Inflation was mainly
pulled back by the drop of 1.8% in energy prices,
while prices also rose less quickly for food, alcohol
and tobacco, and for non-energy industrial goods.
Prices in May were 7.6% higher than a year ear-
lier in Italy, 6.1% higher in Germany, 5.1% higher in
France, and only 3.2% higher in Spain (see Figure

_Fi%ure 9. Employment and unemployment
in the euro area
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7). The highest inflation in the euro area was again
in the Baltic states and Slovakia. Core inflation also
fell, dropping from 5.6% in April to 5.3% in May,
while the rise in the producer price index slowed
further to 1.0% (see Figure 8). The risks around
inflation will remain in future though, as domestic
price pressures have not particularly eased even
as overall inflation has calmed in recent months,
and core inflation remains high. The situation in
the labour market in the euro area has been good
so far. The unemployment rate fell to 6.5% in April,
and the number of people in employment in the first
quarter of this year was 0.6% higher than in the last
quarter of 2022 (see Figure 9). The performance of
the labour market and high inflation have started to
affect wages, and the rate of growth in compensa-
tion to employees has risen to a little over 5%.

Box 1: Monetary policy in the euro area

The key objective of the Eurosystem monetary 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 June forecast by the Eurosystem
foresees that inflation in the euro area will average 5.4% in 2023, and will then fall to close to 3%
in 2024 and 2.2% in 2025. This means it is still expected that inflation will remain above its target
for an extended period. To bring inflation in the euro area back to close to the target of 2% over
the medium term, the Governing Council of the European Central Bank has continued to tighten

its monetary policy.

The Governing Council raised monetary policy interest rates at its most recent meetings at a slower
pace than at its first meetings of the year. The three key interest rates were raised by 0.25 per-
centage point in both May and June. The interest rate on main refinancing operations is currently
4.0%, the marginal lending rate is 4.25%, and the deposit facility rate is 3.5% (see Figure B1.1).

10
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Figure B1.2. Eurosystem holdings under
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In its comments 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 by its assessment of the inflation outlook in light of the incoming economic and
financial data, the dynamics of underlying inflation, and the strength of monetary policy trans-
mission. However, President of the European Central Bank Christine Lagarde noted at the press
conference on 15 June that if the economy develops in line with the baseline scenario of the
Eurosystem projection, then interest rates will probably be raised again at the meeting in July.

It was decided to accelerate the reduction in

the balance sheet of the Eurosystem'. The i':ni?e”r;es,?gé‘t?’éf”m area money market
Governing Council announced in early May that

reinvestment of assets under the expanded :22&“82%2 Eﬂﬂgg:

asset purchase programme (APP) would be sy 2 month Buribor

ended from 1 July 20283. This means that from

July, the central bank will stop reinvesting the 4% P
principal repaid on the securities that have 3% .#
been bought under the APP and that are now ,1?,,]
gradually reaching maturity. Reinvestment vol- 2% ,’
umes have been reduced since March 2023 1%.11;#\\

by an average of 15 billion euros a month, 7

and partial reinvestment will continue until the 0% b
end of June''. The principal repaid on securi-

ties purchased under the pandemic emergency -1021;10 ‘ 2(;12 ‘ 2(;14 ‘ 2(;16 ‘ 2(;18 ‘ 2620 ‘ 21;22 ‘ 21;24
purchase programme (PEPP) that reach matu- giitrgg:sglrgg:;obne992.06.2023

rity will be reinvested in full until at least the end

of 2024, The total value of bonds purchased

10  The balance sheet of the Eurosystem has also shrunk because the commercial banks have repaid to the central
banks a large part of the longer-term loans that they took. The volume of longer-term refinancing operations on the
balance sheet of the Eurosystem has fallen since the start of 2022 by around a trillion euros to 1.1 trillion euros.

11 Partial reinvestments will be conducted broadly in line with current practice, meaning the remaining reinvestment
amounts will be allocated proportionally to the share of redemptions across each constituent programme of the APP.
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.

12 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 state
or one asset class may temporarily be bought in response to market conditions.

i
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under the APP and the PEPP on the balance sheet of the Eurosystem at the end of May was 4.9

trillion euros (see Figure B1.2)',

As monetary policy has been tightened, so interest rates have risen in the interbank money mar-
ket. As at 19 May 2023 the 3-month Euribor was at 3.42%, the 6-month Euribor was at 3.71%,
and the 12-month Euribor was at 3.88% (see Figure B1.3). Yearly growth in the money supply of
the euro area has slowed in the past six months, and it was 1.9% for the broad indicator M3 in
April. The yearly growth in the amount borrowed slowed in April to around 4.6% for non-financial
sector companies and 2.5% for households. The European Central Bank considers that the cap-
italisation and liquidity of the banks in the euro area remains strong.

13 Net asset purchases under the APP were ended in June 2022 and under the PEPP in March 2022,

TRADING PARTNERS

The economies of the Nordic and Baltic count-
ries performed differently in the first quarter.
Economic growth accelerated in Finland and in
Sweden, but it slowed in Latvia and Lithuania (see
Figure 10). Quarterly growth in GDP in the first
quarter was 0.2% in Finland, 0.6% in Sweden and
Latvia, and -21% in Lithuania. Corporate confi-
dence remained below its long-term average level
in all of the countries in the first quarter and in April.
The economic difficulties in the Baltic states are
above all a consequence of the weakness in man-
ufacturing. The situation is hardest in Lithuania,
where growth in the economy was sharply neg-
ative for the second quarter in a row. Quarterly
GDP in Lithuania fell broadly, as industrial output,
especially for manufacturing, was down, as was
real estate activity, retail and transport. Production
of goods in Latvia was down, and trade in goods
had a negative impact on quarterly GDP, while
services made a positive contribution to growth in
the economy. The construction industry in Latvia
is recovering though. Private consumption is weak
in both Lithuania and Latvia, as high inflation is
reducing the purchasing power of consumers.

Manufacturing was also in difficulty in the
Nordic countries, though consumer confi-
dence is improving there. Quarterly growth in
Swedish GDP was supported above all by invest-
ment in fixed assets and general government
spending. The manufacturing PMI in Sweden is
very low at 40.6 points'. Quarterly growth in GDP
in Finland was supported by private consump-
tion and by government spending. Confidence
is low in manufacturing in Finland, as it is feared
that orders and output will decline in the coming

Figure 10. Yearly growth rates of GDP
of trading partners
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months. The main worry in the Nordic countries
is the construction sector, where confidence has
been sliding rapidly since the autumn. Consumer
confidence has steadily improved in the Nordic
countries this year though, but still remains rel-
atively weaker than it has been in recent years.
High inflation and high interest rates are affect-
ing the real estate market and consumption there.
Private consumption has been quite modest in
both Sweden and Finland this year because of
the general uncertainty about the economy. Retail
sales in Sweden remain down on the year, and the
growth in borrowing by households is at a record
low level.

Exports from the Nordic and Baltic count-
ries were down in the opening months of the
year. Export volumes from Finland and Sweden
increased sharply over the month in March, largely
because of growth in exports of machinery and
equipment. Exports from Sweden have so far

14 Swedbank Manufacturing PMI, May 2023.

12



EESTI PANK ¢« THE ESTONIAN ECONOMY AND MONETARY POLICY » 2023/2

Figure 11. Yearly export growth
of trading partners
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Figure 12. Unemployment rates
of trading partners
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been the most stable among those from Estonia’s
trading partners (see Figure 11). Imports by those
trading partners have been modest, though there
was some recovery in Sweden and Finland in
March. The depreciation of the Swedish krona
against the currencies of its main trading partners
has made imports more expensive for Swedish
companies though. Exports from Latvia and
Lithuania were down in the first quarter. Exports
from Lithuania were affected most by reduced
sales of mineral fuels, mineral oils and products
distilled from them, while Latvian exports were
affected by wood and wood products.

