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INTRODUCTION

The Estonian economy is performing more
poorly than usual, but not all sectors are
suffering equally. The heaviest blows have fallen
in manufacturing, which has had to cope with
supply problems, recession in the main export
markets, an appreciating exchange rate, and ris-
ing production costs. A drop in orders has caused
the manufacturing sector to reduce its headcount,
while employment in services has continued to
grow. Employment has also been falling since the
start of this year in construction, though it has
continued to grow in the public sector, primarily
in healthcare and education. The Estonian labour
market as a whole, like those in many other coun-
tries, has so far reacted very little to the downturn
in the economy.

Unemployment will increase a little in the
near term. The rise over recent months in unem-
ployment will continue, and the difficulties in the
exporting sector will in future pass through into
the whole of the economy. Employers were earlier
able to hold onto their staff because high infla-
tion drove rapid growth in turnover and a fall in
real wages, but both of these trends have turned
and this will push some companies to reduce their
labour costs and cut employment. The contrac-
tion in the economy will cause unemployment to
rise to 8% next year. The increase in the amount
of labour available will slow the growth in wages,
which will be close to 6% in the next two years.

The economy will start to grow gradually next
year. It will contract this year by 2.2%, which is
more than previously forecast, and will start to
grow again in 2024 after two years of decline.
Growth in the economy will be led by an improve-
ment in purchasing power in Estonia and in export
markets, but that improvement will be sluggish
and growth in the economy next year will be
only 1.4%. The impact of interest rate rises is felt
very fast in Estonia because so many borrowers
have loans with floating rates, but the full effect of
tighter monetary policy will reach the euro area as
a whole over a notably longer period, hampering
the recovery in demand in foreign markets that are
important for Estonian exporters. A further con-
straint on growth in demand is that governments
have been moving to reduce their fiscal support
since the crisis broke. Faster growth of 4% can be
expected in the Estonian economy in 2025.

Inflation will continue to fall. Various cost
pressures easing, notably from prices falling for

industrial and food commodities, energy and
transport, together with interest rates rising have
come to limit the growth in demand, and inflation
has dropped markedly in consequence. Inflation
is also being pulled down by the exchange rate
of the euro appreciating. Consumer price inflation
was down to 4.6% in August and will remain at
4-5% until the end of the year. The consumer bas-
ket will rise in price by 3.4% next year, with the
largest part of that rise coming from an increase
in VAT. Inflation is expected to be 1.9% in 2025.
A lack of certainty in the markets for energy and
food commaodities unfortunately make the outlook
for inflation very uncertain.

There are several reasons why it is important
to recover fiscal discipline. The failure to pass
decisions affecting the structure of the budget
means the budget for the coming years will have a
large deficit and interest costs will increase, since
the debt burden increasing and the sovereign
rating being downgraded could cause the cost
of borrowing to rise. Growing interest expenses
together with the need to increase spending on
social protection, national defence, health and
education among other things will over time make
it harder and harder to achieve balance in the
budget. A persistent budget deficit would put last-
ing upward pressure on prices, which would act
against the targets of monetary policy now and
in the near future. It is important to agree on the
steps to be taken to reduce the deficit and then to
carry out those agreements consistently. Sudden
changes to tax policy will cause greater uncer-
tainty in the business environment, so hurting the
capacity of the economy to grow.

Ensuring economic growth presumes work-
ing on competitiveness. Estonian companies
have had to, and will continue to have to, cope
with costs rising faster than those of competitors,
and one way to offset this is to continue to find effi-
ciencies in production and business processes,
as productivity indicators show that there is still
a lot of room for improvement in this area. The
branches of the economy that suffered because
their earlier supply chains were wiped out by the
outbreak of war and weakness in their main export
markets could be offered help by the state in find-
ing and cultivating new contacts. Improving the
business environment and removing administra-
tive barriers will be of more benefit for increasing
the long-term capacity for growth in the economy
than providing fiscal stimulus would.
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THE EXTERNAL ENVIRONMENT

THE GLOBAL ECONOMY

Growth in the global economy has faded in
recent months. Having revived in the first half of
the year, the global purchasing managers index
(PMI)" fell to 50.6 points in August, which was its
lowest level since February (see Figure 1). The level
of the PMI shows that growth in the global econ-
omy was around 1% over the year at the start of the
third quarter, which is notably below its long-term
average of 3%. Growth in the global economy has
slowed mainly because of the weakness of eco-
nomic activity in advanced economies. Economic
activity declined in August in the United Kingdom
and the USA, though it revived a little in Japan (see
Table 1). The rapid growth in the Japanese econ-
omy was driven by the exporting sector, which
benefited from a favourable exchange rate and the
recovery of supply chains. Growth in the advanced
economies is largely supported by the services
sector, though its PMI falling for the third consec-
utive month indicates that the rapid growth in the
services sector has slowed. This is probably partly
because the rise in interest rates has affected con-
sumer spending on leisure and tourism. Meanwhile,
industrial companies around the world continue
to face difficulties as the weakness in demand is
leading them to reduce inventories and to limit pro-
duction. The retreat in industrial activity has been
particularly notable in recent months in the euro
area and the United Kingdom. The weakness in the
industrial sector is also reflected in global and euro
area trade, which has diminished since the start of
the year (see Figure 2).

Global inflation has fallen, though it remains
high in historical comparison. Inflation has
mainly fallen because global energy prices have
declined, problems in supply chains have been

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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resolved (see Figure 3), and demand is being
increasingly restricted by the monetary policy of
central banks. Inflation remains above the cen-
tral bank’s inflation target and there has been no

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

2018 2019 2020 2021 2022 2022Q4 2023Q1 2023
World 3.6 2.9 -3.41 6.0 3.4 3.0
Advanced economies 2.2 1.7 -4.5 5.2 2.7 1.5
Emerging markets and developing economies 4.5 3.7 -2.1 6.6 4.0 4.0
Euro area 1.8 1.6 -6.1 5.3 3.5 11(0.1)  0.5(0.) 0.9
United States 2.9 2.3 -2.8 5.9 2.1 1.8(0.5) 2.6(0.6) 1.8
China 6.7 6 2.2 8.1 3.0 4522 6.3(0.8) 5.2
Japan 0.6 -0.4 -4.3 241 1.0 1.9(0.9 21(1.5) 1.4
United Kingdom 1.7 1.7 -1 7.6 41 0.2(0.5) 0.4(0.6) 0.4

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

1 J.P.Morgan Global Composite PMI.
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notable fall in core inflation, and so central banks
have continued to raise interest rates. The Federal
Reserve raised its interest rates in June to their
highest level since 2001, and is ready to raise them
further, while the Bank of Australia, the Bank of
Canada and the Bank of England have also con-
tinued to raise their rates. Tighter monetary policy
has not yet affected the labour market substan-
tially, and unemployment is at a historically low
level in many places. The International Monetary
Fund (IMF) estimates that one reason the labour
market has been strong is that real wages have
fallen as nominal wages have risen more slowly
than inflation. Real wages in large countries fell on
average by 3.8% between the start of 2022 and
the start of 2023, allowing companies to hold onto
their staff even as growth in the economy has
slowed.

Growth remained fast in emerging eco-
nomies in the first half of the year. Strong
performances in the services and industrial sec-
tors in India meant the level of economic activity
was high. Consumption in China has continued
to recover after the Covid-19 restrictions were
lifted, but growth slowed in the exporting sector
and in real estate, which have been the two main
long-term drivers of global economic growth. The
Chinese economy grew by 2.2% over the quarter
in the first quarter, but by only 0.8% in the sec-
ond quarter. There has been a particularly sharp
fall in real estate sales volumes. The removal of
the Covid-19 restrictions revived the real estate
market, but sales volumes in real estate are some
40% below their pre-pandemic peak because of
the weakness in demand, and because of real
estate developers falling into difficulties as devel-
opment projects were put on pause. The Chinese
government has passed various small measures
to stimulate the economy, and the Chinese cen-
tral bank has cut interest rates to support the real
estate market, though a depreciating exchange
rate has limited the size of those cuts.

