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INTRODUCTION

The environment has become more com-
plicated for the global economy. The global
economic picture improved at the end of last year
in broadbrush terms, as inflation fell in different re-
gions and the rate of growth picked up. Estonia's
main export markets also showed signs of revival.
Exports increased as foreign demand grew while
there was some improvement in competitiveness,
and GDP in Estonia started to grow at the end
of last year having contracted for two and a half
years. Growth is expected to become more em-
bedded in the economy this year and next, but it
will take time to climb out of the hole dug by the
various crises.

Tax rises will push inflation up and hinder the
recovery of the economy. The cost of living will
be increased this year by the introduction of the
registration fee for motor vehicles and by rises in
VAT and excises, which will be behind about a third
of annual inflation as it rises to 6%. The income tax
rate rose at the start of the year and so real wages
will be squeezed by the various tax rises, which
will restrain private consumption and the growth
of the economy. Improvement may be expected in
2026, because the elimination of what is known as
the tax hump will increase the purchasing power of
the average net wage substantially.

The Estonian economy is still running at
below its potential level, and manufacturing
is trailing by most. Manufacturing is largely
oriented to exports and had suffered more than
most in the past couple of years, and its size
within the economy meant that it made a major
contribution to the recession that has just recently
ended. Circumstances have improved for it in the
past half year, and the assessment of businesses
about new orders, future output volumes and
employment has also improved. Competitiveness
remains a problem though, and one that both
businesses and the state will need to deal with
because future growth and development in
the economy will depend primarily on being

competitive. The cuts in interest rates have already
had a positive impact and will reach companies
and households faster than in most other countries
in the euro area. This will encourage investment,
including in ways that make local production more
competitive.

There will not be any major changes in the
coming years in the labour market. The
reaction of the labour market to the recession was
subdued in the past couple of years as employment
fell relatively little and the main adjustment was
made through the workload of employees. The
growth in economic activity will consequently not
cause an immediate wave of hiring, as current
employees will be able to increase output initially.
Unemployment will fall from its current level, but
will do so quite slowly and partly because of a
decline in active participation in the labour force.
Although there is a relatively large amount of
labour available, problems with job matching may
become more acute in the next couple of years,
and so put pressure on wage costs that have
already reached record levels measured as the
total wage costs of the economy as a ratio to GDP.

There is a great deal of uncertainty around
the outlook for the economy and there is a
danger that more pessimistic scenarios will
actually be realised. The trade tariffs that have
already been introduced are now leaving their
mark on the revival of the economy, and there is
a lack of clarity on top of that about the future
outlook for terms of trade. It was seen at the start
of the year how they can change very quickly and
prove much different to what was expected. The
possible economic consequences that there may
unfortunately be from geopolitical uncertainty
more broadly must also be taken into account.
Estonia is very exposed to changes in international
value chains and terms of trade because of
its involvement in foreign trade, and so these
developments need to be watched very closely
and adaptations must be made if necessary.
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THE EXTERNAL ENVIRONMENT

THE GLOBAL ECONOMY

The global economy continued to grow in
the fourth quarter of 2024. The growth was
supported by falling inflation, which improved
the purchasing power of consumers, and by
the largest central banks easing their monetary
policy. Growth remained fast in emerging markets,
especially in Asia, but growth in different countries
varied across regions. The US economy grew
by 2.5% over the year in the fourth quarter (see
Table 1), with support coming mainly from stronger
consumption and government spending. Growth
in the euro area economy was modest at 1.2%
over the year, while yearly GDP growth in the
United Kingdom picked up to 1.4% in the fourth
quarter, which was the highest figure in eight
quarters. The Japanese economy also grew by
more than markets expected, gaining 1.2%, which
was mainly due to investment, exports and private
consumption.

Activity in the global economy slowed in
February. The composite purchasing managers
index (PMI), which measures global economic
activity, fell to 51.5 points in February (see Figure
1). The decline in economic activity came primarily
from growth fading in services, while the PMI for
manufacturing rose more sharply at the same
time. The rise in the PMI for manufacturing and
the growth in global trade (see Figure 2) may both
have been caused by an increase in new orders
in advance of US trade tariffs being imposed.
The increase in activity in manufacturing may
consequently be only short-lived, especially as
manufacturing companies that depend on trade
are the most exposed to tariffs. The fall in the US

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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PMI to 50.4 points was notable, as that is its lowest
level of the past year and a half. While a value for the

Table 1. GDP growth in different regions in 2019-2024 (change, %)*

2020 2021 2022 2023 2024 Q3 2024 Q4 2024 2025
World -341 6.0 3.4 3.2 3.2 3.3
Advanced economies -4.5 5.2 27 1.6 1.7 1.9
Emerging markets and developing 21 6.6 4.0 43 4.0 4.0
economies
Euro area -6.1 5.3 3.5 0.4 0.9 1.0 (0.4) 1.2(0.2 1.0
United States -2.8 5.9 21 2.5 2.8 2.7 (0.8) 2.5(0.6) 2.7
China 2.2 8.1 3.0 5.2 5.0 4.6 (1.3) 5.4 (1.6) 4.6
Japan -4.3 241 1.0 1.9 041 0.7 (0.4) 1.2 (0.6) 11
United Kingdom -1 7.6 44 0.4 0.9 1.0 (0.0 1.4 (0.1) 1.6

* GDP at constant prices, quarterly growth over the previous quarter is in brackets
Sources: IMF World Economic Outlook Update (January 2025), OECD, Eurostat, national statistics; 2025 is IMF forecast
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PMI above 50 still indicates growth in the economy
and the indicators for the non-financial economy
remain strong, the fall in the PMI suggests growth
in US economy slowing sharply from its high level
at the end of last year. Businesses connected
the cooling of economic activity with the recent
policy initiatives of the US government, including
the cuts in federal spending and the introduction
of tariffs that have together increased uncertainty
and production costs. The future performance of
the US economy will consequently depend on how
businesses adapt to the changing circumstances.