The situation in the labour market in the
Nordic and Baltic countries is generally
good. Employment is high and unemployment
is either falling or stable. The unemployment
rate has started to rise only in Finland, where it
reached 7.9% in April. Unemployment in Latvia
was 6.4% in April, and in Sweden it was 7.5%
(see Figure 12). Lithuania’s unemployment rate
of 9% is the highest among Estonia’s export
partners, Wage growth generally slowed in the
Nordic countries, but collective wage agree-
ments in Sweden that agreed wage rises of 7.4%
will in future move it in the opposite direction.
High inflation has pushed up wages in Lithuania
and Latvia, and wage growth'® remains fast at
12-13%. The minimum wages in the two coun-
tries were also raised this year, by 24% in Latvia
and by 15% in Lithuania.

Figure 13. CPI inflation of trading partners
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Inflation is slowing as commodities prices
fall and interest rates stay high (see Figure 13).
Inflation in Latvia, which was the highest in the euro
area for a long time, is also falling, and it reached
12.3% in May. The latest data put inflation at 5.2%
in Finland, 7.7% in Sweden, and 10.7% in Lithuania,
and show that inflation in Latvia and Lithuania is
much higher than in Estonia’s other trading part-
ners. Core inflation is however falling more slowly,
and only started to come down in some countries
in January this year. Producer price inflation has
been falling for almost a year. High inflation led the
Swedish central bank to raise its base interest rate
to 8.5% in Apiril, and it has indicated that it will con-
tinue raising the rate further.

15 Growth in compensation per employee.
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THE ESTONIAN ECONOMY
ECONOMIC ACTIVITY

Estonian GDP shrank by 3.2% over the year to
the first quarter of this year in the data from
Statistics Estonia (see Figure 14), and by 0.6%
from the fourth quarter of last year adjusted sea-
sonally and for the number of working days. The
decline was broadly based across sectors and
across expenditure components, as both exports
and private consumption fell.

The contraction in the economy in the first
quarter was similar across sectors to that at
the end of 2022. A majority of sectors contracted,
but branches connected to tourism contrib-
uted growth, as did agriculture (see Figure 15).
The rapid growth in agriculture can be explained
above all by the low reference base from last year,
as value added in agriculture dropped sharply in
early 2022. It is probable that the statistics for the
sector will be revised over time, and so the figures
for the downturn in the economy in the first quar-
ter in yearly comparison may become worse.

The energy sector was responsible for quite
a large part of the downturn, which mainly
reflects the fall in competitiveness because of
the changes in energy prices. The lower price
of gas and the increased supply of non-fossil fuel
electricity are making the traditional energy sector
in Estonia less competitive. Cheaper energy ben-
efits the majority of businesses, but old electricity
power plants face reduced access to the mar-
ket in consequence, and the value added of the
energy sector falls.

Manufacturing is being held back by prob-
lems with raw materials and reduced demand
in the Nordic countries. Manufacturing out-
put dropped sharply last July when restrictions
were introduced that made it harder to import raw
materials from Russia and Belarus. These restric-
tions particularly affected the performance of the
wood processing industry. Figure 16 shows how
sales from manufacturing have fallen above all
to countries outside the euro area, while sales
to countries in the euro area and in the domestic
market have remained notably more stable.

Companies have become more pessimistic
about the future, which means that the risk
has increased of the economy being more
fragile in the coming months than was pre-
viously assumed. A large part of the contraction,

Figure 14. GDP growth
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Figure 15. Contributions to GDP growth by
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Figure 17. Economic confidence indicators
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Figure 18. Standardised survey indicators of
the business cycle
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Figure 19. Heatmap of the Estonian economy
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which is reflected in statistics for the first quar-
ter, actually happened last year, as manufacturing
output dropped sharply in July for example, and
so the economy should improve in the second half
of this year, at least in terms of its yearly growth.
Economic confidence indicators that aggregate
business expectations for the coming months (see
Figure 17) are pessimistic, and have even weak-
ened in manufacturing and construction in recent
months. The survey indicator for the recent trend
in industrial production was at its lowest level in
May since the pandemic, and the estimate of the
outlook for output in the coming months has also
fallen in recent months.

Indicators of the business cycle (see Figure 18)
point to the economy cooling. GDP has been
falling for some time, but the cyclical position of
the economy is close to its historical average,

as the economy was overheating somewhat
until only recently. An increase in the amount of
unused production capacity in manufacturing and
the generally softening labour shortages indicate
that the economy is cooling. The indicators for the
output gap based on statistical filters and based
on the production function also point to the posi-
tion of the business cycle being worse than its
average.

Overall it can be said that there has been no
turn for the better in economic activity at the
start of the second quarter, and the heatmap
(see Figure 19) is still dominated by the cool
blue shades. Confidence was weak in all sec-
tors in April and May and expectations for the
next three months do not point to any improve-
ment. Both production and consumption volumes
were down in April over the year, and the few data
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Figure 20. GDP growth and current quarter
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Figure 21. Private consumption and retail sales
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points currently available suggest that a contrac-
tion of around the same size can be expected in
the second quarter as that experienced in the first
quarter (see Figure 20).

DOMESTIC DEMAND

The downturn that started in the economy last
year, high inflation, and increasing uncertainty
all combined to reduce domestic demand at
the start of this year. The additional savings built
up during the pandemic have been exhausted and
households have been obliged to adjust their con-
sumption, while businesses are finding it hard to
make long-term decisions in a volatile economic
climate. Domestic demand was supported by the
general government, as the 2023 state budget
saw increases in both investment and final con-
sumption (see General government financing).

Consumers are now being more cautious, and
private consumption fell in the first quarter
(see Figure 21). Retail sales were 8% lower than a
year earlier, though the recovery of services man-
aged to compensate for this to some extent. The
share of services in consumption has gradually
increased, though it is still smaller than it was in
the first quarter of 2019. Data on card payments
show a large increase in people going out to eat
and drink despite the rise in prices. Sales turnover
fell particularly though in shops selling household
goods, electronics, and building and DIY goods.
Retail sales also grew extraordinarily fast at the
start of last year as the savings built up during the
pandemic or withdrawn from the second pension
pillar were spent. After this short-term spending

spree, the current retreat is more of a reversion
to the usual trend of growth. Retail sales volumes
did not fall any further in April, and remained at
the same level as in the preceding months. The
turnover for services and for purchases made
abroad increased in April more modestly than in
previous months. Overall the reduction in the vol-
ume of trade has been compensated for at least
to some extent by the recovery of services after
the pandemic, and the situation is similar in other
countries.

Lower inflation will allow the purchasing
power of households to recover gradually,
and will let them save more. The stock of house-
hold deposits has increased every month since
December. When inflation was high in summer
and autumn last year, it was only larger deposits
that grew, but in the first quarter of this year the
amount saved in smaller deposits also increased
(see Box 2).

The sharp rise in interest rates, the high costs
of owning and using property, and persis-
tently low consumer confidence have all made
households less interested at the moment in
purchasing residential property. Housing mar-
ket activity was already slowing down last year,
and there have been a fifth fewer transactions
in the market in the first four months of this year
than in the same months of last year. The fall in
the number of transactions has happened in the
secondary market, and there were actually more
new-build residences bought in the first quarter
than in the same quarter of last year. This is largely
a consequence of transactions agreed earlier, or

16



2023/2

e THE ESTONIAN ECONOMY AND MONETARY POLICY

PANK

EESTI

reservations, for which construction has only now
finished and the usage permit been received.

The downturn in the economy, the wide fluc-
tuations in commodities prices, and the
steep rise in interest rates have increased
uncertainty about the future and made it
less necessary or possible for companies to
increase their production capital. Investments
only increased in some individual sectors at the
start of the year, notably energy and real estate.
A little less, or the same amount, was invested
in other sectors than at the start of last year, and
overall gross fixed capital formation in the busi-
ness sector was smaller than in first quarter of last
year (see Figure 22).

Companies and households have maintai-
ned a cautionary stance in making decisions
about investment and borrowing because of
the uncertainty about the outlook for the eco-
nomy and the rapid rise in prices and interest
rates. Fewer loans have been taken in conse-
quence in the first half of the year. There were some
signs in the spring of some recovery in housing
loans alongside the usual seasonal increase, but
companies have been more reticent about taking
new loans in recent months than they were before
the pandemic. The assessment by companies
of financing conditions has also worsened (see
Figure 23). The ability of the banks to lend remains
strong, as they have sufficient capital, good prof-
itability and very few loan losses. Several banks
have however had to raise their interest rates
sharply on term deposits to make deposits more
attractive. The rise in Euribor has led interest rates
on loans to rise rapidly. New borrowers and those
refinancing loans have received a little relief for this
as interest margins have narrowed.