Global equity indexes have in general been
down a little in recent months by 1-3%. This
was partly because of the deterioration in the out-
look for growth of the global economy, including
the fear of growth in the Chinese economy contin-
uing to slow and the crisis in the real estate sector
spreading, and how that would affect the global
economy. A cause for some optimism in the mar-
kets was that central banks appear to be reaching
the end of the cycle of raising monetary policy

Figure 3. Global supply chain pressure index
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interest rates, especially in the USA. Corporate
profits fell for the third consecutive quarter though,
especially in the energy sector, while profits in
the technology industry exceeded expectations
because of the boom in Al. Stock indexes in the
USA, where technology companies have a larger
weight, have consequently outperformed those
in Europe (see Figure 4). Pressure to sell sover-
eign bonds predominated in bond markets. The
pressure on US bonds is coming from China and
Japan, two of the largest investors in US bonds,
starting to reduce their portfolios. The interest rates
rose on sovereign bonds at the same time, espe-
cially those of the USA and the United Kingdom.
The yield curves have flattened because the inter-
est rates on short-term bonds have risen by more
than those on long-term bonds, which is gener-
ally taken as an indicator that economic growth is
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slowing. The sell-off also affected euro area sov-
ereign bonds, but to a lesser extent. The interest
spread of German sovereign bonds over those of
southern European countries has not particularly
widened.

Prices in commodities markets moved in
different directions. The price of Brent crude
rose above 90 dollars a barrel at the start of
September, primarily because OPEC continued to
cut production volumes, and Russia joined them
in this. Partly also because Chinese imports of
crude oil have started to grow again as the pan-
demic restrictions have been removed and new
refineries have opened. Energy prices rose by
7.8% in August with the price of natural gas tak-
ing the lead in Europe with a rise of 17.3%. Food
prices were down by around 2% as were metal
prices, with the largest falls in the prices of tin and
iron ore. Prices of precious metals fell by 1.9% in
August with the price of silver falling most?, while
gold remained a little below 2000 dollars an ounce.
The main cause of the fall in the prices of indus-
trial commodities is thought to be the cooling of
the Chinese economy, with the strengthening dol-
lar also contributing.

THE EURO AREA

The euro area economy was in a poor posi-
tion in the second quarter. Euro area GDP grew
by a bare 0.1% in the second quarter of 2023
over the first quarter, and its yearly growth was
modest at 0.5%. The economy of the euro area
is being affected a great deal by the poor perfor-
mance of Germany, the largest economy in the
region. Growth in the German economy effec-
tively stalled in the second quarter as GDP growth
was measured at 0%. The other large countries in
the euro area were doing no better, as the French
economy grew by 0.5% in same period and the
Spanish economy by only 0.4%, while GDP in Italy
actually fell by 0.4%. The main causes of problems
in the euro area are the difficulties in the manu-
facturing and exporting sectors resulting from the
weakness in foreign demand, and the weakness
in private consumption that has resulted from the
real incomes of consumers being diminished by
inflation, which remains quite high.

A fall in the euro area purchasing managers

Figure 5. Commodity price indexes
and the oil price
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indexes (PMI)® indicates that economic acti-
vity in the euro area remained weak into the
third quarter. The PMIs were actually already
indicating a fall in economic activity in July, when
the growth in activity in the service sector only
partially offset a sharp drop in activity in indus-
try. The situation deteriorated further in August as
activity in the services sector also fell quite unex-
pectedly. The PMI for the service sector, like that
of the industrial sector, fell below 50 points in
August* to its lowest point of the past two and a
half years. Demand for services was strong at the
start of summer, especially for tourism services,
but the tourism sector in the euro area was hit dur-
ing the summer by several extreme weather events
like heatwaves, wildfires and floods that caused
a lot of unexpected concern for tourism compa-
nies. The PMI surveys in the industrial sector again
show a shortage of new orders. The greatest dif-
ficulties are in Germany, where the manufacturing
sector has been hurt by high energy prices that
have made heavy industry less competitive, and
also by the weakness in the Chinese economy,
which is an important market for German export-
ers. On top of this, the exchange rate of the euro
(NEER) has appreciated against the currencies of
key trading partners, making it harder for com-
panies in the euro area to compete in foreign
markets (see Figure 6). Monetary policy hav-
ing been tightened because of high inflation has
left financing conditions stricter (see Box 1). This
means that there will be quite a lot of concern

2 World Bank Commodities Price Data (The Pink Sheet).
3 The HCOB Eurozone Composite PMI ® by S&P Global.

4 Anindex below 50 points indicates a decline in economic activity.
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Figure 6. Trade-weighted euro exchange rate
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Figure 7. CPl inflation
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about the performance of the euro area economy
moving forwards and that the risk of a recession is
increasing, especially given the gloomy outlook for
the German economy.

The confidence of both businesses and con-
sumers in the euro area fell. The Economic
Sentiment Indicator (ESI) of the European
Commission shows sentiment in decline among
euro area businesses in August as well, meaning
it remains below its long-term average. A posi-
tive sign among the non-financial indicators was
that growth in industrial output over the previous
month accelerated a little in the euro area to 0.5%
in June. The growth came from a modest recovery
in energy generation while production of inter-
mediate goods and capital goods continued to
decline. Industrial output was down by 1.2% over
the year in June, though that is a slightly smaller
amount than in May. The trade surplus of the euro
area was substantial in June 2023 at 23 billion
euros, especially given that there was a deficit in
the same month of the previous year. This largely
occurred however because of a fall of 17.7% in
imports, mainly in imports of raw materials and
mineral fuels. The main trading partners from which
imports declined were Russia, China, the United
Kingdom and the USA. Exports grew by 0.3% in
June, mainly through supplies of machinery and
transport equipment, and the main growth was in
exports to China, the United Kingdom, Japan and
Turkey. The confidence of households in the euro
area weakened in August though. Even though
consumer confidence has already been below
its historical average level for a long time by now,
this was the first decline in consumer sentiment

Figure 8. Core inflation
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since September last year. Consumption remains
in the doldrums as well, and retail sales in the euro
area were down by 1% over the year in July and
by 0.2% over the month, making it the tenth con-
secutive month that they fell. Sales of motor fuels
fell as prices rose by 1.2% in July, while sales of
food and beverages grew by a bare 0.4%. This all
points to a contraction of spending on consump-
tion, which has been caused by a decline in real
incomes and rising loan costs, and by uncertainty
among consumers about the future.

Aggregate inflation in the euro area stop-
ped falling in August, though core inflation
fell. Consumer prices in the euro area were 5.3%
higher in August than a year previously, which is
the same rate of increase as in July and the low-
est since the start of 2022. Energy prices fell a
little less in August than they did in the previous
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month, while inflation for food, manufactured
goods and services fell by more. Prices were 0.6%
higher than they were in the previous month. Core
inflation fell from 5.5% in July to 5.3% in August.
Inflation fell in August to 6.4% in Germany and to
5.5% in ltaly, but it rose to 5.7% in France and
2.4% in Spain (see Figures 7 and 8). Producer
prices in the euro area have continued to fall, but
PMI surveys in recent months indicate that the
prices of inputs have stopped falling, which could
in future affect the prices of output. The labour
market in the euro area has given contradictory
messages. Unemployment remains very low at
6.4% and the number of people employed rose
in the second quarter of this year by 0.2% over
the quarter (see Figure 9). At the same time there
are shortages of workers in the euro area and
so employers dare not reduce their headcounts
lightly. Low unemployment and high inflation have

Figure 9. Employment and unemployment
in the euro area
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started to accelerate the growth in wages, which
has climbed to 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 September forecast by the European
Central Bank foresees that inflation in the euro area will average 5.6% in 2023, and will then fall
to 3.2% in 2024 and 2.1% 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 the three ECB
key interest rates by 0.25 percentage point at
its meetings in July and September. The interest
rate on main refinancing operations is currently
4.5%, the marginal lending rate is 4.75%, and
the deposit facility rate is 4% (see Figure B1.1).
The current assessment by the Governing
Council is that the key ECB interest rates have
reached levels that, maintained for a sufficiently
long duration, will make a substantial contribu-
tion to the timely return of inflation to the target.
In its comments on future decisions about inter-
est 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 eco-

Figure B1.1. Eurosystem key interest rates

—— main refinancing operation rate
deposit facility rate
~—lending facility rate

5%

d‘
/
{

3%

2% rn

1% —

0% —

_1%l L 1 L 1 L 1 L 1 L 1 L 1 L J
2010 2012 2014 2016 2018 2020 2022

Last observation 14.09.2023
Source: European Central Bank

nomic and financial data, the dynamics of underlying inflation, and the strength of monetary

policy transmission.
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EESTI

The balance sheet of the Eurosystem is shrink-
ing. The banks have repaid a substantial part
of their long-term loans to the central banks®,
and from July 2023 the central bank is no lon-
ger reinvesting the principal from securities
purchased under the expanded asset pur-
chase programme (APP) as they gradually
reach maturity. Reinvestment volumes have
been reduced since March 2023 by an average
of 15 billion euros a month, and reinvestment
ended in June®. The principal repaid on securi-
ties purchased under the pandemic emergency
purchase programme (PEPP) that reach matu-
rity will be reinvested in full until at least the end
of 20247, The total value of bonds purchased
under the APP and the PEPP on the balance
sheet of the Eurosystem at the end of July was
4.8 trillion euros (see Figure B1.2).