The trade policy decisions of the Trump
administration are increasing protectionism
anduncertainty. The US president hasintroduced
his trade policy quickly, as he announced at the
start of February that tariffs would start to apply
to products from China, Canada and Mexico'.
The US hopes that taxing imports will encourage
investment in domestic production and reduce
the national trade deficit, but research has found
that tariffs block both domestic and international
investment by postponing it or reducing it in
volume. The tariffs may reduce the trade deficit
in the short term, but they will raise inflation and
slow growth in GDP and employment. The trade
tariffs will hit particularly hard in the main trading
partners of the US, as the US takes 77% of exports
from Canada, and 83% of those from Mexico?. It
is however hard to estimate the exact economic
impact of tariffs, as changes in exchange rates,
the use of alternative supply chains, and the
reorganisation of production may partly offset their
impact. Other campaign promises by Trump such
as cutting taxes may also give a short-term fiscal
boost to the US economy, and so equally affect
the global economic cycle. Although the impact
of individual political policy initiatives is hard to
estimate precisely, the clearest consequences
for the global economy come from increased
uncertainty, the deterioration in multilateral
cooperation, and increasing geopolitical risks.

Central banks continued to cut base interest
rates. Inflation in advanced economies is generally
moving towards the 2% target of central banks,
aided by prices falling for energy and goods,

Figure 3. Inflation
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though services and rising wages continue to
keep core inflation up (see Figure 3). The Bank of
England cut its base interest rate by a further 25
basis points in February to 4.5% because inflation
pressures had eased as energy and food prices
stabilised. The European Central Bank cut its base
interest rate to 2.65% in March, while the rate in
the US was cut by 25 basis points in February
to 4.25%. Central banks are likely to continue
easing monetary policy cautiously as long as the
labour market does not sharply weaken and the
inflationary pressures caused by tariffs do not
sharply increase, but they are ready to stop cutting
rates if necessary. The economic policy decisions
of the new administration in the USA will have a
substantial impact on the future course of the
monetary policy of the Federal Reserve. The US
economy is running at almost full capacity, and so
increased spending would drive inflation pressures
up significantly. Mass deportations of illegal
immigrants, who are 5% of the total labour force,
could cause a serious negative supply shock and
so accelerate inflation. The economy cooling and
inflation falling would however lead the Federal
Reserve to cut its base interest rates faster.

Growth remained strong in emerging
economies, but the danger of broader trade
tariffs being imposed increased uncertainty.
The abrupt nature of US economic policy and the

1 The US imposed a tariff of 10% on goods from China on 4 February. The US imposed a tariff on 4 March of 25% on all goods
from Canada and Mexico except energy goods from Canada, which were subject to a 10% tariff. The US raised its tariff on China
on 4 March to 20%, as China had imposed retaliatory tariffs on US agricultural products. On 6 March the goods covered by the
trade treaty between the US, Mexico and Canada were exempted from tariffs for a month. A tariff of 25% started to apply on 12
March on steel and aluminium imported to the USA. The European Commission announced it would introduce retaliatory tariffs on

US goods including whiskey, motorbikes and jeans.

2 Analysis by S&P Global shows that a tariff of 25% on imports would make GDP growth smaller by 1.3 percentage points in
Canada in 2025 and by 1.7 percentage points in Mexico than in the baseline scenario with no tariffs.
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strength of the dollar have made several emerging
nations wary, as tariffs could strengthen the dollar
and weaken their exchange rates. This would make
it difficult to service foreign debt and would increase
outflows of capital. The Indian economy continued
to grow strongly in the fourth quarter, at 6.2% over
the year, with the support mainly of government
investment in infrastructure. Fast growth also
continued in exports of IT and software services.
Growth in other emerging economies like Brazil
and Mexico was supported by exports and lower
interest rates. Stimulus measures and exports
helped the Chinese economy to grow by 5.4% in
the fourth quarter of 2024, and GDP consequently
grew by 5.0% across the year, meeting the official
target set by the Communist Party of “around 5%”.
Growth in the Chinese economy may slow in future,
as the trade war with the USA will reduce China's
exports there, which are 15% of total exports from
China, and will also slow growth in manufacturing
output, which has so far been the main foundation
of economic growth.

Stock markets were volatile in the firstmonths
of the year. Shares in US markets rose in January
and February in the expectation that businesses
would gain from the tax cuts and deregulation
promised by the Trump administration, but the
markets fell in early March in fear of the economic
harm caused by trade tariffs (see Figure 4). The
S&P 500 dropped sharply on 12 March and fell to
5% below where it had started the year. Investors
also became more worried about the overvaluation
of technology shares, and this caused a wave
of selling and of capital being redirected to less
risky shares. European markets meanwhile have
risen this year, as the postponement of the tariffs
announced by the US in January reduced the risk
of atrade war. The defence industry has performed
well, as market participants expect that a reduction
in the US contribution to European security will
make countries spend more on their own defence.
The strong results of technology firms and the
DeepSeek artificial intelligence platform lifted the
Chinese market, as the success of DeepSeek
made investors more interested in buying other
technology shares. The interest rate on US 10-year
Treasuries fell, mainly because of the fear of
growth cooling in the US economy. The euro area
bond market was boosted by the announcement
of the incoming German government of a historic
increase in budget spending to finance defence
spending and infrastructure investment. The

Figure 4. World stock indexes,
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Figure 5. Commodity price indexes
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decision raised the yield on German 10-year
bonds to their highest level since the 1990s, while
French yields were at their highest level since 2011.

The oil price fell, while the price of gold
reached new peaks. Brent crude was at its
highest level of the year at the start of January at
82 dollars a barrel, but the price has fallen steadily
since then (see Figure 5). The oil market has been
affected by the uncertainty about trade policy and
by the plan announced by the OPEC+ countries to
increase production volumes from April. It has also
been affected by the fall in imports of crude oil by
China, which indicates that Chinese demand for
diesel and petrol has peaked as electric cars are
used more widely. The price of gold continued to
rise and reached a new record level of 2947 dollars
an ounce. The price was pushed up by geopolitical
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tensions that have increased demand among
investors for safe assets. Prices for agricultural
products have mainly remained unchanged,
with coffee and cocoa prices moving most. Bad
weather in Brazil and Vietham has made coffee
notably more expensive, while the price of cocoa
has fallen by around a third this year after rising
significantly at the end of last year.