Companies bought less new inventory than
a year earlier. They built up larger inventories
in 2021 and 2022 because demand grew, they
stocked up just in case because of difficulties in
supply, and sanctions were applied to production
inputs from Russia and Belarus. This trend went
into reverse from last summer, and companies

Figure 22. Gross fixed capital formation
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Figure 23. Assessment by businesses of the
lending environment
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have rapidly reduced their inventories since then.
Stocks of raw materials and goods purchased for
sale declined in the first quarter of this year. The
need for raw materials is probably smaller because
sufficient stocks had been built up earlier, and
production volumes have fallen. Difficulties in sell-
ing goods are shown by the growth in the stock of
finished products, which is particularly apparent
in the wood industry. This branch of industry has
been affected both by reduced demand in export
markets, and by a loss of competitiveness caused
by prices for raw materials rising.

17



EESTI PANK ¢« THE ESTONIAN ECONOMY AND MONETARY POLICY » 2023/2

Box 2. The change in the stock of household deposits under
high inflation

Deposits are the main form of saving used by Estonian households, and they are around 70%
of all the liquid financial assets of households. The change in the stock of deposits indicates
whether and how much inflation has affected saving and made people use the money they had
put aside earlier to maintain their consumption habits.

Unequal accumulation of deposits and additional savings

The pandemic made households accumulate
involuntary savings for about a year and a half. Figure B2.1. Household deposits
These were further boosted from September

. [ monthly growth in deposits (left scale)
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High inflation took a larger bite out of smaller deposits

Inflation took off in spring 2022 and started to eat into household deposits, but it affected depos-
its of different sizes differently. It was smaller deposits of less than 20,000 euros that suffered

16 The data on the stock of household deposits come from the Guarantee Fund for both guaranteed and non-
guaranteed deposits, with household deposits distributed across 16 divisions. The data from the Guarantee Fund also
cover non-resident deposits and multiple deposits of a single depositor in different banks, which may distort the results.
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(see Figure B2.3). This is further shown by the growth in the number of deposits in the small-
est division of deposits, those of up to 2600 euros, showing how deposits migrated down into
groups with a lower balance range. Inflation started to push up housing-related energy costs
last year, raising prices for electricity and heating, which are a larger share of total spending for
households in lower income groups (for more on how inflation affects different income groups,
see the Estonian Economy and Monetary Policy 2/2022").

Figure B2.3. Quarterly change in the stock and number of deposits by deposit groups
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In the past two quarters the total stock of household deposits has increased, and in the first quar-
ter of 2023 it increased for all ranges. The change in the number of deposits also points to an
increase in smaller deposits (see Figure B2.3), as the number of deposits in the smallest range fell
in the first quarter while the number in the next range rose. The growth in the stock of deposits in
the past five months can also be seen from Estonian residents alone, meaning that the growth is
not being driven by foreigners, whose deposits are generally in the higher ranges'®.

One explanation for the rapid growth in deposits in the first quarter is the timing of income tax
rebates, as a larger amount in rebates was received in March than in the previous three years,
and that boosted the stock of deposits at the end of the quarter.

Equally, it may be that a turning point has been passed. The purchasing power of the average
wage stopped falling at the end of last year, and lower inflation has made it less necessary to use
savings to cover everyday expenses. This means that even the income groups who had to tap
into their savings because of inflation have again become better able to save.

17  https://haldus.eestipank.ee/sites/default/files/publications/2022/06/RPM 2 2022 eng.pdf

18 The average deposit held by a foreign resident is around 18,000 euros, while that of a resident of Estonia is 4000
euros.

EXTERNAL BALANCE AND
COMPETITIVENESS

The drop in demand in export markets,
problems in accessing raw inputs, and the
continuing increase in production costs
reduced foreign trade volumes in the first
quarter. Exports and imports of goods and
services were 7.1% less at constant prices in

the first quarter of 2023 than a year previously.
Exports of goods and services fell by 6.9% and
imports by 7.3%.

The weakness in exports came from the poor per-
formance of manufacturing, where sales volumes
fell broadly. The turnover of exports in manufac-
turing continued to suffer setbacks in the first
quarter, as exports from most of the large groups
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of goods were less than they were in the previ-
ous year (see Figure 24). The picture varied across
sectors. Exports from the wood sector are ham-
pered by weak demand in the main markets of
Scandinavia and by problems with the supply of
raw materials that started in the second half of
last year because of Russia’s war in Ukraine. The
metal industry is also confronted by similar difficul-
ties. The only increase in exports in the first three
months of the year was in agriculture and food
goods and at businesses handling machinery and
equipment.

Imports of goods fell not only because imports
of mineral fuels declined, but also because
there was a reduced need for inputs. The three
main reasons for this were that businesses have
earlier built up large inventories, domestic con-
sumption is lower, and demand from abroad is

weak. All these factors reduce the need to import
goods. The turnover of imports of unprocessed
wood and metals was down, as was that of manu-
factured goods. Imports of mineral fuels have
been affected by the sanctions on them since
the end of last year, meaning the fall in imports of
goods in early 2023 was largely due to the reduc-
tion in imports of mineral fuels. The turnover of
imports was also affected by a fall in the price of
energy and fuels. Both the volume and the value
of imports of services were also down in the first
quarter.

Services exports were still continuing to
increase in the first quarter but were doing
so more slowly than in the previous quarter.
Sales volumes of services were 2.5% more than
at the same time a year earlier, and the balance of
payments data show the growth at current prices

20



EESTI PANK ¢« THE ESTONIAN ECONOMY AND MONETARY POLICY » 2023/2

Figure 26. The current account
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Figure 27. Export and import price indexes
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at 14.6%. Exports of services saw broadly based
growth in the first quarter, as exports of almost
all the main groups of services other than main-
tenance and repair services increased. Exports of
other business services, and telecommunications,
computer and information services made the larg-
est contribution, and exports of travel services
have also recovered (see Figure 25).

The current account was in surplus in the
first quarter by 0.3% of GDP. The surplus on
the services account gave support to the current
account, while the deficit on the goods account
was smaller than in the previous quarter (see
Figure 26).

The exporting sector is facing heavy pres-
sure from competition. Prices in commodities
markets have been lower than a year earlier since
the start of this year, which makes it cheaper for
producers to buy in production inputs. Pressure
still remains on the sales prices of products, as
weak demand leaves exporters with a lack of
room to move in price negotiations. Import and
export prices have generally moved in relative
synchronicity, but in April export prices rose by
5%, while import prices rose by a more modest
2% (see Figure 27). Export prices in manufactur-
ing rose by 7.4% in April, while import prices rose
by 4.3%. Import prices have started rising more
slowly in most branches of manufacturing, and
they actually fell in wood processing and metal
production in March and April.

The continuing uncertainty in the economy
is keeping the expectations of businesses
pessimistic. Assessments of competitiveness

Figure 28. Assessment by businesses of their
competitive position in foreign markets

inside the EU
outside the EU
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Source: Estonian Institute of Economic Research

remained low in the second quarter and the vol-
ume of export orders for the coming months is
similar to what it was at the start of the year (see
Figure 28).

THE LABOUR MARKET

The labour market was doing well in the first
quarter of 2023 and at the start of the second
given the contraction in the economy. Data
from the labour force survey show that employ-
ment in Estonia was up by 5% over the year in
the first quarter. Data from the Tax and Customs
Board show the number declared as receiving a
wage under an employment contract rising by 1%
in the first quarter and remaining at a very high
level (see Figure 29). Employment was stable from
January to April. The estimates of the labour force
survey for employment are mainly high because
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Figure 29. Yearly growth in employment at
Estonian companies and institutions, seasonally
adjusted
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of statistical issues with how they account for ref-
ugees'®. The labour force survey shows major
structural changes happening in the Estonian
labour market. The share of waged employees
among those in employment is falling, while the
share of part-time workers is increasing and that
of Estonian residents working abroad is decreas-
ing. These changes may be a consequence of the
business cycle or of lasting structural changes.