The Governing Council decided in July to apply
the interest rate of 0% to the minimum reserves
held by credit institutions at the Eurosystemé.
Remuneration of minimum reserves has been
equal to the interest rate on the deposit facility
since October 2022.

As monetary policy has been tightened, so
interest rates have risen in the interbank money
market. As at 13 September 2023 the 3-month
Euribor was at 3.85%, the 6-month Euribor
was at 3.99%, and the 12-month Euribor was
at 4.11% (see Figure B1.3). Yearly growth in the
money supply of the euro area has slowed, and
it turned negative for the broad indicator M3 in
July for the first time since 2010 and was -0.4%.

Figure B1.2. Eurosystem holdings
under asset [lgurchase programmes
(APP and PEPP)
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Figure B1.3. Euro area money
market interest rates
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The yearly growth in the amount borrowed slowed in July to around 2.2% for non-financial sector
companies and 1.3% for households. The European Central Bank considers that the capitalisa-
tion and liquidity of the banks in the euro area remains strong.

5 The volume of long-term refinancing operations on the balance sheet of the Eurosystem has fallen since the start of

2022 by around 1.5 trillion euros to 0.6 trillion euros.

6 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.

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

8 See ECB press release https://www.ecb.europa.eu/press/pr/date/2023/html/ecb.pr230727 ~7206e9aa48.en.html

TRADING PARTNERS

The near-term outlook for the economies of
Estonia’s trading partners has become clou-
dier (see Figure 10). Swedish GDP in the second

quarter was 0.8% less than in the first quarter,
mainly because exports are weak and invest-
ment in inventories fell, while GDP in Latvia was
down 0.3%. The Lithuanian economy grew by
2.9% over the quarter, rebalancing the sharp fall

10
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in the first quarter, with construction and trans-
port and communications contributing most to
the growth. Public sector consumption in Finland
offset the decline in investment and trade, and the
economy grew by 0.6% over the quarter. The next
12 months are more likely to see a downturn in
Finland, as the construction sector is in difficulties,
industrial orders are down, and private consump-
tion is weak. Exports from trading partners were
weak or falling in the second quarter (see Figure
11). Volumes of imports were 1.2% smaller in the
second quarter in Finland than in the first quarter,
while they grew a little in Sweden. Imports were
modest in Latvia and Lithuania, and foreign trade
was in deficit.

Inflation and the rapid rise in borrowing costs
have weakened consumer confidence, and it
fell in Sweden in August after improving for
seven months as the outlook for the economy
became more pessimistic, while pessimism
worsened in Latvia and Lithuania. Consumer
confidence improved a little in Finland, but it
remains weak. Private consumption in Finland
increased by 0.1% over the quarter in the sec-
ond quarter, while pandemic savings becoming
exhausted has started to restrain the recovery
in consumption. Private consumption in Sweden
was lower in the second quarter than in the first,
but it started to rise a little in the third quarter.
Retail sales increased in Finland and Sweden in
July, though their long fall in Latvia and Lithuania
continued.

Business sentiment remains weak, and the
main problem is the general uncertainty about
the macroeconomic climate. Industrial output
started to fall in Lithuania in July in both monthly
and yearly comparison, while industrial output in
Latvia has been falling for eight months by now,
though the construction sector is recovering. All
the sectors of industry in Finland except the chem-
ical industry were down in the second quarter, and
the number of new orders has fallen in all the main
areas of activity. Forestry production saw the larg-
est decline. Value added by industry in Sweden
was 1.1% lower in the second quarter than in the
first. One of the sectors facing the greatest diffi-
culties in Sweden and Finland is construction, as
the weakness of demand and rising costs have
caused a sharp drop in the construction of new
residential property. Problems in the sector have
a negative knock-on effect throughout the whole

Figure 10. Yearly growth rates
of GDP of trading partners
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Figure 11. Yearly export growth
of trading partners
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economy. Ever more companies are facing diffi-
culties, and bankruptcies are at a record level. The
Finnish government is ready to consider providing
support for construction, but also wants to keep
the state finances in order. Swedish fiscal policy is
being kept more neutral to avoid fuelling inflation.

The labour market has remained strong in
terms of employment, but the deteriorating
economic climate and the increase in bank-
ruptcies could lead unemployment to start
rising. Unemployment fell to 7% in Sweden in
July, while it rose to 7.4% in Finland, held at 6.6%
in Latvia, and rose to 6.4% in Lithuania (see Figure
12). The number of vacancies fell in Finland and
Sweden, while wage growth is slowing in Latvia
and Lithuania. The growth in wages in Latvia was
restrained because expectations for inflation have
already come down and the costs of energy and
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Figure 12. Unemployment rates
of trading partners
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Figure 13. CPl inflation of trading partners
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resources are returning to normal. It is thought
in Sweden and Finland that the fall in real wages
has passed the lowest point, and that purchasing
power is slowly improving there.

Inflation is slowing, though it remains high (see
Figure 13). Inflation in Latvia has long been the high-
est in the euro area, but it has fallen, and the initial

estimate put the harmonised consumer price index
in August at 5.6%. Inflation in Lithuania has fallen
over 10 months from 21.4% to 6.4% in July, though
core inflation is coming down slowly. Inflation fell in
Finland to 3.4% in August after rising briefly, while in
Sweden it remained at 6.3% in June and July before
falling in August. The record weakness of the krona
poses a significant inflation risk for Sweden.

12
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THE ESTONIAN ECONOMY

ECONOMIC ACTIVITY

Estonian GDP shrank by 2.9% over the year
in the second quarter, and by 0.2% over the
quarter. This was the sixth consecutive quar-
ter that the Estonian economy was in quarterly
decline.

Decomposing economic growth into the
contributions of labour, capital and total fac-
tor productivity® shows there were major
structural changes in the economy that cau-
sed productivity to fall. Figure 14 shows that
total factor productivity has fallen in recent years,
which is a departure from the usual historical pat-
tern. Various factors have probably played a part
in this, as the labour market has changed since
the Covid-19 pandemic and the number of hours
worked has risen. The new forms of working are
not necessarily as productive as the old forms.
The loss of the Russian market has caused some
business models to disappear, and so the pro-
ductivity of capital of the companies affected has
probably declined.

Demand components that lost ground in
the second quarter included both domes-
tic demand, or consumption and investment,
and exports (see Figure 15). The downturn in the
economy was still dominated by domestic fac-
tors, as there was a larger fall in the use of imports
than in exports. A large part of the fall in domes-
tic demand came from investment, but it should
be noted that a substantial statistical discrepancy
contributed to growth in the economy, which may
indicate that investment was underestimated in
second quarter.

The contraction in the economy in the second
quarter was quite broadly based across sec-
tors (see Figure 16). Value added declined for
business services and for information and com-
munications, which have led the growth in the
economy over the past decade. There were rather
unexpected increases in value added in manu-
facturing and in retail though, where the activity
indexes were down in the second quarter. The
volume index for output in manufacturing was
down by more than 10% in the second quarter
for example.

The contraction in manufacturing has so far
mostly been connected to markets outside

9 Total factor productivity is used to mean the Solow residual, or the part of economic growth that is not explained by changes in

hours worked and capital employed in the economy.