THE EURO AREA

Growth slowed in the euro area at the end of
last year. GDP growth was 0% over the quarter in
the fourth quarter of 2024, just avoiding recession.
The growth over the year in the euro area economy
at the same time was 1.2%. The economy avoided
a worse outcome because falling inflation and loan
costs provided a tailwind for consumer spending.
Private sector investment and public sector
spending gave a smaller amount of support to
growth in the economy. Among the larger countries
in the euro area, Germany saw GDP fall in the fourth
quarter from the same quarter of the previous year,
while GDP in France was 0.1% down because the
boost to growth from the Olympic Games in Paris
had disappeared and consumption by households
was weaker than previously. Growth in the Italian
economy slowed to around 0% in the fourth quarter,
and only Spain posted relatively strong growth
of 0.8% with support from spending by both the
public and private sectors.

Estimates of economic activity in the euro
area improved a little at the start of this
year. The composite purchasing managers index
for the euro area (PMI)® climbed to its highest
level for five months in February at 50.2 points,
which indicates some slight increase in growth
in the economy. The service sector above all was
behind the improvement in economic activity, as
activity there increased for the third consecutive
month. The PMI for industry in the euro area,
which had been in the doldrums for a long time,
also rose a touch, even in Germany. New orders
in industry in the euro area have fallen for nine
consecutive months by now, but the rate of fall has
slowed a little of late. The volume of new export
orders continues to decline though, as foreign
demand remains weak. The PMI survey results
in industry continued to show the number of jobs
falling and doing so now at the fastest rate in the

Figure 6. Trade-weighted euro exchange rate

= euro NEER-38, January 2021 = 100
105

Y,

2021 2022 2023 2024 2025

Source: European Central Bank

past four years, while employment in services,
which has done better, grew further. Business
sentiment* strengthened a little in February, but
remained below its long-term average. Sentiment
improved particularly in industry and in the largest
countries of the euro area. The figures available
for consumer confidence in February also show
some strengthening, as consumers believe that
their national economies have improved. Further
escalation of trade tensions could however cause
confidence in the private sector to weaken quickly
again. Overall the prevailing deep uncertainty
and heightened trade tensions around the world
are making companies in the euro area less
confident about investing, while problems with
competitiveness in manufacturing are also hurting
the ability to export.

Volumes of retail sales and industrial output
in the euro area are growing gradually.
Industrial output in the euro area in January
grew from the same time a year earlier and was
up 0.8% on the previous month. This growth
was particularly notable because the decline in
the preceding month was quite steep, and it has
injected some optimism into the economy. There
was most growth in January in the production
of intermediate and capital goods, and there
were some signs of growth in industrial output in
Germany as well, particularly in the car industry.
The industrial sector in the euro area has been
suffering from structural problems for a long
time, and also from high energy prices and weak

3 HCOB Flash Eurozone Composite PMI Output Index.

4 December, ESI, European Commission.
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Figure 7. HICP inflation
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Figure 8. Core inflation
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foreign demand, and a further obstacle has now
been introduced by the US tariffs. Retail sales in
the euro area showed quite reasonable growth of
1.5% in January even so. The surplus of the euro
area in goods was smaller in January than it was a
year earlier, as exports of goods fell by 8.9% over
the year and imports by 9%. It may be estimated
moving forwards that the imports will grow in the
short term in anticipation of the introduction of
tariffs, as companies look to stock up on goods
before the countermeasures are applied. The
exchange rate of the euro (NEER) weakened
further in February against the currencies of the
main trading partners, but this will make euro area
companies more competitive moving forwards
(see Figure 6). Financing conditions are also easing
in the euro area, creating conditions that will favour
increased investment (see Box 1).

Inflation in the euro area slowed from 2.5%
in January to 2.3% in February. The figure in
January was the highest since July 2024, and was
mainly dictated by a sharp rise in energy costs
(see Figure 7). Not only did headline inflation come
down in February though, but also inflation for
services, which had been high but came down to
3.7%. Inflation for the energy component also fell
in February, but inflation for unprocessed food and
manufactured goods increased. Core inflation,
which leaves out volatile food and energy prices,

Figure 9. Employment and unemployment
in the euro area
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came down to 2.6% in February, which is the
lowest level since January 2022 (see Figure 8). The
labour market in the euro area remains good as
unemployment remained at a record low 6.2% in
January, and the number of people in employment
was 0.1% higher in the fourth quarter than in the
third (see Figure 9). Growth in the indicator for
negotiated wage rates slowed to 4.1% in the fourth
quarter and so domestic price pressures are
generally trending downwards, though the growth
in labour costs is initially one of the largest sources
of costs for businesses.
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Box 1: Monetary policy in the euro area

The main 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. Inflation in the euro area has developed as expected by the central bank in recent months.
The March forecast by the European Central Bank foresees that inflation will slow to 2.3% this
year, and will then fall to close to 1.9% in 2026. The outlook for inflation shows the rate of it
moving towards the target of the central bank, and so the Governing Council of the European
Central Bank decided to ease monetary policy further at its latest meeting.

The Governing Council cut the ECB key interest rates by 0.25 percentage point at its meetings in
January and March (see Figure B1.1). The interest rate on main refinancing operations is currently
2.65%, the marginal lending rate is 2.90%, and the deposit facility rate is 2.5%. The Governing
Council said in March that interest rates have reached a level where the monetary policy of the
Eurosystem is becoming meaningfully less restrictive, and it continued to stress the importance
of the data-dependent approach in its comments on future decisions about interest rates. 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 transmission. It has been emphasised that the Governing
Council will not make any specific commitments about future interest rate decisions.