The labour supply has increased a lot. Data
show that the working age population increased
by 2.7% in 2022, mainly through the arrival of ref-
ugees from the war in Ukraine. The number of
those receiving temporary protection as refugees
continued to rise in the first quarter of this year, but
more slowly than it did in the second half of last
year. The amount of labour was also increased by
a rise in the labour force participation rate of the
local population, which rose from 71.1% in 2021 to
73.3% in 2022 and the first quarter of 2023. The
strong growth in the labour force in Estonia made
it easier than before to find new workers to hire,
and eased the upwards pressure on wages.

The impact of the downturn in the economy
was revealed in the employment trends in the
industrial sector. Employment continued to fall in
manufacturing, especially in wood and metal pro-
cessing. Employment also fell in the first quarter
of 2023 in transport and construction (see Figure
30). Employment in the services sector increased
in branches of the public sector, while the growth
in the private sector slowed.

Figure 31. Employment expectations,
standardised
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The expectations of companies for further
movements in employment three months
ahead were more pessimistic than their long-
term average (see Figure 31). The number of jobs
added to the Té6tukassa database was 31% lower
in the first four months of 2023 than it was in those
months of 2022, but no lower than it was in the
fourth quarter of 2022.

The labour force survey shows that the
unemployment rate was very low in the first
quarter of 2023 at 5.3%, though this figure
did not cover the refugees who had entered
the labour market (see Figure 32). Data from
Eurostat show the unemployment rate aver-
aging 6.1% in March, April and May 2023. The

19  The probability of working estimated from the labour force survey is applied to the whole working age population in Estonia,
which increased in 2023 as Ukrainian refugees from the war were added. The refugees were not surveyed, as their probability of

working is lower than that of locals.
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Figure 32. Unemployment
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number registered as unemployed rose through-
out 2022 as Ukrainian refugees were added,
and as the number of unemployed local resi-
dents rose in the second half of the year. The
seasonally adjusted number of registered unem-
ployed peaked in January 2023, and started to
fall from February. The number becoming newly
unemployed because of redundancies has also
slowed, but they are still notably more numerous
than usual.

The perception of labour shortages was
below its historical average level at the end
of 2022 and in early 2023 in manufacturing
and construction, and it was also down in
the service sector (see Figure 33). This partly
reflects the cyclical weakening of demand for
labour, though the increased supply of labour
may also be playing a role.

The average wage rose by 13.1% in the first
quarter of 2023, and real wages increased in
quarterly terms for the second consecutive
quarter (see Figure 34). Wage growth acceler-
ated at the start of the year in the public sector,
as minimum wages for several jobs leapt up, with
wages for teachers, police officers and rescue
board staff rising by more than 20% for example.
Wage agreements for the healthcare sector will
come into force in the second quarter of the year,
raising the minimum hourly wage by 20% as well.
Wage growth in general was accelerated by the
rise in consumer prices, which is passed over time
into wages. The weakness in the economy means

Figure 34. Yearly change in average wages
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that less of the rise is being passed through than
would be the case in more stable times.

Large wage rises in 2022 were in line with the
growth in value added at current prices and so
the payroll did not increase as a share of GDP,
but this was no longer so in the first quarter
of 2023. Labour costs in the economy rose faster
than business income, and the real unit labour
cost rose by around 5% (see Figure 35). The quar-
terly growth in labour costs has been even faster
than that in value added. Jobs were preserved
in 2022 despite the downturn in the economy as
companies were able to maintain their profits, but
the rapid growth in labour costs is reducing cor-
porate revenues and encouraging businesses to
optimise production and cut jobs.
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Figure 35. Growth in unit labour cost
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Figure 36. CPI growth
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PRICES

Inflation peaked last August and then started
to come down. It was still 11.3% over the year
in May this year though. The main drop in infla-
tion has been in energy prices over the year, but
inflation remains high for food products and for
services (see Figure 36).

Prices for natural gas and motor fuels fell in
May, and the market price for natural gas is by
now back where it was in the middle of 2021.
Consumer prices for electricity were 30% higher
than they were last year, and heat prices were 11%
higher. One reason for this is that the compen-
sation paid by the government for energy prices
ended. A lot of customers are still buying electric-
ity at the price of the universal service, though the
market price for electricity has been substantially
lower this year than the universal service price
(see Figure 37).

Price pressures could be seen to be weaker
in the producer prices for food commodi-
ties and food products, but not particularly in
consumer prices. Prices of cereals have come
down since the end of last year in the European
Union market, as have farm-gate prices for milk.
Merchants have not yet noticeably adjusted their
retail prices even though demand for food prod-
ucts is down 8% on the year.

Figure 37. Electricity exchange prices
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High core inflation reflects the price pressu-
res that come above all from higher wages,
though also from demand for goods. Service
price inflation accelerated to 11.5% in May as
medical services and public transport in particu-
lar rose in price. Rising prices for services are
driven to a large extent by labour costs, and wage
growth has remained strong despite the downturn
in the economy (see Box 3 on the role of wage
costs and profits in price rises). Inflation has grad-
ually slowed for cars among manufactured goods
as the problems in supply chains have eased,
though the rise in interest rates is having an ever-
increasing impact.
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Box 3: The decomposition of inflation across wages and
profits

Inflation has been high in the economy over the past year and corporate profits have grown in
consequence. Prices of inputs becoming rapidly higher might suggest that companies do not
pass the whole price rise into the prices of their products, as competition in the market makes it
hard to raise prices. The goods on sale in a shop becoming more expensive does not mean that
the cost to the shop of providing the service has risen in price by the same amount. A kilogram
of bananas costing more does not automatically raise the wage of the shop assistant, or the rent
of the shop premises.

The data indicate though that profits have grown in most sectors at the same rate, or even faster,
than the costs of inputs have. Operating surplus and mixed income, which is the most general
indicator of profits in the economy, was 42% larger in 2022 than it was in 2019 before the pan-
demic. Labour income together with taxes increased by 28% at the same time, and the cost of
inputs used in operations, or intermediate consumption, rose by 40%. This box analyses how
much of the inflation in recent years has come from the growth in profit per unit of output.

Relating profit to turnover very probably underestimates its role in inflation. The problem is that
the input for one company is the output of another, and so in a rise in the prices of inputs already
contains the higher labour costs of other companies and the growth in their profit. It is important
to analyse how profits have increased across the different stages of the whole value chain, and
input-output tables can be used for this.

The analysis can explain how much of inflation is paid as higher wages, how much comes from
the increased costs of imported goods, and how much comes from the growth in corporate
profits. Using input-output tables for the whole
world would make it possible to decompose all

of inflation into profits and wage income. This Figure B3.1. Sources of inflation
analysis uses input-output tables for Estonia I other, pp
i i [ profits, pp
and so the part of inflation that does not come I Hoprosiaion. pp
] ia i [ labour income, pp
from local profits and labour costs is imported orivate consumbtion inflation, %

inflation, which is the profit or labour costs of 20
some foreign company.

The analysis finds that the majority of the rise

in consumer prices in 2021 came from growth ~ '°

in corporate profits and that in 2022, when /
inflation was particularly high, the growth in cor-

porate capital income? accounted for around 0

40% of inflation (see Figure B3.1). Figure B3.1
analyses the growth in the private consumption
deflator, which is the consumer price index that
is closest to the statistics used in the national
accounts?',

-5
2016 2017 2018 2019 2020 2021 2022

Source: Eesti Pank

20 Capital income can be divided into two components of profit and depreciation. The statistics of the national
accounts calculate depreciation as the replacement cost of capital, which rises together with general inflation. Corporate
accounts, which consider acquisition cost, generally record a similar effect as profits.

21 The private consumption deflator rose more slowly than consumer price inflation last year, as the consumer basket
used to calculate it is broader than that used for calculating the consumer price index. There are also differences in

how frequently the two price indexes change their weights. The consumer price index is calculated using weights for
the average of the year, while the private consumption deflator changes its weights every quarter. Energy prices rose
particularly high at the end of summer 2022, when actual energy consumption was low. That rise in price probably lifted
the consumer price index more than the private consumption deflator, which takes account of the seasonal nature of
consumption.
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Profits playing a large role in inflation is usually an indicator of imperfections in the market,
because competition should bring prices down. It takes time for new companies to enter the
market though, as the Estonian market is small and competition not necessarily as tight as in
larger countries. When inflation is high, it is difficult for consumers to understand what a reason-
able price for a product is, making it easier for companies to raise their prices.