Figure 14. GDP growth decomposition by
growth accounting
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Figure 15. GDP growth
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Figure 16. Contributions to GDP growth
by sector in Q2 2023
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Figure 17. Sales of manufacturing companies,
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Figure 18. Standardised survey indicators
of the business cycle
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the euro area, though turnover in the euro
area has also been down in recent months (see
Figure 17). Sales in markets outside the euro area
have been down because demand for Estonian
output has been low there, and also because
the euro has strengthened and Estonian prod-
ucts have become more expensive. Changes in
the exchange rate affect how competitive exports
are, as a stronger exchange rate makes prod-
ucts more expensive for buyers outside the euro
area. The Estonian economy is very open and
about 40% of the value created by companies is
intended for export, and so manufacturing plays a
key role in the performance of the economy as the
main source of goods that are exported.

Estonian manufacturing is tightly tied into
the Nordic economies, which may be one
reason why the downturn has been shar-
per in Estonia than elsewhere in Central and
Eastern Europe. Exports of manufactured prod-
ucts to the euro area have done better, probably
indicating that companies are looking to sell some
of their output in other parts of Europe because
of the weakness in Scandinavian markets. This is
probably also partly because the effect of higher
interest rates in reining in demand is only starting
to be felt in Europe.

The Estonian economy is performing less well
than the average (see Figure 18), and Estonian
companies consider that the opportunities for
business are clearly worse than they were before.
This is illustrated by companies currently hav-
ing spare production capacity that they are not
using, and if foreign markets were to pick up

again, that capacity could be utilised to increase
production volumes quite quickly. Under these
circumstances, price pressures are weaker than
they would typically be, and that should help bring
down overall inflation. The poor performance
of the economy equally means that fewer new
employees are being hired, and so unemployment
is likely to climb in future.

The contraction in the economy should ease in
the coming quarters, but there will be no rapid
recovery. The situation deteriorated for various
branches of the economy in the third and fourth
quarters of last year, and so some of the downturn
will soon pass out from the statistical calculation of
yearly growth, and the decline over the year in the
economy should lessen. The expectations of busi-
nesses are pessimistic though, which does not
inspire the hope that the economy will rapidly turn
upwards in the months ahead. Competitiveness
started to be lost last year, and so it is hard to
increase business activities in old markets, while
entering new ones takes time.

The overall weakness persisted in econo-
mic activity in Estonia at the start of the third
quarter, and the heatmap (see Figure 19) con-
tinues to be dominated by the cool blue shades.
Production and consumption volumes were
sharply down over the year in July, confidence was
weak in all sectors and was even falling in places,
and the forward-looking components of the sen-
timent barometers from July and August indicate
that the downturn in the economy will be of about
the same magnitude in the third quarter as it was
in the first half of the year. The nowcast based on a
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Figure 19. Heatmap of the Estonian economy
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slightly larger set of indicators (see Figure 20) also
points to the recession becoming shallower, but
not to any rapid recovery.

DOMESTIC DEMAND

The decline in domestic demand deepe-
ned and broadened in the second quarter as
sharply higher costs over the year, the
exhaustion of accrued savings, and fear of
the recovery in the economy being delayed
pushed households to curb consumption
and businesses to reduce their investment.
General government investment and consumption
both continue to grow, but this was not enough to
compensate for the decline in the private sector.

Consumption fell by 3.1% in the second quar-
ter because people were less inclined to
purchase goods. Factors that were still sup-
porting purchases of household goods in the first
half of last year such as expectations of inflation
remaining high, previously accumulated savings,
and activity in the real estate market have by now
dissipated, and consumer confidence is low (see
Figure 21). Purchases of various manufactured
goods such as domestic and construction goods
or home electronics fell in the second quarter,
and consumer surveys for August report no great
desire for purchases of durable goods.

Consumption of services has held up rather
better than consumption of goods. Estonian
residents spent 6% more abroad in the second
quarter than they did in the same quarter of last
year, and overall the consumption of services was

Figure 20. GDP growth and
current quarter nowcast
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Figure 21. Private consumption
and consumer confidence
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at the same level as in the second quarter of last
year. Last year was the year of the rapid recov-
ery from the pandemic, and consumption of travel
and leisure services is now growing more slowly.

Businesses have less need to expand their
production. Investment activity by companies
was still quite vibrant until the end of last year, but
fixed capital formation has been a third lower this
year than it was in the first half of 2022, and it was
37% lower in the second quarter (see Figure 22).
Investment was down in all sectors except energy,
where increasing production capacity is a strate-
gic goal of the state and a potentially profitable
undertaking for business.

Given the fragile state of the economy, busi-
nesses have been cautious about plans for
expansion. The biggest fall in the second quar-
ter in corporate investment was in construction,
which is usually related to large and long-term
plans for expansion. The share of total corporate
investment going into construction and real estate
purchases fell to 20%, having been around 38%
after the financial crisis.

Rising interest rates and an uncertain outlook
for the economy have caused businesses to
maintain their poor opinion of the borrowing
environment. It is positive to note though that
there was some improvement in the assessment
in the second quarter (see Figure 23). There was a
small improvement in most sectors, as only manu-
facturing companies and hotels thought that the
borrowing environment had become worse than
before. The average interest rate on long-term
corporate loans rose from below 3% a year ago to
around 6% by the summer, while the interest rate
on housing loans rose from below 2% to around
5.5%. These rates rose because Euribor rose. The
average interest margin came down a little at the
same time though. The rise in interest rates and
other costs has weakened the capacity of com-
panies and households to borrow to some extent,
but it is still quite good. Sales revenues and profits
have increased in many sectors, and the buffers
built up earlier in deposits and equity are substan-
tial. Unemployment has equally remained low. This
is probably why less than 10% of companies con-
sider that their main concern currently is financial
problems, and why there have so far been fairly
few companies and households that have fallen
into difficulties with loan repayments.

Figure 22. Gross fixed capital formation
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Figure 23. Assessment by businesses of the
lending environment
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The construction marketis supported by gene-
ral government investment, and by residential
real estate projects that are being completed.
The amount of residential space receiving a permit
for use in the second quarter was 25% larger than
in second quarter of 2022, and so fixed capital for-
mation by households increased by a tenth. The
statistics for construction permits show though
that a lot less new residential space will be reach-
ing the market in the coming years.

The reduction in inventories in the second
quarter coincided with the reduction in
industrial output and the cloudier outlook for
industry in the near future. The decline in stocks
of finished product in the production of wood and
metal goods reflects smaller production volumes
and the decision to hold smaller stocks. Stocks
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of raw materials and inputs were also reduced in
manufacturing, reflecting the decline in orders,
including those from abroad, and the pessimism
of companies about the future. The large drop in
stocks of goods purchased for sale in wholesale
and retail, including household and construction
goods, indicates that merchants are reacting to
smaller sales volumes.

EXTERNAL BALANCE AND
COMPETITIVENESS

The mood remained pessimistic in foreign
markets and the slump in demand caused a
contraction in foreign trade volumes in the
second quarter. Exports and imports of goods
and services were 7.6% less at constant prices
in the second quarter of 2023 than a year previ-
ously. Exports of goods and services fell by 6%
and imports by 9%.

Goods exports were mainly down because
of the drop in manufacturing exports. Sales
volumes of exports were down across a broad
base in the second quarter (see Figure 24). The
wood sector is again in difficulties, primarily
because demand is weak in the main markets
of Scandinavia. The drop in exports of mineral
products has also been significant, though they
are recovering from their extraordinary stoppage
because of the war last year and are returning to
normal levels. Exports only grew in the second

quarter in agriculture and food products, and they
stabilised to some extent in metal products and
machinery and equipment.

Goods imports were down for the second
quarter in a row because of various factors
such as the earlier stocking of inventories,
the reduced need for inputs in manufactu-
ring, and a fall in imports of mineral fuels.
The turnover of inputs of unprocessed wood,
metals and manufactured goods were all down
in the second quarter. Imports of goods largely
declined in the first half of 2023 because imports
of mineral fuels fell as the impact of the introduc-
tion of sanctions fades, and because prices of
fuels fell. Both the volume and the turnover of
imports of services were also down in the sec-
ond quarter.

Demand in the foreign markets for services
has been more favourable and has supported
growth in exports of services. Sales volumes
of services were 6% more in the second quarter
than at the same time a year earlier, and the bal-
ance of payments put the growth at current prices
at 7.9%. Exports grew for ICT services, other
business services and travel services (see Figure
25). Exports of transport services were down in
the second quarter as the decline in trade has
reduced transport volumes, and the growth in
transport services that followed the introduction
of sanctions is fading.