The balance sheet of the Eurosystem will shrink further as the additional liquidity support measures
given to the financial system have ended. The balance sheet has shrunk primarily because the
programme of lending on favourable terms has ended and the commercial banks have repaid
a large part of their longer-term loans to the central banks®, but the bond portfolio is also being
reduced as the Eurosystem is no longer reinvesting the principal repayments received from
maturing securities. Reinvestment of maturing bonds purchased under the asset purchase
programme (APP) was discontinued in July 2023 and reinvestments under the pandemic
emergency purchase programme (PEPP) were discontinued at the end of 2024. The total value
of bonds purchased under the APP and the PEPP on the balance sheet of the Eurosystem at the
end of January was 4.3 trillion euros (see Figure B1.2).

Figure B1.2. Eurosystem holdings under

Figure B1.1. Eurosystem key interest rates
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5 The final repayments of the loans issued under the third series of targeted longer-term refinancing operations were
made in December 2024. The volume of longer-term refinancing operations on the balance sheet of the Eurosystem has
fallen since the start of 2022 by around 2.2 trillion euros to 17 billion euros.
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As monetary policy has been eased, so the
shorter-term interest rates in the interbank
money market have continued to fall. The six
and 12-month Euribors remain below the three-
month Euribor (see Figure B1.3). As at 10 March
2025 the 3-month Euribor was at 2.53%, the
6-month Euribor was at 2.41%, and the 12-month
Euribor was at 2.48%. The money supply in the
euro area has increased and the yearly growth in
the broader M3 indicator was 3.6% in January.
Yearly growth in lending to the non-financial
sector has also accelerated in recent months,
and the volume of loans to businesses was 2%
larger in January than a year earlier, while the
volume of loans to households was 1.3% larger.
The Governing Council said that loan growth is
expected to pick up, as interest rate cuts will

make new borrowing less expensive for firms and households. The European Central Bank
considers that the capitalisation and liquidity of the banks in the euro area remains strong.

Figure B1.3. Euro area money market
interest rates
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ESTONIA'S MAIN TRADING
PARTNERS

The economies of Estonia's trading partners
developed in different directions in the fourth
quarter of 2024. In the Nordic countries, Sweden
saw notably faster growth in GDP in the fourth
quarter than Finland did (see Figure 10). Growth in
the Swedish economy in the last quarter of the year
was 0.8% over the previous quarter, while GDP in
Finland actually declined by 0.2%. The economy in
Sweden was supported by growth in exports and
investment, while the Finnish economy suffered
from weak domestic demand and a slower recovery
in exports. Growth in the economy and exports in
Finland was restrained by slower growth in the euro
area economy, and by the dependence on sectors
like construction that still face difficulties. The
monthly estimate of GDP growth in January of 2.4%
showed though that annual growth in the Finnish
economy is also increasing®. Quarterly growth in
the Lithuanian economy remained quite strong, and
was similar to that in the preceding quarters at 0.8%.
Domestic demand gave support to growth on the
spending side, and on the other side production and
construction contributed. GDP growth in Lithuania
for the whole of 2024 was 2.7%, which made it the
leader in the Nordic and Baltic countries because of
good growth in private consumption and exports,
especially exports of services. Quarterly growth

Figure 10. Yearly growth rates
of GDP of trading partners
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in the Latvian economy picked up to 0.1% in the
fourth quarter of the year, but this was more a sign
of stabilisation than of a clear turn for the better,
as GDP continued to decline over the year. Growth
in the Latvian economy has been held back by a
decline in private consumption and investment,
though public sector spending has offered some
support. Growth in Latvian exports has been
restrained because Latvia is more dependent than
Lithuania on the performance of other euro area
countries, such as Germany and Estonia, where
demand has been poor (see Figure 11).

6 Trend indicator of output, Statistics Finland.
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Figure 11. Yearly export growth
of trading partners
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Figure 12. Unemployment rates
of trading partners
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Indicators for economic activity in the
Nordic and Baltic countries improved a little
at the start of the year. While there was some
improvement in most places, it was still generally
weak in historical terms, except in Sweden. The
aggregate index for activity in Sweden climbed
above the 51-point mark in February and the
PMI for industry was as high as 53 points’,
indicating that the production sector in Sweden
is growing as the effect of looser monetary policy
reaches the economy. The economic sentiment
indicator of the European Commission remained
below its historical average in Finland and Latvia
though, which suggests that no immediate rapid
improvement in the economy is to be expected
there. The confidence indicator® has been higher
in Lithuania than in the other countries for some
time, but in February it was also weaker there
than in the previous month. Consumer confidence
weakened in almost all of Estonia's other trading
partners as well, as the global trade tensions
caused a great deal of uncertainty that hurt the
confidence of both businesses and consumers. A
fall in retail sales volumes was evident in monthly
comparison in all countries in January. Persistently
high unemployment rates, which remain at 9-10%
in Lithuania, Finland and Sweden, are probably
restraining consumer confidence and interest in
making purchases (see Figure 12). Tax rises in
Latvia and Lithuania have probably also had some
impact at the start of the year. Growth over the year
in industrial output volumes in January was again
strongest in Lithuania, where it was supported

Figure 13. HICP inflation of trading partners
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by growth in mining and quarrying. Industrial
output volumes fell in Sweden though, as energy
production declined. Industrial output in Finland
showed some faster growth in January in forestry,
which has been in the doldrums for several years.