The confusion caused by high inflation is probably one of the main reasons why inflation has
become so broadly based. Inflation has probably also been facilitated in recent years by house-
holds having a lot of savings that they have been able to use to fund consumption. This should
have changed by now, making households more reluctant to accept price rises in the future.

The largest part of the growth in profits in connection to inflation came in the past two years in
the energy sector. Higher energy prices passed through the supply chain into the prices of many
other products. Energy rose in price though because of inflation in the global market, and the
growth in profits of energy companies was in its own way automatic. If the price of energy on the
global market falls, it will probably put this process into reverse.

The calculation uses the most recent input-output table, which is from 2015, so the structure
of the economy in the calculations is essentially anchored to that year. The annual data on the
components of GDP that have been used in the calculations have also been used to update the
table. The input-output table is presented by product, and so the calculation uses the simplifying
assumption that the input-output connections of sectors correspond to the input-output connec-

tions of the main products of sectors.

GENERAL GOVERNMENT
FINANCING

The yearly growth in tax revenues has been
slower than it was last year. The growth in tax
revenues was supported in the first four months
of the year by receipts of labour taxes, espe-
cially social tax (see Figure 38). Social tax receipts
were 12.5% more in the first quarter than a year
earlier, and 12.8% more in April, and receipts of
labour taxes increased with support from rapid
wage growth. The growth in tax revenues is being
restrained more than it was last year by the slower
growth in consumption tax receipts, which reflects
weaker private consumption in the first quarter
and falling inflation (see Box 4 on how inflation
affects the budget balance). Receipts of value
added tax in the general government budget were
9.9% higher in the first quarter than a year earlier,
while excise receipts were 5.5% lower. The yearly
growth in VAT receipts slowed in April to 5.7% as
the turnover of retail sales fell. When inflation was
very high in first half of last year, the receipts of
VAT were up by a fifth over the year.

General government spending on invest-
ment was more than a fifth larger in the first
quarter than it was a year earlier. General gov-
ernment investment accounting for inflation was

Figure 38. Tax receipts*®
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17.5% larger in the first quarter than a year ear-
lier. Investment increased as general government
spending oninvestment in construction, which had
been weak for long time, started to grow strongly
in the first quarter. Investment in intangible fixed
assets also continued to grow. The biggest con-
tributions among general government functions to
the yearly growth in spending on investment came
from the increased investment in national defence
and the economy.
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Initial data show faster yearly growth in gene-
ral government current spending, which was
driven by rapid growth in wages for general
government employees. Data from Statistics
Estonia show that compensation to general gov-
ernment employees was 16.3% up on a year earlier
in the first quarter. The biggest part in the rapid
increase in labour costs came from the sharp rise

in wages for teachers and for police officers and
rescue board staff. The preliminary data show
slower yearly growth in social benefits paid out.
Less was paid in sickness benefit than a year ear-
lier, but the rise in child and family support from
the start of this year and an extraordinary rise in
pensions increased the amount paid out in those
benefits over a year earlier.

Box 4. The impact of unexpected inflation on the budget

balance

Exceptionally high inflation last year meant that greater attention was again paid by various insti-
tutions and economists to how inflation impacts state finances and the budget balance. To avoid
the changes caused by inflation to the fiscal position overshadowing the actual position of the
state finances, it is important to understand how inflation affects those finances. It is generally
considered that unexpected inflation will improve the budget balance over a short period.

High inflation meant that the budget deficits in most of the countries of the euro area and the
European Union were much smaller in 2022 than they were in 2021, and in most cases smaller
than was expected at the end of 202122, The improvement came even though states provided
various support measures to help their residents and businesses to cope with the consequences
of inflation. Spending on measures to compensate for inflation in 2022 averaged around 2% of
GDP across the euro area on average?®. The figure in 2021 was only around 0.2% of GDP.

The budget deficit in Estonia was also smaller than forecast. The Ministry of Finance forecast
when the state budget was written that the general government budget deficit in 2022 would be
2.2% of GDP, and inflation would be 3.7%. The December forecast 2021 by Eesti Pank expected
inflation to reach 6.9% in 2022, and the budget deficit to be 2.0% of GDP. The war started by
Russia against Ukraine in February 2022 caused unexpected costs, and the supplementary
budget passed in May 2022 foresaw a budget deficit of 5.6% of GDP and inflation of 12.7%.
Inflation actually turned out to be 19.4% in 2022, while the budget deficit was only 0.9% of GDP.

Analysis published recently in the Eesti Pank working paper series® of 12 countries in the euro
area in 1999-2021 found that inflation being one percentage point higher improved the fiscal bal-
ance by 0.67 percentage point of GDP. Analysis published by the International Monetary Fund
(IMF)?® equally found that high inflation improves the budget balance over a short period. It found
from quarterly data from 28 advanced economies in 1999-2019 that a rise of one percentage
point in inflation improves the budget balance over a short period by 0.5 percentage point of
GDP. The effect lasts for only a couple of quarters, after which the effect of the inflation shock

disappears.

The tax revenues of a state increase when there is unexpected and high inflation, while its
expenditures are limited for a short time by the budget for the year, as social transfers and public
sector wages are generally adjusted after some delay and only in the next fiscal year. If prices rise

22  Comparing the forecast for 2022 made by the European Commission in autumn 2021 and the actual results for

2022.

23 Bankowski, Krzysztof, Othman Bouabdallah, Cristina Checherita-Westphal, Maximilian Freier, Pascal Jacquinot and
Philip Muggenthaler (2023): Fiscal Policy and high inflation, ECB Economic Bulletin 2/2023.

24 Staehr, Karsten, Olegs Tkacevs and Katri Urke (2023): Fiscal Performance under Inflation and Inflation Surprises:
Evidence from Fiscal Reaction Functions for the Euro Area, Eesti Pank working papers 3/2023.

25 Garcia-Macia, Daniel (2023): The Effects of Inflation on Public Finances IMF Working Paper 2023/93, International

Monetary Fund, Washington, DC.
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fast and people do not change their consumption habits particularly, consumption taxes bring
more revenues into the budget. High inflation can also be passed through into wages, increasing
receipts of labour taxes.

Staehr et al. (2023) find that inflation improves the budget balance for the same year since reve-
nues increase as a ratio to GDP while costs diminish. High inflation brings larger revenues from
income tax and indirect taxation on the income side, while the growth in expenditures remains
slower throughout the year, and so expenses decrease as a ratio to GDP. Garcia-Macia (2023)
finds in contrast that inflation only improves the fiscal balance by reducing costs as a ratio to
GDP. State spending remains at about the same level as before in the quarters following an infla-
tion shock, while GDP grows fast. Public sector wages and social transfers are found to remain
clearly unchanged over the short term, but automatic or de facto indexing brings the real value
of wages and social benefits back to their previous level over time.

Inflation in advanced economies was quite low for much of the period analysed in both Staehr
et al. (2023) and Garcia-Macia (2023) and so their results are not necessarily directly applicable
to periods of extremely high inflation. How inflation affects state finances may also depend on its
origin, and whether it is an external supply-side price shock, such as a sudden leap in energy
prices, or a domestic price shock. External supply-side price shocks may have a substantially
smaller and shorter-lived positive impact on the budget balance. The analysis by Garcia-Macia
(20283) considers the impact of a rise in imported inflation, which also explains why the results
indicate inflation improving the fiscal position for only a very short time.

[t can generally be argued then that the budget deficits in many European Union countries,
including Estonia, proving smaller than expected last year may largely be a consequence of
unexpected high inflation. The positive impact of high inflation on the fiscal balance was only
short lived though.
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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 informa-
tion received since the forecast published in March 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 31 May 2023 have been taken into account. The forecast assumptions for the external environ-
ment, including main trading partners, have also been updated as at 26 May 2023. This forecast reflects
the scenario considered the most likely, but the geopoalitical 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 baseline scenario in this forecast does not consider the changes to fiscal policy planned by the
government or their impact on the economy, as there was no clear and certain information about those
policies being passed at the time that this forecast was produced. An impact analysis using the assump-
tion that the legislative changes will be applied at the times and in the form foreseen in the coalition

agreement is presented in the additional scenario in Box 6.