Figure 24. Exports of goods and contributions of groups of goods
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Figure 25. Exports of services and contributions of groups of services
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Figure 26. The current account
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Figure 27. Export and import price indexes
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The current account was in surplus in the
second quarter by 1.5% of GDP. The current
account was supported by the positive balance
in services and by the narrowing of the deficit in
goods (see Figure 26).

The exporting sector remains under strong
competitive pressure and estimates by busi-
nesses of the sufficiency of export orders are
pessimistic. Import prices fell faster in the first
half of the year than export prices did. Terms of
trade generally improved a little in the first half of
the year, but not in manufacturing (see Figure 27).
This means that prices of inputs have stopped ris-
ing, but there remains pressure on the sales prices
of products. This is shown by export prices falling
in the summer months in several sectors that are
important to Estonia, such as wood production,

Figure 28. Assessment by businesses of their
competitive position in foreign markets
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where exporters cannot influence decisions about
end prices in the way that they used to.

The deepening uncertainty in the economic
space is keeping the expectations of busi-
nesses pessimistic. Assessments by compa-
nies of their competitiveness have been very poor
in the second quarter and in the summer (see
Figure 28). Several important export markets for
Estonia are also in a pessimistic mood, as esti-
mates by companies of their competitiveness are
at low levels in Germany and in Finland.

THE LABOUR MARKET

The labour market continued to do relati-
vely well in the second quarter of 2023 and
the start of the third, but the impact of the
downturn in the economy was increasingly
felt. Data from the labour force survey show that
employment increased at Estonian companies
and institutions by 3.5% in the second quarter, but
a large part in this was played by the increase of
2.6% in the size of the population, mainly because
refugees from Ukraine were included in the statis-
tics™. Employment in the second quarter of 2023
was lower than in the first quarter.

The register data reflect increases and
decreases in the population as they occur,
unlike the data from the labour force sur-
vey. Flash statistics from Statistics Estonia show
that the peak for all employment relationships in
the employment register came in July 2022, and
the number of employment relationships was
0.8% lower in the second quarter of 2023 than
a year earlier, or about 10,000 employment rela-
tionships. The number of employment contracts
was down by 0.4%, while the number of service
contracts and other temporary contracts was
down even further. These data show the number
of contracts though, not the number of peo-
ple in employment, and nor do they necessarily
mean that labour income is received from an
employment relationship. The number of people
receiving labour income is shown better by the
data from the Tax and Customs Board, which
put the number of people receiving a wage at
0.5% higher than a year earlier, having not nota-
bly fallen in monthly terms.

Figure 29. Employment at Estonian companies
and institutions, seasonally adjusted
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Labour force participation increased by 1.1
percentage points to 74.2%, meaning the
labour supply continued to grow in the first
half of 2023. The labour force survey shows that
labour force participation increased most among
women in their middle working years and young
people. The working age population continued to
grow in the first half of 2023 as Ukrainian citizens
were added, though it did so at a notably slower
rate than in 2022. The increase in the labour sup-
ply makes hiring easier for employers and so
reduces the upwards pressure on wages.

The trends in employment were quite different
in manufacturing, which is largely targeted to
exports, and in services, which is oriented to
the domestic market. Employment fell in many
branches of manufacturing, which was hit hardest
by the drop in foreign demand and saw production
volumes shrink. The number of employment rela-
tionships in manufacturing fell by 4.1% in total in the
second quarter, and there were 3.1% fewer people
receiving declared wage income in manufacturing
than there were a year earlier. Employment in con-
struction and real estate activities fell at the same
time, as it also did in transportation and storage.
Employment has continued to increase in public
administration, education and healthcare within
the public sector, and also in tourism and finance
(see Figure 29). There were several parts of the
service sector where employment did not fall, but
where it grew more slowly.

10  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, whose probability of working is lower than

that of locals, were not yet surveyed.
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The expectations of businesses for further
developments in employment were again
more pessimistic in the summer than their
long-term average, but they became a little
more optimistic in August in manufacturing
and services (see Figure 30). There was no sign
of any such change in the number of jobs interme-
diated by Tddtukassa, which fell throughout the
second and third quarters. There were 28% fewer
job advertisements added each month in July
and August 2023 than a year earlier. The number
of job offers is not particularly low in the longer
view though, as there were 4.8% more vacancies
added than in 2019.

The labour force survey shows that unem-
ployment rose sharply in the second quarter
of 2023 to 6.7% from the earlier very low
5.3%. The rise did not come from refugees being
included in the calculation, as they enter the
survey gradually (see Figure 31). The unem-
ployment rate mainly reflects the labour force
participation rate in an environment of subdued
growth in employment. In contrast to the estimate
of unemployment from the labour force sur-
vey, registered unemployment fell from February
to May 2023, though seasonally adjusted in the
summer months it started to rise again. This is
because the supply of seasonal jobs was smaller
this year than usual, but also because of the large
number of registered unemployed, who included a
larger number than previously of people who were
made redundant in the spring.

The labour shortages recognised by em-
ployers in manufacturing and construction
were below their historical average level in
the second quarter, and they declined notably
in construction in the start of the third quar-
ter. Shortages remained close to their historical
average in the service sector though (see Figure
32). This is in line with employers being less keen
to hire additional labour, and it also reflects the
labour supply being larger than before.

The average wage rose by 12.4% in the second
quarter of 2023 and real wages increased over
the year, having done so in quarterly terms
since the end of 2022 (see Figure 33). The yearly
growth in the average wage was slower than the
13.1% recorded in the first quarter as wage growth
slowed in the private sector. The yearly growth in
the average wage in the public sector remained
fast because of a steep rise in minimum pay in
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Figure 31. Employment expectations,
standardised

industry
retail
construction
services

2017 2018 2019 2020 2021 2022 2023

Sources: European Commission, Eesti Pank calculations

Figure 32. Unemployment
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Figure 33. Labour shortages, standardised

industry
services
construction

Wi

L 1 1 1 1 1 1 ]
2017 2018 2019 2020 2021 2022 2023

Sources: European Commission, Eesti Pank calculations

Figure 34. Yearly change in average wages
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education and internal security at the start of this
year, and the entry into force in the second quar-
ter of the pay agreement in healthcare on top of
that. There are clear signs in Estonia and in other
countries of wage growth being driven faster by
consumer price rises passing into wages, though
the weakness in the economy is limiting the extent
of this.

Fast growth in wage costs and slower growth
in value added at current prices caused unit
labour costs to increase at the end of 2022,
and production continued to become more
expensive at a rapid rate in the first half of
2023. Unit labour costs rose by 6.2% in the sec-
ond quarter and labour income as a share of the
value added created in the economy rose to close
to where it was before the pandemic (see Figure
34). The increasing pressure from labour costs on
profitability and the slow recovery in production
volumes make the outlook for employment more
pessimistic, as employers are increasingly moti-
vated to optimise production by cutting jobs.

PRICES

Consumer price inflation has come down
steadily throughout this year. Inflation was
still close to 20% at the start of the year, but
by August it had fallen to 4.5% (see Figure 36).
Inflation has mostly come down because energy
prices have receded from their record levels of last
year. Overall price pressures have consequently
eased but have not disappeared. The price level
in Estonia rose by 4.6% in the first eight months
of the year, around half of which occurred in April

Figure 35. Growth in unit labour cost
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Figure 36. CPI growth
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when subsidies for energy prices ended. Inflation
has also been driven this year by the cost pres-
sure of rapid growth in wages.

Prices of food commodities have been coming
down since the start of the year, but consu-
mer prices for food are falling very reluctantly.
Consumer prices for food started to fall in the
third quarter for the first time in two years. Food
prices were 0.9% lower in July than in the previ-
ous month and they fell across a broad base that
covered most groups of products. There was also
a seasonal fall in prices for vegetables in August,
but prices for fruit were pushed up unusually fast
by unfavourable weather.

Energy prices are high in historical com-
parison. The market prices of natural gas and
electricity, which rose sharply when Russia
invaded Ukraine, have by now fallen back to
where they were in the middle of 2021 (see Figure
37). The consumer price index for electricity is still
based on the price of the universal service that
Eesti Energia provides at 154 EUR/MWh (without
VAT). A lot of consumers have by now stopped
using electricity as a universal service, but the
consumer price index does not account for such
structural changes in the middle of a year. The
price level of heating energy has not changed
notably over the year. The price of energy is
affected by network fees, the increasing cost of
capital for companies, and the price of emissions
quotas, as well as by the price of commodities.