Inflation picked up a little in the first months
of the year. Inflation rose temporarily in several
countries at the start of the year, largely because
of faster growth in energy prices. An increase in
VAT in Finland also made some contribution to
inflation rising at the start of the year. Inflation
was highest in January in Finland and Lithuania,
but it came down in February to 1.5% in Finland
and 3.2% in Lithuania (see Figure 13). Inflation in
Latvia rose to 3.6% in February though, driven by

7 The Swedbank PMI for the industrial sector.

8 European Commission Economic Sentiment Indicator (ESI).
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rising prices for services and price pressures that
came from wage growth remaining fast at 8%.
Inflation in Lithuania was also pushed upwards by
a rise in excises. Yearly growth in the consumer
price index in Sweden rose to 2.8% in February,

as higher energy prices and housing costs pushed
it up. Price pressures increasing further may in
future push the Swedish central bank to be more
cautious and lead it to postpone any further
loosening of monetary policy.
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THE ESTONIAN ECONOMY
ECONOMIC ACTIVITY

The Estonian economy started to grow again
in yearly terms in the fourth quarter of last
year, as GDP was 1.2% larger than a year
earlier. GDP adjusted seasonally and for the
number of working days was 0.7% more in the
fourth quarter than in the third. The recession
ended in quarterly terms earlier than that though,
as GDP was larger than in the previous quarter in
both the second and third quarters of 2024. GDP
at the end of last year was 4.3% smaller than it was
at its peak before the recession (see Figure 14).

The sources of growth in the economy
indicate that demand has strengthened in
the private sector, as growth was lifted in the
fourth quarter by increases in both exports
and private consumption (see Figure 15).
Businesses are no longer reducing their inventories
of raw materials and of goods bought for sale at
the same rate that they were a year earlier. Direct
demand from the general government in the form
of consumption and investment has however fallen
at the same time, and private sector investment
also declined over the year.

Businesses still have quite a lot of spare
production capacity, and so notallcompanies
need investment in order to expand. Business
surveys show that the business cycle position has
become more positive (see Figure 16). Businesses
feel that the lowest point has been passed, but
the position of the economy is still not good. There
are more companies that want to expand and are
facing labour shortages than there were in 2024,
but still quite few in comparison to the earlier
average. The average level of production capacity
utilisation in industrial companies has increased
though, but it still remains low next to the earlier
average and so companies are able to expand
their output volumes without needing to buy new
equipment.

Production capacity remains unused above
all in branches of the economy that export.
Manufacturing, which is the main sector producing
goods for export, suffered the majority of the
recession in a comparison over three years (see
Figure 17). Exports of goods were down by around
16% at constant prices in the past three years.
Activity has also fallen long way in transportation
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Figure 15. GDP growth

[ net exports, pp

inventories and statistical discrepancy, pp
[ private investment, pp
I government consumption and investment, pp
private consumption, pp
GDP growth, %

30

2021 2022 2023 2024

Source: Statistics Estonia

Figure 16. Standardised survey indicators
of the business cycle

capacity utilisation in manufacturing
[ |abour shortage in construction
labour shortage in services
Italt)olur shortage in manufacturing
otal

2005
2006
2007
2008
2009
2010
2011
2012
2013
2014
2015
2016
2017
2018
2019
2020
2021
2022
2023
2024
2025

Sources: European Commission, Eesti Pank

14



EESTI PANK e THE ESTONIAN ECONOMY AND MONETARY POLICY e 1/2025

Figure 17. Change in contributions to GDP
growth by sector in Q4 2024 from Q4 2021
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and storage, partly as a consequence of Russia's
war in Ukraine and the consequent sanctions.
The deterioration in Estonia's relations with Russia
makes it improbable that value added will recover
soon in that sector. Branches of the economy
focused on domestic demand have remained
stable, in contrast to the exporters, and the
amount of private consumption and investment
has increased in the past three years.

Industrial exports were unexpectedly
weak in January after the growth of 2024.
Manufacturing output adjusted for number of
working days increased over the year, but was
lower than in the previous months. The markets
that caused the result to be weaker than expected
were those outside the euro area, as although
exports were up over the year, the monthly turnover
index of manufacturing exports to non-euro area

countries was bigger in the fourth quarter of last
year than in January of this (see Figure 18). The
output from mining and energy was down over
the year in January, but this can be attributed to
demand this year being weaker than a year earlier
because the weather was warmer.

There are few data available on activity in
the first quarter of this year, but it appears to
have been similar in broad terms in Estonia
and in neighbouring countries to what it
was in the fourth quarter of 2024 (see Figure
19). There has been no notable improvement
in confidence, but the responses in February
were overall less negative than those in January.
Surveys of manufacturing companies show there
to be more that expect output to increase than
that expect it to decline. Expectations for output
volumes have however not greatly improved, and

Figure 19. Heatmap of the Estonian economy
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there is no particular indication that companies
expect a rapid rebound of the sort that is often
seen after a crisis. Activity in retail is being held
back by sales of cars, which dropped steeply
after the tax changes and have brought down the
aggregate results for retail. The flash estimate of
economic growth in the first quarter reflects the
sluggishness in both manufacturing and retail
sales (see Figure 209).

DOMESTIC DEMAND

Domestic demand increased at the end of last year
as private consumption revived in anticipation of
taxes rising. Investment and general government
consumption were less than a year earlier though.

Consumption by households fell a little in
the year overall, but started to increase in
the fourth quarter when it was up by 1.2%
over the year. This rebound was similar to that
in the final quarter of 2023, when it was mainly
durable goods that were bought in advance of a
rise in VAT. The growth in consumption in 2024
was driven mainly by the desire to avoid the fee
for registering cars that came in at the start of
2025. This encouraged people to bring planned
car purchases forward into 2024, and there were
an additional two months worth of car sales in the
fourth quarter on top of the usual quarterly sales
(see Figure 21). The bounce in car sales also
increased consumption of insurance services
and financial services.

This time shift of purchases implies that sales
of cars will be modest in at least the first half
of this year, and in January and February they
were indeed around two thirds lower than a year
earlier.

Household deposits have continued to
grow. Term deposits remain at 35% of total
deposits, having been only 10% at the end of
2022. The household saving rate has however
been low in recent years in comparison to other
rates in the euro area. This is partly because of
the rapid rise in interest rates in 2022, which
passed quickly through into the loan costs of
households, and because of the reform of the
second pension pillar in 2021. For more on
saving rate and factors that affect saving see
Box 2.