THE INTERNATIONAL ECONOMIC
ENVIRONMENT

The outlook for the global economy is fra-
gile. The year started a little more positively for
the global economy than was expected, but the
outlook is still poor and there are many risks
threatening it. The IMF forecasts that the global
economy will grow by 2.8% this year and that
growth will increase to 3% next year. The out-
look for the global economy is affected by tighter
monetary policy, Russia’s war in Ukraine and its
economic impact, and greater uncertainty than
usual about the future. The short-term outlook for
economic growth is weaker in Europe, the USA
and Latin America. The global economy will mainly
grow with support from countries in Asia, as infla-
tion pressures there have been weaker. Increased
growth in the Chinese economy after the removal
of the pandemic restrictions is expected to
improve the opportunities for growth of the whole
region, but the most recent data show problems
building up in the industrial sector in China.

Inflation around the world will continue to
fall this year. Headline inflation has continued
to come down, but core inflation®® has proved
more persistent than expected, as the labour
market has been extraordinarily strong and the
full impact of central banks raising interest rates
sharply has not yet materialised. Interest rates are
consequently expected to remain high until it is
certain that upwards price pressures are dissipat-
ing. The tight monetary policy of central banks will

increasingly restrict the growth in demand over
time, and so reduce inflation. The IMF estimates
that inflation will remain higher than usual this year
in both advanced and emerging economies, but
will continue to fall in 2024.

The economy in the euro area has proved
resilient to crises, and economic activity is
gradually increasing. The euro area economy is
now primarily supported by the service sector, as
demand for various services started to increase
strongly after the pandemic faded. Demand for
travel services for example has already returned
to where it was before the pandemic. Recovering
purchasing power will give broad support to the
economy, but rising interest rates and tighter
lending conditions will work against this. Headline
inflation, which had reduced purchasing power,
has slowed, but core inflation, which is more indic-
ative of domestic price pressures, remains high.
The latest forecast from the European Central
Bank expects inflation in the euro area to return to
its target of 2% in 2025%". Unemployment remains
at record low levels in the euro area and labour
shortages give workers a stronger position in
wage negotiations, which will keep wage growth,
and consequently the inflation caused by cost
pressures, fairly high in the near future.

The performance of Estonia’s main export
markets will be weak this year. Demand has
been modest in Estonia’s main trading partners
in first half of the year, and recessions are fore-
cast in Sweden, Lithuania and Finland this year.

26 Inflation in the consumer basket without food and energy.

27  https://www.ecb.europa.eu/pub/projections/html/ecb.projections202306_eurosystemstaff~6625228e9f.en.html.
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Table 2. External assumptions in the forecast

March 2023 projection
2022 2023 2024 2025 2023 2024 2025
Foreign demand growth (%)* 5.9 0.5 3.1 3.2 1.5 2.9 3.5
Oil price (USD/barrel) 103.7 78.0 72.6 70.4 82.6 77.8 73.9
Interest rate (three-month EURIBOR, %) 0.3 3.4 3.4 2.9 3.3 3.3 2.8
USD/EUR exchange rate 1.054 1.084 1.086 1.086 1.077 1.077 1.077

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

Source: European Central Bank

Supply problems have eased around the globe and
demand is improving, which has helped confidence
recover to some extent in Europe and more nar-
rowly in Estonia’s main trading partners. This has
been aided by inflation falling and the expectation
that it will continue to do so. The unemployment
rate in the main destinations for Estonia’s exports
will remain stable this year, or may rise a little.
Demand for exports from Estonia will increase in
the main target markets by 0.5% this year and by a
little over 3% in the next two years (see Table 2 for
the external assumptions in the forecast).

ECONOMIC GROWTH

The Estonian economy is adjusting to the
impact of the recent crises. Growth in the
Estonian economy is being shaped most by such
consequences of Russia’s attack on Ukraine
as the energy crisis, increased uncertainty and
changes in supply chains, and by adjustment of
consumption and tighter monetary policy, and the
recovery of purchasing power in both the domes-
tic and foreign markets.

Table 3.Economic forecast by key indicators*

2021 2022 2023 2024 2025

Nominal GDP (EUR billion) 31.35 36.11 39.31 41.84 44.20
GDP volume** 8.0 -1.0 -1.0 2.8 0
Private consumption expenditures * 6.9 2.5 -2.0 3.2 5.0
Government consumption expenditures 3.9 -0.1 3.9 14 -0.6
Gross fixed capital formation 7.4 -12.9 -3.9 2.6 4.9
Exports 20.0 4.7 -1.9 4.2 3.3
Imports 21.3 5.9 -6.1 1.4 3.8
Output gap (% of potential GDP) 3.3 041 -3.4 -2.6 -1.3
CPI 4.6 19.4 9.1 2.0 2.0
HICP 4.5 19.4 9.4 2.3 2.2
GDP deflator 5.8 16.4 9.9 3.5 2.0
Unemployment rate (% of the labour force) 6.2 5.5 6.5 6.9 6.0
Employment**** 041 4.6 2.4 -1.4 1.1
Average gross wage (EUR) 1473 1645 1832 1956 2075
Average gross wage growth 6.6 11.6 11.4 6.8 6.1
GDP per employee 7.9 -5.4 -3.2 4.3 2.4
Current account (% of GDP) -1.8 -2.2 1.0 1.2 0.3
Budget balance (% of GDP) -2.4 -0.9 -3.4 -3.41 -2.4

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

Kkk

Sources: Statistics Estonia, Eesti Pank

including NPISH, **** employment by domestic production units.
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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 9.1 2.0 2.0

Eesti Pank 8.0 -1.0 -1.0 2.8 3.5 4.5 19.4* 94* 23* oo*
Ministry of Finance 80 13 15 30 25 P A R P
European Commission 8.0 -1.3 -0.4 3.1 4.5* 19.4* 9.2 28"

IMF 8.0 -1.3 -1.2 3.2 3.6 4.5% 19.4* 9.7* 41*  3.5*
OECD 8.0 -1.1 -1.3 3.2 4.5% 19.4* 9.2* 3.4*
Consensus Economics 8.0 06 -0.6 3.0 4.7 19.6 9.1 3.3
Luminor 8.0 -1 0.0 4.0 4.7 19.4 9.0 0.0

SEB 8.0 1.3 -04 2.5 4.5% 19.4% 9.0*  4.0"
Swedbank 8.0 1.3 -0.8 2.3 4.6 19.4 10.2 4.2

*HICP

Sources: Eesti Pank, June forecast, 20.06.2023; MoF, Spring 2023 forecast, 06.04.2023; European Commission, Euro-
pean Economic Forecast. Spring 2023, 15.05.2023; IMF, WEO, April 2023, 11.04.2023; OECD, Economic Outlook, June
2023, 07.06.2023; Consensus Economics, Eastern Europe Consensus Forecasts, May 2023, 15.05.2023; Luminor forecast,
15.03.2023; SEB, Nordic Outlook, May 2023, 03.05.2023; Swedbank Economic Outlook 25.04.2023

The impact on the economy of Russia’s war
is being felt primarily through higher energy
prices and changes in supply chains. One
consequence of it was a sharp drop in industrial
production in summer 2022. Retail sales volumes
then dropped in the fourth quarter of last year, and
growth in Estonia’s economy will strengthen in the
second half of this year as those two factors exit
the reference base. Tighter monetary policy will
restrain the growth in the economy at the same
time though. The Estonian economy is expected to
shrink by 1% this year, because although growth
will increase during the year, GDP will be increas-
ing from a much lower base than the average of last
year. The economy is expected to grow by 2.8% in
2024 and 3.5% in 2025 (see key indicators for the
forecast in Table 3 and comparison with forecasts
by other institutions in Table 4).

The potential for growth in the economy is
weaker than it was a few years ago. This is
partly because of changes in supply chains, chiefly
the loss of cheap raw materials from the East and
subsequent loss of competitiveness in some sec-
tors like wood and metal production, and transport
and storage. At the same time, production in Estonia
has become sharply more expensive in recent
years, causing a loss of market share in export mar-
kets and so of potential output in the economy.