Core inflation is being held up by higher ser-
vices prices, but inflation for manufactured
goods has eased. The rise in services prices
reached 6% in the first seven months of the year,
while service price inflation varied widely across
sectors, and it has been led by tourism services
and medical services. Lower prices for rent had
a major downwards influence, as they were 3.7%
lower in July than a year earlier, reflecting the
downturn in the real estate segment.

Lower prices for durable goods have in recent
months helped to restrain inflation for manu-
factured goods. Those prices have fallen as
commodities have become cheaper, the euro
has appreciated, and interest rates have risen.
The exchange rate of the euro against a basket of
currencies from trading partners has been appre-
ciating since 2015. The rate of the euro against the
dollar has most notably made imported electronic

Figure 37. Electricity exchange prices
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goods cheaper. Inflation in the prices of cars has
probably slowed because production difficulties
have eased.

GENERAL GOVERNMENT
FINANCING

The strong labour market and continuing
rapid growth in wages has boosted tax reve-
nues (see Figure 38), and they increased in the
second quarter by almost 8%. Receipts of social
tax have increased by 12.5% this year, and the
growth has not particularly slowed from month to
month. Receipts of personal income tax grew by
less than wage income did, as the income tax-
free threshold started to apply at a higher rate
this year. The advance income tax paid by credit
institutions has also given a boost to tax revenues

Figure 38. Tax receipts*
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this year, as the rapid growth in interest income
increased the profits of banks.

Slowing growth in VAT receipts reflected the
weaker condition of the economy. The main tax
base for VAT is household consumption, which saw
nominal growth of 7.6% in the second quarter. VAT
receipts were consequently only 6.1% more in the
second quarter than they were a year previously.

Expenditures continued to grow fast in the
second quarter, but remained below the
amount budgeted. Spending on investment was
17% higher in the second quarter than it was a
year earlier, with the main contribution coming
from the construction and purchase of buildings
and facilities. Investment in the first half of the year
was however only 40% of the total expenditure
forecast for the year by the Ministry of Finance.

The growth in spending by the general govern-
ment was supported in the second quarter
by rapid growth in wages. General government
labour costs increased by 16% over the year, as
wages have risen fast this year in almost all sectors,

especially in healthcare, education, and defence
and security. General government intermediate
consumption, however, increased by only 5% over
the year, despite inflation being high.

Social transfers continuing to grow fast in the
second quarter reflects the government deci-
sions made in social policy last year rather
than additional expenditures on unemp-
loyment resulting from the economic cycle
entering a weaker phase. The amount paid out
by the Ministry of Social Affairs in social support
was almost 22% up on the year in the second
quarter because of an increase in family benefits,
an extraordinary rise in pensions, and the usual
indexation of pensions.

The initial estimate of the Ministry of Finance
is that general government revenues and
expenditures were close to balance in the
second quarter. The general government budget
deficit for the whole of the first half of the year was
around 2% of the GDP of that period. The fiscal
policy of the government has been more support-
ive of growth in the economy than it was last year.
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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 information
received since the forecast published in June on the economies of Estonia and other countries. New data
on the national accounts, the labour market, domestic and foreign trade, the general government, the finan-
cial sector and prices as at 12 September 2023 have been taken into account. The forecast assumptions for
the external environment, including main trading partners, have also been updated as at 22 August 2023. It
once again needs to be stressed that this forecast reflects the scenario considered the most likely, but the
geopolitical situation and greater uncertainty than usual mean that the actual outcome could prove better
or worse. The Eesti Pank forecasts are compiled using EMMA, the macro-model of the Estonian economy

developed and regularly updated by Eesti Pank.

THE INTERNATIONAL ECONOMIC
ENVIRONMENT

Growth in the global economy will slow in the
second half of the year. The IMF estimates that
global economic growth will recede to 3% this year
because of high inflation, tighter monetary policy,
and Russia’s war in Ukraine. Economies will grow
faster in emerging economies, especially in Asia.
The outlook for the economy is less good in the euro
area, the United Kingdom and the USA because of
weakness in manufacturing. The fall in new orders
in the manufacturing sector in August and the pes-
simistic outlook of businesses' indicate that the
situation is likely to deteriorate in the manufactur-
ing sector in advanced economies in the coming
months. Growth in the global economy accelerated
on the back of increased consumption of services
in the first half of the year as the pandemic restric-
tions were removed, but the current IMF estimate
is that mobility of people and output volumes in the
service sector have by now recovered to pre-pan-
demic levels, meaning that the economy will not
receive any additional boost from further recovery.
The excess savings built up during the pandemic
that helped people cope with the rise in the cost of
living have started to be exhausted. The fast growth
in the Chinese economy will slow in the second half
of the year because of problems in the real estate
sector. Growth cooling faster than expected may
have a broader impact across the countries of Asia
and on commaodities prices.

Inflation will come down slowly. The IMF esti-
mates that global inflation will fall to 6.8% this year
and to 5.2% in 2024, but it will remain above the
inflation target of the central banks in most coun-
tries. Core inflation without food and energy prices
has fallen even more reluctantly, and it will probably

remain high next year as well. Interest rates are
consequently expected to remain high until it is cer-
tain that upwards price pressures are permanently
dissipating. Tighter financing conditions in many
advanced economies have already affected real
estate prices and housebuilding, and have reduced
the supply of loans from banks. The yearly growth
in the loan portfolio of the banks dropped notably
in the first quarter in the USA and in the euro area,
and it will probably continue to follow the same trend.
Higher interest rates may start to cause difficulties
to vulnerable firms in the financial sector or in com-
mercial real estate, threatening financial stability and
so reducing economic activity. Global financing con-
ditions becoming tighter could cause volatility in
financial markets and may cause prices to fall in the
asset classes that have gained most in recent years.

The outlook for the euro area economy is weak-
er than it was. Activity indexes point to the decline
continuing in manufacturing activity in the euro area
this summer as demand for products from the euro
area remains poor. The appreciation of the euro
(NEER) has put euro area exporters under pressure,
as it makes it harder for them to sell their products
in countries outside the euro area. Activity indexes
reveal signs that the growth that has held strong in
the service sector is fading, as prices have contin-
ued to rise quite quickly in recent months even as
inflation has eased, leading consumer confidence
and purchasing power to fall. Monetary policy has
been repeatedly tightened in the euro area to com-
bat inflation, and so financing conditions for the
non-financial sector in the euro area have con-
sequently been more restrictive than before and
companies have more frequently postponed their
investment plans. The labour market in the euro
area has so far held up well as wage growth has
been strong, employment high and unemployment

11 S&P Global PMI.
12 IMF World Economic Outlook, July 2023.
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Table 2. External assumptions in the forecast

June 2023 projection
2022 2023 2024 2025 2023 2024 2025
Foreign demand growth (%)* 6.7 0.0 2.6 3.1 1.6 21 3.0
Oil price (USD/barrel) 103.7 82.7 81.8 77.9 105.4 89.8 89.8
Interest rate (three-month EURIBOR, %) 0.3 3.4 3.7 3.1 3.3 3.3 2.6
USD/EUR exchange rate 1.054 1.088 1.093 1.093 1.052 1.008 1.008

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

Source: European Central Bank

historically low. Constantly rising labour costs are
one of the main concerns for companies though,
and the poor outlook for the economy suggests
that the labour market may be expected to cool.
The latest forecast from the European Central
Bank expects inflation in the euro area to fall to
2.1% by 2025, while growth in the economy will
increase to 1.5% by then'.

Any recovery in the economies of Estonia’s
main trading partners has been delayed. GDP
in the main markets for exports is generally fore-
cast to shrink this year, with some modest growth
seen only in Latvia. Consumer confidence is
improving, but consumption will recover to its nor-
mal levels only next year. Inflation that is falling but
still excessively high will combine with rapidly rising

interest costs, and in Sweden also with the weak-
ness of the krona, to restrain consumption even as
real wages have started to recover gradually. The
greatest difficulties are in manufacturing and con-
struction, and bankruptcies have become notably
more common in Sweden, Finland and Lithuania.
This could cause weakness from autumn onwards
in the labour markets that have so far held strong.
Signs of stabilisation are appearing in the trou-
bled Nordic real estate market, but not yet in new
construction, and this is hurting the whole of the
economy (see Box 2 on the real estate market in
Sweden and Finland). The latest forecasts are that
demand in the main export markets for Estonia
will not grow this year, and demand is expected to
start growing only from 2024 (see Table 2 for the
external assumptions in the forecast).