Figure 20. GDP growth and current
quarter nowcast
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Figure 21. Passenger vehicle registrations
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The growth in corporate inventory is also at
least partly a reflection of consumption in the
fourth quarter. The reduction in the inventories
of assets bought for sale at car dealers is a
consequence of the boom in sales at the end of the
year. The growth in inventories of commodities and
raw materials in manufacturing gives a cautiously
positive signal, especially from export-oriented
producers of electronics and electrical equipment.
This may indicate that producers have sensed
an improvement in demand and so are stocking
up on production inputs. There was also some
improvement at the end of the last year and start
of this in the estimates by producers of electronic
equipment for new orders, including export orders.

9 The nowcast produced by the Eesti Pank indicator model is a technical regression-based forecast that takes in data as they are
received. There are fifteen models in the set and the nowcast is the median of the individual forecasts. The uncertainty related to
this forecast is indicated by the mean historical absolute nowcast errors.
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There was a sharp drop in corporate
investment in the second half of the year (see
Figure 22), but this cannot be read as a downwards
trend yet, as there has been quite a lot of volatility
from quarter to quarter in the levels of corporate
capital formation in recent years. The volatility is
amplified by large one-off transactions, which can
move the macro indicators for a small economy
like Estonia's, and by the multiple crises that
have impacted individual sectors and companies
differently.

Corporate fixed capital formation has been at
more or less the same level in the past three
years'® even though the economic climate
has been difficult and rapidly changing. The
biggest structural change has been the growth in
investment in energy in the past couple of years.

There was no great leap in purchases of vehicles
by companies last year in the same way as there
was in purchases by households, though vehicle
rental companies invested a little more than usual
in vehicles.

Demand for new residential space continued
to be boosted by the labour market remaining
strong and by real estate being more
affordable as wages grew and interest rates
were lower. Investment in residential space
stopped falling in quarterly terms at the end of last
year, and statistics on transactions indicate that the
slump after the real estate boom has ended.

The opinion of companies about access to
loans became much better in the final quarter
of last year. It probably improved principally
because of interest rate cuts, but also because
the recession ended. Sentiment was better in all

Figure 22. Gross fixed capital formation
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sectors, but especially so in real estate. Growth
in borrowing accelerated at the same time, and
at the end of January 2025 the corporate loan
portfolio was 7% larger than a year earlier, and the
household loan portfolio was 8.7% larger. Growth
in corporate borrowing is clearly driven by real
estate companies, but the only large sector where
the loan stock declined was agriculture. Lending
to households grew faster mainly because of the
evident revival in the housing loan market in the
second half of last year, but also because there
was a sharp jump in the volume of car leases in
advance of the introduction of the car tax, but this
was followed by a concomitant collapse in January.
Pressure from competition has pushed down
the interest margin on the average housing loan
in recent years, but not the margin on corporate
loans. The interest margin on top of Euribor for the
average housing loan has come down to 1.4%,
while the margin on corporate loans is 2.5-3%,
which is much higher than a decade ago.

10 Without the large transactions of one company in 2021-2022 that had no economic impact.

Box 2. Household savings in Estonia and other countries of

the European Union

The household saving rate'" in Estonia has been uneven over the past 30 years. There was
excess consumption before the financial crisis, which was then followed by eight years of
growth in savings. During this time the saving rate in Estonia moved towards the average in the

European Union.

This trend was disrupted by the forced saving during the pandemic, after which a large amount of
the savings that had built up were spent in a short time. Some of the funds in the second pension

11 The saving rate is defined as the amount of disposable income that households have left over as a ratio to total

disposable income.
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Figure B2.1. Household saving rate
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pillar, which were savings that had accumulated over a long time, were also spent. Thereafter,
the sharp leap in interest rates limited the growth in disposable income, and so the saving rate
fell. The only country in the euro area that had a lower household saving rate than Estonia in 2023
was Greece (see Figure B2.1).

To identify the factors that may shape saving by Estonian households in the coming years, this
analysis estimates how various variables have affected saving over the past two decades. It uses
panel data on 27 member states of European Union at yearly frequency for 1995-20232,

The independent variables used in the analysis are cyclical and structural or demographic
variables, while dummy variables are used to control for the volatile years 2020-2022. How much
of their income people save reflects how confident or cautious they are about consuming, but it
depends greatly on the economic climate, and so GDP growth, the unemployment rate, inflation
expectations and expectations for the unemployment rate are used as explanatory variables in
the model alongside growth in real disposable income. Another explanatory variable is the real
interest rate, as interest rates rising should encourage people to save more and to postpone
consumption into the future.

The ability of households to save is also affected by their debt level. Having more debt generally
means people have higher interest expenses and consequently less money available for
consumption or saving. The savings of households are affected not only by their own loans, but
also by state debt. The well-known Ricardian equivalence proposition applies here, as a deficit in
the state budget means it is highly probable that the tax burden will be larger in future periods,
and so households start to save more when there is a state budget deficit in order to guard
against future tax rises.

The saving rate is largely path dependent, which means that it is likely to remain high in the future
in countries where it is already high. The model consequently also contains the saving rate for the
previous period, which is the variable with a lag of one year (t-1).

On top of all this, saving behaviour is affected by the structure of society and demographic
changes in it. The model contains an increase in life expectancy at age 35, which should raise the
savings rate because people try to smooth their consumption over their lifetime by saving more
while they are working and spending more in retirement. An increase in the share of older people,

12 The dynamic panel data model is estimated using both fixed effects and the Arellano-Bond Generalised Method of
Moments (GMM).
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which is the dependency ratio for people aged 65 and over in the model, reduces the saving rate,
as people of retirement age generally spend the savings they have built up earlier. The model also
uses the labour force participation rate for people aged 65 and older.

The results of the model show a statistically significant and positive relation between the saving
rate and the saving rate in the previous period, growth in disposable income, and the real interest
rate. An expectation of a rise in unemployment lifts the saving rate, and indicates increased
uncertainty about income. Higher inflation expectations lower the saving rate, which can be
explained by the desire to spend more before prices rise further. This was also seen in Estonia in
2021 and 2022 when inflation rose fast.