Output volumes in Estonia are below their
long-term potential level, and will remain so

for the next two years. Some sectors that suf-
fered most from the changes in supply chains,
including transportation and storage, may have
lost their production capacity for a long time. At
the same time, there are branches that also got
hit hard, but where demand for output should
increase substantially in the coming years and
the drop will be temporary. The green transition
and construction work in Ukraine will probably
both increase demand for building materials and
modular houses, and this then means that at least
some of the problems facing the industrial sector
should pass, and the underutilisation of produc-
tion resources will end.

The recent downturn in the economy has
had a limited impact on the labour market in
Estonia, like in many other countries. Structural
labour shortages and expectations of an improve-
ment in the economy have encouraged employers
to keep their workers on the payroll, especially
when sales turnover has increased despite the drop
in output, and as profits have increased in most
sectors. The cost of increasing labour costs will be
harder to pass on in future into output prices, which
will push companies to bring their staffing numbers
into better alignment with output volumes. This will
cause some decline in employment, and unemploy-
ment will rise to almost 7% by 20242,

The strong growth in the labour supply will
slow. The number of people of working age

28 One consideration in the employment forecast is that the labour force survey overestimated employment in early 2023, as the
survey did not cover refugees from the war in Ukraine, who have a lower employment rate than local residents. The employment
rate of local residents was extended to refugees, showing total employment to be higher than it actually was. The survey will start
to cover refugees from the war in the second half of the year, aligning the employment statistics better with the actual state of the

labour market.
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increased by 2.7% in early 2023 with the arrival of
refugees from the war, and will rise a further 0.7%
in 2024. This has eased the pressure on compa-
nies to increase wage costs and has supported
employment. The number of people of working
age will in future fall gently, as migration will not
fully offset the natural decline in the size of the
population. The labour force participation rate is
already at a historically very high level and it will be
hard to raise it any further, so the increase in the
participation rate will slow (see Box 5 on the fore-
cast for the participation rate).

Inflation passing through into wages and col-
lective wage agreements will keep wages
growing fast this year. \Wage rises in the public
sector will be generous in 2023, as public-sector
wage growth lagged that in the private sector dur-
ing the crises. Expectations of employees for wage
rises in the private sector will be shaped by rap-
idly rising consumer prices, and the share of labour
costs in value added willincrease. Although the level
of wages in manufacturing in Estonia will still be far
below those in the Nordic countries and Western
Europe, the rapid growth in wage costs could still
make Estonian companies less competitive.

The purchasing power of households will imp-
rove. The purchasing power of the average wage
has been rising again since the fourth quarter of
last year. The stock of household deposits has
also been increasing since the end of last year,
and there was also an increase in the first quar-
ter of 2023 in smaller deposits. This indicates that
inflation is no longer eating into purchasing power
as harshly as it was last autumn, and that the abil-
ity to save has improved. As wages continue to
rise and inflation to fall, the purchasing power of
the average wage will also continue to recover,
and it will return to where it was before the down-
turn by the end of 20242°,

The improving economic environment and
weakening price pressures are supporting

corporate investment. The downturn has not
yet caused any sharp drop in corporate invest-
ment, though the high level of uncertainty, the
recent sharp rise in energy prices, and continuing
labour shortages have squeezed investment plans.
Corporate investment activity is expected to grow
as those obstacles weaken. The amount of corpo-
rate investment is at the same time being squeezed
by higher interest rates than before, which cause
a reduction in the share of investment in the econ-
omy if all else remains equal.

Demand is low in the housing market, and
few 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. Housing construc-
tion volumes will increase in the coming years,
but higher borrowing costs mean they will do so
sluggishly.

Demand for credit will grow in the second
half of the year as market expectations
indicate that interest rates will not rise
much further, while growth will recover
in the economy and people’s incomes will
increase. Borrowing should be supported by
the share of debt liabilities at Estonian compa-
nies being relatively low, which means that as
demand recovers, those companies will be eas-
ily able to borrow to finance their activities and
investments. Several banks would be happy
to see their loan portfolios grow quite quickly,
which means that access to loans will be main-
tained. Unlike those in many other countries of
the euro area, the banks in Estonia do not face
any substantial supply-side restrictions on their
ability to lend. Interest rates being higher than
before means though that the growth in credit
will be generally modest.

29 The point when purchasing power recovers has been brought closer than in earlier forecasts, partly because Statistics
Estonia changed its method of calculating the average wage, which retrospectively raised the growth in the average gross wage in
2022 (https://www.stat.ee/en/news/changes-methodology-average-wages-and-salaries-updated-31052023).

The labour force participation rate in Estonia, which is currently one of the highest in Europe, has
been moving upwards for the past 20 years. The increase in labour force participation eased the
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decline in the supply of labour as the number of people of working age fell, and even caused the
labour supply to increase in 2015-2017. This box analyses the participation in the labour force in
the past, and describes the forecast for labour force participation, as this is important in defining
the potential for growth in the Estonian economy.

The participation of the working age population in the labour force is partly affected by its age
and gender structure, and partly by the participation rate of individuals of a given age and gen-
der. If the share of those aged 70-74 increases within the working age population for example, it
generally reduces the participation rate for the whole working age population, as most people of
that age have left the labour market and retired. If the participation rate of that age group rises
though, it then raises the participation rate for the whole working age population. Figure B5.1
divides the changes in the labour force participation rate from 2001 to 2022 between the impact
of changes in the structure of the population and that of change in the participation rate across
different groups. It emerges that it is the change in the participation rate in different groups by
age and gender that explains most of the change of nearly nine percentage points in the total
participation rate over the past 20 years.

The forecast for the working age population
Figure B5.1. Change in the labour force

used in this economic forecast is the baseline
population projection published by Eurostat in
2028, adjusted for the population statistics pub-
lished in 2023 by Statistics Estonia. This takes
account of the addition of refugees to the pop-
ulation in 2022 and 2023, but forecasts that in
subsequent years more refugees will leave the
country than arrive in it. The total migration bal-
ance will still be positive throughout the forecast
horizon though. Life expectancy will continue to
rise, and the birthrate will increase a little from
its low point in 2022, but will still remain below
the replacement rate over the long term. Figure
B5.2 illustrates the impact of structural changes
in the population in the forecast scenario for
labour force participation that assumes that the
participation rate remains the same across age
and gender as in 2022. In this case the partic-
ipation rate would fall because of the changes
in the gender and age structure of the working
age population by around one percentage point
over the coming 6-7 years, and by 2.5 percent-
age points by 2050.

The labour force participation rate by age and
gender in Estonia is already among the high-
est in the countries of Europe, and so it is
forecast that growth will slow in future. Fewer
young people participate in the labour mar-
ket in Estonia than in some Scandinavian and
Germanic countries, but this is because of dif-
ferences in the school system that are forecast
to remain the same in future. The labour force
participation rate of women of childbearing age
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Sources: Statistics Estonia, Eesti Pank calculations

Figure B5.2. Labour force participation
projection
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will also remain a little lower because of the generous system of maternity benefits and the right
of mothers to return to their job three years after the birth of a child. Labour force participation
will continue to grow as people delay retirement. People are retiring at an older age for several
reasons, including a rise in the retirement age, better health, and changes in the labour market
that allow people to work longer, such as more general acceptance of part-time work. In the fore-
cast, the participation rate for those aged over 40 will rise linearly by 2050 to that of people three
years younger, with the largest rise coming at the age when the retirement age rises (see Figures
B5.3 and B5.4). Figure B5.2 shows a scenario where this affects the total participation rate of
the working age population by 3.8 percentage points, assuming that the population structure

remains the same as it is in 2022 throughout the forecast horizon.

Figure B5.3. Projection for labour force
participation for men
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Figure B5.4. Projection for labour force
participation for women
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Structural changes in the population, which are mostly the population ageing, will reduce labour
force participation in the coming years, but a continuing rise in the participation rate across age
and gender will raise it. These factors pulling in opposite directions are about the same magni-
tude, and so labour force participation will remain stable. The participation rate will rise in the
longer term and so the amount of labour in the economy will increase, supporting the production
potential of the economy. Many factors will affect labour force participation in the long-term, such
as migration and structural changes in the labour market, meaning there is quite a lot of uncer-
tainty around the forecast for the participation rate.