13 The September forecast of the European Central Bank (https://www.ecb.europa.eu/pub/projections/html/ecb.

projections202309_ecbstaff~4eb3c5960e.en.html).

Box 2: Developments in the real estate market in Finland

and Sweden.

The performance of a lot of Estonian exporting companies is linked to that of the Finnish and
Swedish markets, where growth in the economy is being restrained by weak demand for exports
and by a gloomy real estate market and the consequent slump in housing construction. This par-
ticularly affects Estonian companies in construction and wood, and exporters of construction
services, though also businesses whose output has connections to real estate such as furniture
makers. The struggles of the real estate market are also one of the reasons why the Swedish krona
has fallen to record lows, which is then limiting purchasing power and making goods imported
from Estonia more expensive. The depreciation also makes it harder for the Swedish central bank

to combat inflation.

The real estate market in Finland and Sweden started to drop in 2022 as interest rates rose, costs
increased, and consumer confidence fell. Prices for residential real estate in Sweden fell by an
average of 14% between February 2022 and March 2023, though they then stabilised over the
summer. Prices in Finland have not fallen by as much as they might have because the labour mar-
ket is strong, and real estate prices did not rise excessively during the time when interest rates
were extremely low. Prices rose moderately relative to incomes and when they started to fall it was
small apartments that lost value first, when real estate investors turned away as higher living costs
reduced rental income. The fall in prices since last autumn has been broadly based in Finland, and

it continued this year.
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There has been a marked decline in activity in the market for residential real estate. Data from the
Finnish Federation of Real Estate Agency' shows there were 32,000 transactions in the first eight
months of this year, while there were 48,500 transactions in the same months of last year. When the
market was very active in 2021, there were more than 85,000 real estate transactions in total, while
last year there were 67,000. There was a particularly sharp fall of 62.5% in the number of transac-
tions with new apartments between August last year and August this year. The Swedish real estate
portal Hemnet estimates there have been 15-20% fewer transactions with real estate this year. Data
from the state-owned bank SBAB suggest the number of new apartments sold is barely a quarter
of the level of 2020-2021. Developers have mostly not rushed to cut prices and so those prices have
remained where they were in 2022.

Interest from buyers and consumer confidence are weak, and purchasing power has declined.
Prices having stabilised has encouraged some interest in house purchase in Sweden, but not in
Finland. Only 10% of those who responded to a survey by the Finnish statistical agency in August
were planning to buy or build residential property in the coming 12 months, while the five-year aver-
age for this response is over 14%. The sharp rise in interest rates has made it harder for people
with average incomes to buy residential property even though prices have fallen. A lot of reserva-
tions have been cancelled, sales periods have been extended, and buyers are being offered various
incentives. The selling period for apartments in older apartment buildings in Helsinki has been
extended to more than 100 days.

When demand is weak and costs are high, investment falls and construction of residential property
suffers. More apartments were built in Finland last year than the average, but this year there may
be barely half as many new apartments built as a year ago. Some forecasts say that construction
will start on only 20,000 new apartments this year, while there were 38,000 construction starts on
apartments last year and 47,000 in 2021. Data from the statistical agency show that the number of
construction permits issued for building new apartments was 62% lower in the second quarter than
it was a year earlier. The federation of the construction industry estimates that construction needs
to start on at least 35,000 apartments each year to keep pace with urbanisation and migration. In
Sweden, 63,000 new apartments need to be built each year to satisfy demand, but less than half
that number is forecast for this year. Construction of new apartments in Sweden was 57% down in
the first half of this year on what it was a year earlier.

If there is no additional new development, the construction industry may face a hard winter as the
development projects started in 2021 and 2022 reach completion. Some companies may move
instead to work on infrastructure projects or in renovation work, but not all of them will be able to.
The number of bankruptcies has risen substantially over the summer and there were a quarter more
bankruptcies in Finland between January and August than there were a year earlier’s. There were
45% more bankruptcies in Finland in August there were a year earlier, and there were 37% more in
the first eight months of the year in Sweden than a year previously. Eight of the ten largest bank-
ruptcies in Sweden in August were of construction companies.

There is concern in both Finland and Sweden that the slump in the real estate sector and in con-
struction may become truly devastating. The construction and real estate sector provides 17% of
GDP in Finland and employs 20% of the labour force, while construction provides 11% of GDP in
Sweden, half of it through construction of housing. The sector employs some 350,000 workers.
A really deep slump would hurt the whole of the economy, and the loss of skilled labour would
hamper the sector in exiting its crisis once the outlook improves. The Swedish government does
not currently consider it necessary to give any state assistance to the sector and believes that the
sector will be able to cope through its own resources. Neither is the sector considered a threat to
the stability of the financial system. The government considers that defeating inflation and helping

14 Kiinteistonvalitysalan Keskusliiton (KVKL).

15 Konkurssiasiamiehen toimisto (The Bankruptcy Ombudsman in Finland)
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people regain confidence are more important. The priority for the Finnish government is to get the
state finances in order. Various other measures to support the sector, such as bringing planned
government investment forward, are being considered rather than financial support.

The real estate markets in Sweden and Finland are expected to turn the corner in 2024,
Handelsbanken and Danske Bank upgraded their forecasts for the Swedish real estate market at
the end of summer, and they now consider that the market for residential real estate has passed
through its trough and that the drop in prices from their peak will be smaller than the 20% initially
forecast. Interest rates are still rising but will probably not do so much further, the labour market is
strong, real wages are growing, and the need for new residential property has not disappeared.
Several other forecasts still expect prices to continue falling though, with SBAB considering the
Swedish market could yet lose another 10% for example. Danske Bank forecasts that apartment
prices in the Finnish market will fall by 6% this year and then rise by 2.5% next year. No rapid
rebound is expected though.

ECONOMIC GROWTH

There will be no rapid rebound in economic
growth in Estonia. The recession will become
shallower in the second half of 2023 and the econ-
omy will return to growth in 2024, but there will be
no comparable rapid rebound like in earlier recov-
eries, as export markets remain in the doldrums
and the growth in domestic demand will be held
back by rising interest rates, the reduced need

for labour in the exporting sector, and uncertainty
among consumers and businesses. Slightly faster
growth will be seen in 2025 as the problems in
foreign markets recede and the concerns about
competitiveness in manufacturing and exports
are overcome and new circumstances can be
adapted to. The economy is expected to grow by
1.4% in 2024 and 4% in 2025 (see key indicators
for the forecast in Table 3 and comparison with
forecasts by other institutions in Table 4).

Table 3.Economic forecast by key indicators*

2021 2022 2023 2024 2025

Nominal GDP (EUR billion) 31.12 35.98 37.89 39.47 42.03
GDP volume** 7.4 -0.5 -2.2 1.4 4.0
Private consumption expenditures** 9.3 2.2 -2.8 1.4 4.3
Government consumption expenditures 3.8 0.1 3.8 -0.3 0.8
Gross fixed capital formation 1.8 -4.8 -13.2 3.2 6.9
Exports 22.2 3.0 -4.7 1.6 3.3
Imports 23.5 3.3 -8.1 -0.4 4.8
Output gap (% of potential GDP) 3.1 0.3 -3.9 -4.0 -2.1
CPI 4.6 19.4 9.4 3.4 1.9
HICP 4.5 19.4 9.4 3.6 21
GDP deflator 5.7 16.2 77 2.8 2.4
Unemployment rate (% of the labour force) 6.2 5.6 7.0 8.0 7.0
Employment*** 0.1 4.6 2.7 1.7 0.1
Average gross wage (EUR) 1473 1645 1835 1947 2065
Average gross wage growth 6.6 11.6 11.5 6.1 6.1
GDP per employee 7.2 -4.8 -4.7 3.2 3.9
Current account (% of GDP) -2.5 -2.8 1.0 0.9 -0.2
Budget balance (% of GDP) -2.4 -0.9 -3.1 -2.8 -3.7

* Numbers reported are annual rates of change in per cent, if not noted otherwise, ** GDP and its components are chain-linked,
***including NPISH, **** employment by domestic production units.