The household debt level reduces the saving rate as expected, as the costs of servicing a larger
loan leave less money available. There is also a negative relationship between the state budget
balance and saving. This indicates that when the budget balance is improving, households find
saving to be less important, but when there is a budget deficit they save more as a hedge against
possible future tax rises.

The relation to the demographic indicators generally has the expected sign, as a rise in life
expectancy raises the saving rate, while a rise in the old-age dependency rate reduces it. Those
relations are however not strong or statistically significant in all the specifications of the model'®.

Estimating the model separately for Eastern European and Western European countries reveals
certain differences between the two groups. There is a stronger relation in Eastern European
countries between changes in real disposable income and the saving rate, and this is in line with
the conclusions of other research. A substantial increase in incomes in countries where income
levels are lower allows people who would earlier not have done so to save more and smooth their
consumption over time.

Meanwhile the relation with the state budget deficit and the old-age dependency rate is only
statistically significant in Western European countries. It is possible that the saving rate in Eastern
Europe has fluctuated more because growth has been faster and more volatile there, meaning
the relations that can be seen in the older European Union countries have not emerged there, and
so they cannot be clearly estimated.

As already noted, the saving rate depends largely on the saving rates in previous periods. To find
how only the external variables affect saving, the analysis also used a model where the value for
the saving rate for the previous period is replaced by the values for other explanatory variables
in the previous period.

Estimating the model like this finds the Estonian saving rate in 2022 and 2023 from the
main explanatory variables' was about the same as, or a little lower than, it was before
2020 and the forced saving of the pandemic. The actual saving rate in 2022 and 2023
was however notably lower than it was before the pandemic, as it was around 3% in those
two years. This may be partly because of the rise in interest rates that was passed on to
households in 2022 and especially in 2023, and also because of the structural change
in general saving behaviour that followed from the reform of the second pension pillar.
The growth in deposits and investment also shows that households could have saved more.
Data from the financial account on household transactions with financial assets indicates that

13 Demographic indicators mainly relate to the saving rate over a longer term. The dynamic panel data model used here
allows the short-term effects within one year to be estimated.

14 Disposable income, the real interest rate, the unemployment rate, inflation expectations, household debt level, and
the budget balance.
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in 2023 at least the saving rate moved back to
close to where it was before the pandemic (see
Figure B2.2).

In summary there are statistically significant and
strong relations between the saving rate and
indicators for the economic cycle, confidence
and state finances. It may then be expected
that if incomes grow as the economic climate
improves, the saving rate in Estonia will return to
its long-term average, which is where it was in
2019. The model does not allow any estimate of
political instability or the consequent uncertainty
that may be assumed to affect people and
impact their consumption and saving. A state
budget deficit should also give households a
signal to increase their savings. The saving rate
implied by the explanatory variables shows that
the rate in Estonia could actually have already
been higher for the past couple of years.

FigEure B2.2. Real and predicted saving rate
of Estonian households
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EXTERNAL BALANCE AND
COMPETITIVENESS

Foreign demand improved at the end of
2024 and foreign trade revived. The volume
of goods and services exported increased by
1.4% during the fourth quarter, while imports were
up by 1.3%. The volume of goods and services
exported increased in quarterly terms in three of
the four quarters of last year, but for 2024 as a
whole the volume of exports was 1.1% less than in
the previous year. Imports of goods and services
were almost at the same level as a year previously,
and were down only 0.1%.

Exports of goods received support at the
end of last year from an improvement in
demand within the euro area and outside it.
The growth in demand has still not been as fast
as was expected at the end of last year, and the
main source of concern was the problems in the
German economy. Exports outside the euro area,
to the USA and the United Kingdom for example,
actually rebounded by more. The turnover of
exports to Scandinavia also grew slowly. There
remained a lot of volatility in the turnover of exports
of goods at the end of last year, particularly in
manufacturing, but a majority of the main groups
of goods still made a positive contribution to

Figure 23. Exports of goods and contributions of groups of goods
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Figure 24. Exports of services and contributions of groups of services
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growth in exports in the final months of the year
(see Figure 23). The turnover of exports of wood
and wood products grew in the final three months
of the year, but exports of processed food slipped
back at the end the year.

Imports of goods and services increased in
the fourth quarter of the year as the economy
recovered. The volume of imports of goods and
services was 3.5% more in the fourth quarter than
a year earlier, and 1.3% more than in the previous
quarter. The volume of goods imported remained
at the same level as in the previous year. Imports
of services were down 3.5% over the year in the
fourth quarter, and in 2024 as a whole they were at
more or less the same level as in the previous year
having grown by only 0.4%.

The general growth in the global economy
continues to support exports of services. The
turnover of services exports was up by 6% in the
fourth quarter and total growth in the turnover of
exports of services from a year earlier was 7% last
year, while the annual growth in volume was 2%.
The turnover of exports of business services was
up by 7% in the fourth quarter, while exports of
telecommunications and computer services were
up by 11%. The turnover of exports of transport
services was also up, mainly from rail services and
maritime services. The growth in travel services
cooled and was 6% over the previous quarter, and
that growth was mainly in private travel, which may
have been because the holidays at the end of the
year were longer than usual (see Figure 24).

2022 2023 2024

Figure 25. The current account

primary income
secondary income
services

I goods

current account

15%

10%

ratio to GDP
o
X

5% — -

-10% —p—

159" L L L L L )
2019 2020 2021 2022 2023 2024

Sources: Statistics Estonia, Eesti Pank

The current account was in surplus by 153.5
million euros in the fourth quarter of 2024,
which was 1.4% of GDP. The current account
was supported by the surplus on the services
account, which was a little more than a year earlier
at 726 million euros in the fourth quarter. The
surplus on the services account remained around
the same size throughout the year. The deficit in
goods was 642 million euros, which was a little
larger than at the same time a year earlier (see
Figure 25). The deficit came mainly from the large
imports of transport vehicles that were driven by
the boom in car sales in the last months of the year.
The surplus in secondary income' had a positive
effect on the current account, while the net outflow
of investment income was 394 million euros,

15 Secondary income covers general government current transfers such as current income tax and property tax, social taxes
and social benefits, transfers related to international cooperation, and current transfers that are related to financial institutions, non-

financial companies, households and non-profit organisations.
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which was 39 million euros less than in the fourth
quarter of 2023. The larger net outflow of direct
investment income was caused by companies,
where it totalled 218 million euros. This came
mainly from the profits earned in Estonia by foreign
direct investors.