PRICES

Inflation will continue to fall, but will still ave-
rage around 9% for the year. It should fall below
10% in June, and below 5% by the end of the
year. It should come down to close to 2% in the
next two years, but there remains a lot of uncer-
tainty about the future development of prices.
Energy may drop more sharply in price than fore-
cast in 2024, but inflation could be given a boost
by the tax rises planned by the government (see
Box 6 on the impact of tax changes). The risks
to the longer-term forecast for prices come from
climate change and from growing conditions in
agriculture, which could cause food prices to rise

sharply if they deteriorate. Inflation for manufac-
tured goods may be higher than forecast because
of nearshoring, as there will be less benefit than
before from cost savings made by moving pro-
duction to cheaper countries.

Energy prices started to fall in yearly compari-
sonin May, and should hitalow pointin August.
Compensation to households for high energy
prices ended in April, causing energy prices to rise
by 8% over the month and adding 1.5 percentage
points to overall inflation. This effect will remain
until end of the year, as the price of electricity in
the consumer price statistics is largely determined
by the price level of the universal service. Energy
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prices for households rose by 65% last year, but
this year they will rise by around 1%. It is planned
that network fees for electricity will be raised in
the coming years because of the large need for
investment. Heat may become cheaper by the
end of the year as the price of wood chips falls.
The price of gas remains relatively high in histor-
ical terms and so the heat produced from gas is
not expected to become much cheaper. Heat pro-
ducers have spoken of the need to stop using gas.

Food prices will be the biggest contributor to
inflation this year. Producer prices for agricul-
tural commodities and food products have fallen
in recent months in Estonia, but it takes time
for those changes to reach retail prices. Prices
for food will rise quite substantially this year, by
around 15%. Prices of some imports, particularly
sugar, have continued to rise, and long-term con-
tracts mean that the lower price of cereals will
probably only pass into consumer prices after the
next harvest. The situation in Ukraine and the har-
vest there and opportunities for exporting cereals
also have an impact.

GENERAL GOVERNMENT
FINANCING

The general government budget deficit will
widen sharply this year. Revenues will grow
more slowly this year than in the past couple of
years, primarily because tax revenues will grow
more slowly. The growth in receipts of income tax
will be slower despite rapid rises in wages as the
higher tax-free income threshold started to apply
from the start of the year, and the average pension
was made exempt from income tax. The growth
in spending will accelerate at the same time, as

there will be large leaps in both social transfers for
pensions and child and family support and in the
payroll of general government employees, as pub-
lic sector wages grew by less in the past couple of
years than private sector wages did.

The exceptionally high inflation of last year
has also left the deficit sharply wider than it
was a year previously. It is very common dur-
ing episodes of high inflation that the budget
balance is improved by inflation in the first year
as tax revenues increase rapidly, as happened in
Estonia in 2022. In the next year however, inflation
passes more clearly into the growth in govern-
ment spending through indexation, large wage
rises, higher prices for investment and more, and
so the budget deficit widens.

If no additional measures are passed, the
Estonian budget deficit in 2024 will be a little
more than 3% of GDP. The deficit will shrink to
2.4% of GDP in 2025 as the economy improves.
The new planned fiscal rules of the European
Union set a budget deficit of 3% as the limit, which
will require the government to reduce the deficit
at a set rate. Eesti Pank forecasts that bringing
the budget deficit below 3% of GDP as soon as
2024 would require some 100 million euros of
improvement in the budget balance. The budget
measures currently planned by the governing coa-
lition, mainly tax rises and cuts to family benefits,
would reduce the budget deficit in 2024 by around
570 million euros, or 1.4% of GDP. The current
plans are also for changes to the private income
tax system in 2025 that would reduce state reve-
nues, in contrast to the measures to be applied in
2024 (see Box 6 for an estimate of the impact of
changes to the political assumptions).

The coalition agreement of the government that took office this spring contains several decisions
that aim to reduce the state budget deficit, while also advancing the governing programmes of
the parties. This additional scenario considers the political impact of the coalition agreement
on top of the baseline scenario, and it is based on the same measures that were presented in
appendix 1 to the stability programme 2023. The additional scenario consequently covers meas-
ures that the government has already sent to the Riigikogu such as a rise in VAT, a rise in the
tax-free minimum threshold for income tax together with a rise in the income tax rate, and cuts
to family benefits and rises in excise duties, together with measures that have not yet been fully
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Table B6.1. Impact on the general government budget balance of revenue and
cost measures presented in the 2023 Stability Programme, % of GDP

2024 2025

Rise in the VAT rate 0.76% 0.76%
Abolition of the lower VAT rate on accommodation 0.05%
Changes in excise rates and gambling tax 0.06% 0.08%
Reduction of family benefits and cancellation of the indexation of family benefits 0.19% 0.21%
Changes to the personal income tax system -0.66%
Abolition of various inome tax reductions for households 0.09%
Changes to income taxes paid by corporations 0.08% 0.21%
Car tax 0.14% 0.27%
Increase in environmental charges 0.23% 0.22%
Additional funding for science and education -0.05% -0.05%
Rise in social benefits -0.05% -0.05%

Total impact 1.37% 1.13%

Sources: Ministry of Finance, Eesti Pank calculations

clarified such as rises in car tax and environmental fees, for which the preliminary impact analysis
in the stability programme is used (see Table B6.1)%.

This impact analysis looks at the macro level of the economy, considering for example how an
increase in the tax burden will affect the incomes of households, or how a change in public sec-
tor spending will affect various macro indicators. It does not analyse micro-level impacts. With
the rise in VAT on accommodation providers for example, it is only possible to calculate how the
average price level will be affected and so indirectly how consumption will be affected. The analy-
sis does not take account however of whether the rise in VAT for hotels would affect the economy
on average more than tax rises for other goods and services. This means that the impact of tax
changes needs to be analysed using other methods.

The analysis finds that inflation is affected most by the policy changes, as the rise in the consumer
price index is larger by around two percentage points in 2024 (see Figure B6.1). Higher inflation
is primarily a consequence of the rise in VAT, though it also comes from other changes such
as the increase in environmental fees. These results assume that prices and wages are sticky
downwards, meaning that VAT is largely passed into prices, and companies cannot alleviate its
consequences from the prices of production factors. There was a similar rise in VAT in 2009 that
passed into prices, but this was followed by a period of falling labour costs that softened the
impact on prices of the rise in tax. The labour market at that time was quite different to how it is
now, as unemployment in early 2010 was around 20%. It may be assumed that the tax increase
is unlikely this time to lead to a reduction in labour costs.

High inflation and the cuts to family benefits will reduce the growth in real household incomes,
which will reduce the growth in consumption and so mean that GDP is smaller. The planned
measures will however substantially cut the budget deficit, which will improve the balance in the
economy and reduce risks, and also reduce price pressures over the long term. The analysis is
limited to the horizon of the economic forecast and so is not able to show the long-term impact
of the policy decisions.

30 Eesti Pank has calculated impact assessments for the rise in VAT, the change to the income tax system, the
reduction in family benefits with the smooth exit and the removal of indexation, and the rise in excise duties. The estimates
for the impact of changes to income tax for companies and the elimination of various tax breaks for individuals are the
same as those given in the explanatory note to the draft law changing the Income Tax Act and the Military Service Act.
The amount of additional revenue planned from the rise in car tax and environmental fees is taken from appendix 1 to the
Stability Programme 2023.

36



PANK o THE ESTONIAN ECONOMY AND MONETARY POLICY ¢ 2023/2

EESTI

B6.1. Economic impact of budget measures from the coalition agreement

baseline

including the fiscal policy change

GDP growth private consumption growth inflation (CPI) fiscal stance
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Source: Eesti Pank

A model was built for the impact analysis that is based on the impulse response functions of the
Eesti Pank macro model, which was made earlier to analyse the impact of fiscal policy for the
joint forecasting exercise of the Eurosystem. It essentially consists of predefined scenarios for
policy changes, such as increases in consumption taxes or changes to income tax, that attempt
to take account of the different impact channels that the model does not normally consider when
it is estimated.
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