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

GDP real growth, %

CPlinflation, %

2021 2022 2023 2024 2025 2021 2022 2023 2024 2025
) 4.6 19.4 9.4 3.4 1.9
Eesti Pank 74 -05 22 1.4 4.0 4.5+ 19.4* Y 04
- ) 4.6 19.4 9.6 4.6 2.5
Ministry of Finance 7.2 -0.5 -2.0 2.7 3.0 4.5% 19.4* 9.6" 4.8% 26
European Commission 8.0 1.3 -04 34 4.5% 19.4% 9.2 2.8
IMF 80 -1.3 -1.2 3.2 3.6 4.5 19.4* 9.7* 41 35"
OECD 8.0 -1.1 -1.3 3.2 4.5% 19.4* 9.2* 3.4*
Consensus Economics 8.0 -1.3 -1.3 2.7 4.7 19.4 9.6 3.4
Luminor 8.0 -1 -2.0 0.0 4.0 4.7 19.4 9.0 1.0 11
SEB 72 -05 -1.8 1.5 3.0 4.5* 19.4* 9.5 45 25"
Swedbank 72 -05 -20 2.0 3.0 4.6 19.4 9.8 4.3 2.4
*HICP

Source: Eesti Pank, Septemberforecast, 26.09.2023; MoF, Summer 2023 forecast, 24.08.2023; 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, September 2023, 18.09.2023; Luminor forecast,
13.09.2023; SEB, Nordic Outlook, August 2023, 29.08.2023; Swedbank Economic Outlook, 23.08.2023.

Exports will be hindered by a paler recovery
in foreign markets than was earlier expect-
ed, interruptions to supply chains, and
issues with competitiveness. Demand in the
main export markets already proved weaker than
forecast in the first half of this year, and the fur-
ther outlook is more pessimistic than it previously
was. The confidence of Estonian businesses is low
and they consider their competitiveness to be poor.
Prices of inputs have in many cases come down
from the earlier peaks, but they still remain higher
than they were before the energy crisis. Many
areas of manufacturing equally face the challenge
that the supply chains they used before the war in
Ukraine have been severed and they need to find
alternatives, but this is time-consuming, expensive
and difficult. The widespread use of floating inter-
est rates means that rises in interest rates pass
through to borrowers in Estonia faster than they do
to those in the rest of the euro area, while labour
costs also rise faster, and this will prevent exports
regaining their lost competitiveness very quickly in
the near future and stop them growing again.

Domestic demand is also recovering slowly
and is providing little support for growth in
the economy in the near term. Private con-
sumption is only exiting its slump that followed the
very strong growth in consumption that was seen
in 2022 despite inflation being high. The drive that
was provided by pandemic savings and money
withdrawn from the second pension pillar has
evaporated and real wages will continue their slow
recovery that started last autumn. The growth in

investment in residential property will also remain
weak as the number of construction permits
issued and the amount of residential space built
have declined, household confidence is low and
the costs of owning property have risen.

Demand recovering slowly in both domestic
and foreign markets has put the brakes on
corporate investment. Companies will continue
to invest to make their operations more efficient,
but the current low level of capacity utilisation,
the poor outlook for growth and the surrounding
uncertainty do not encourage large-scale expan-
sion plans.

Companies will in the near term have less
need for labour. The recession being deeper
and longer than earlier forecast, the outlook for
recovery in foreign demand being postponed fur-
ther into the future, and the cost of labour rising
rapidly will reduce demand for labour, prompting
unemployment to rise to 8% in 2024. The fall in
employment will however be limited by the ser-
vice sector remaining in a relatively good position,
and by labour shortages persisting in the public
sector. Long-term structural labour shortages will
make employers more cautious than before about
letting highly qualified labour go, though less so
about releasing unskilled labour.

The labour supply remains strong, but growth
in it is slowing. The number of refugees from
the war in Ukraine has increased the working
age population, but further growth will be slower
and in the longer term the number of people of
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working age will start to fall because of natural
demographic change. The labour force participa-
tion rate has however continued to rise, though
given how high it is there is probably little room for
further gains. The growth in the supply of labour
and the weakness of the economic climate have
hurt the position of employees in wage negotia-
tions, and that will ease wage pressures.

Wages will rise more slowly. There are fac-
tors both driving and restraining wage growth in
the public and private sectors. The earlier large
rise in consumer prices is affecting both sectors
and is partly being passed through into wages.
Employees want to recover their standard of liv-
ing and are making large wage demands, and
although formal indexing of wages is not common
in Estonia, inflation is still taken into account when
wages are set. Some benefits such as subsist-
ence benefits are also indexed to the price level,
which can affect the reservation wage that peo-
ple have. Wage growth in the general government
sector will be kept high by the target of raising
the wages of teachers to 120% of the Estonian
average and by the collective wage agreement
in healthcare. At the same time the need to keep
the lid on spending in budgets will limit the rise in
wages in areas that are not covered by collective
wage agreements. The weaker bargaining power
of employees, inflation having by now fallen, and
the slower growth in turnover that makes com-
panies less able to increase their wage costs will
together reduce the growth in wages in the private
sector. The average wage is expected to rise by
6.1% in both 2024 and 2025.

PRICES

After two years of exceptionally high inflation,
a period of lower inflation has now started.
Annual inflation will remain around 4-5% until the
end of this year, then it will fall to 3.4% in 2024 and
the largest part of inflation next year will be caused
by tax rises. The biggest contributor will be the
rise in the rate of VAT from 20% to 22%. Inflation
will fall to 1.9% by 2025.

Food price inflation will continue to decline
throughout the forecast horizon. Retailers
offered short-term discounts and special offers for
loyal clients in the first half of this year. The fall
in the prices of food commodities, which started
at the beginning of the year, is increasingly pass-
ing through into consumer prices. Russia’s war in

Ukraine has so far caused the price of grain to
rise by less than was feared. Prices of fruit have
however risen unexpectedly high as weather
conditions this year have been unfavourable
throughout Europe. A large proportion of the fruit
sold in Estonia is imported, and so the usual sea-
sonal fall in prices for food may be smaller than
normal.

Energy prices remain high in historical com-
parison. The price of gas will fluctuate next year
between 40 and 60 EUR/MWh, depending on
seasonal consumption levels. There is a short-
age of production capacity for electricity in the
Baltic states and the connections to the Nordic
electricity market are limited, and so there remain
problems with the security of supply. Prices for
heat energy depend mainly on the cost of local
fuel and the price level of that will remain about
as high in the coming heating period as it was last
winter, meaning no large fall in price is expected.

A rise in the rate of VAT will cause prices of
manufactured goods to start rising at the end
of this year. Previous research shows that up to
a quarter of the tax rise is passed through into the
prices of durable goods during the five months
before VAT rises. The current low level of unem-
ployment will encourage the rise to pass through
into prices quickly. New price pressures this year
have mainly come from services, but the slower
growth in wage costs will in future slow the rate of
rise in the prices of services.

GENERAL GOVERNMENT
FINANCING

The earlier mismatch between the revenues
and expenditures in the general government
sector together with the law changes that
have started to apply in 2023 will together lead
the budget deficit to widen. 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,
because the higher minimum income tax thresh-
old started to apply from the start of the year,
and the average pension was made exempt from
income tax. The growth in spending will acceler-
ate at the same time, as there will be large leaps
both in social transfers for pensions and child and
family benefits, and in the payroll of general gov-
ernment employees, as public sector wages grew
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by less in the past couple of years than private
sector wages did.

The tax measures passed by the government
will bring additional revenues into the budget,
but not enough to reduce the deficit. The higher
standard rate of VAT that will start to apply next
year together with the rise in excise will increase
the tax burden a little, though it will fall again in

2025 when a new personal income tax system is
introduced. High inflation and rapid rises in inter-
est rates have also passed into the budget at the
same time, as they raise the costs of indexed
social transfers and of servicing loans. The deci-
sion of the government to maintain spending on
defence at 3% of GDP at least will require larger
investment. In total the budget deficit will be 3-4%
of GDP in the forecast horizon.
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