Terms of trade improved a little at the end of
the year, especially in manufacturing. Export
prices grew faster at the end of the year than
import prices did (see Figure 26). The picture in
manufacturing varies across segments, as import
prices in food processing have for example risen
faster than export prices, while the opposite case
applies in wood products, where export prices
have risen a lot faster than import prices.

Assessments by businesses in the early part
of this year have improved along way from the
pessimism that reigned at the end of last year
for both export orders and competitiveness.
There are now more companies than there were
at the end of last year that have a positive opinion
about future export orders (see Figure 27).

THE LABOUR MARKET

Employment was lower in the second half
of 2024 than it was in the first half, but the
changes were not large. The labour force survey
reports that employment in Estonian companies
and institutions was 0.8% less in the second half
of the year than in the first, but the confidence
bounds of this survey mean the change was not
statistically different from zero. Data from tax
declarations show the number receiving declared
wage income continued to fall, losing about 0.2%
each quarter (see Figure 28).

The fall in employment during the recent
crises has still been moderate even though the
estimates of the depth of the recession have
been corrected to be less severe. The adjusted
data from Statistics Estonia show the decline in the
economy from peak to trough to have been 5.4%.
The total fallin employment from peak to trough is put
by survey data at 1.8%, and by data on recipients of
declared wages at 1.7%. Employment falling by less
than it usually would indicates that companies have
more underutilised labour resources available, and
have greater potential to increase output volumes
without hiring additional staff.

Developments in unemployment have varied
quite widely across sectors. Tax declarations

Figure 26. Export and import price indexes
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Figure 27. Assessment by businesses of their
competitiveness in foreign markets
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Figure 28. Employment at Estonian companies
and institutions, seasonally adjusted
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show that growth in general government employ-
ment slowed, especially in public administration,
and the decline in employment in the private sector
also slowed. Manufacturing, which saw the larg-
est fall in employment during the recession, saw
that fall end in the final months of 2024 and growth
return a little. This is in line with a noticeable im-
provement in the expectations of manufacturing
companies for employment. Construction, where
the number receiving a wage increased in the
summer months, saw employment fall back in the
second half of the year. Employment in the service
sector has been in decline for the past two years
in total, and that decline continued, especially in
retail and in administrative and support activities
(see Figure 29). Data from January for redundan-
cy benefits show that 15% of the new recipients
previously worked in public administration. This is
a large increase on the average figure for 2024 of
6.6%.

The expectations of companies for further
development in employment became clearly
more optimistic during 2024 in industry,
but they have moved downwards in retail
(see Figure 30). This is in line with the data for
employment. The number of vacant positions
intermediated through T&6tukassa remained
stable overall, and about a tenth lower than in
2019.

The unemployment rate was lower in the
second half of the year than it was in the
first half, and it was 7.4% in the third and
fourth quarters (see Figure 31). It fell because
labour force participation decreased, not
because employment increased. Registered
unemployment also fell throughout 2024, and
continued to do so in early 2025. The amount
of labour available in the labour market remains
a little larger than the average for the economic
cycle, which should mean that wage pressures
ease.

Not only is there more labour available than
usual, but employers also showed no sign
of labour shortages increasing during 2024,
and the increase in early 2025 has been only
modest (see Figure 32). This is probably not only
because employers have more candidates to
choose between when hiring, but also because
a large share of companies have not yet started
hiring additional labour and their operations face
other restrictions such as weak demand.

Figure 29. Declared wage recipients
seasonally adjusted, 2019 = 100%
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Figure 32. Labour shortages, standardised
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Growth in the average gross monthly wage
increased to 8.1% in the third quarter of 2024
and 8.3% in the fourth quarter. The average
gross monthly wage was 2063 euros in the fourth
quarter of the year (see Figure 33).

Wage growth accelerated in the private
sector, but slowed in the government
sector. The growth in wages was quite broadly
based across sectors and it is probable that
extraordinary factors made some contribution to
it. Particularly fast growth in wages in December
indicates that some payments were moved from
January 2025 to the end of 2024 to anticipate the
rise in income tax. This affects the statistics for the
average wage, as they are based on declarations
of taxed wages, but it may mean that growth in
wages slows a little in early 2025. Real wages were
up 4.2% over the year in the fourth quarter, which
was a slightly smaller increase than in the previous
quarter because inflation picked up at the end of
the year (see Figure 34). There remains the danger
alongside one-off factors that wage pressures
have increased as the economy recovers despite
the unemployment rate being high, because of an
increase in the mismatch between free labour and
the jobs available. There is also the danger that
the expectation of higher taxes and higher inflation
increased the wage demands of employees in
wage negotiations.

The national accounts show that the total
payroll in the economy grew by 4.7% in the

Figure 33. Yearly change in average wages*
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Figure 34. The labour share in GDP
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fourth quarter of 2024, but the growth was a
little slower than in the previous quarter. GDP
growth at current prices increased from 4.2% to
5% at the same time. This indicates that the payroll
declined as a share of GDP at the end of 2024, but it
remains close to its historical peak (see Figure 34).
It is normal during a recession for labour costs to
increase as a share of value added, as companies
prefer to hold on to their employees even during
difficult times so they are better able to increase
production rapidly when demand revives. There is
then a change when the economy starts to exit
the crisis, as corporate profits start to recover first,
while the labour share gradually decreases.
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PRICES

The main drivers of the increase in consumer
prices last year were tax rises and wage
rises, while sluggish demand continued to
contain price pressures. The introduction of
the registration fee for cars had a notable impact
on consumer prices in January this year, as it
contributed 1.2 percentage points to inflation.
Rising energy prices meant inflation in February
was more broadly based, as it reached 5.3% (see
Figure 35).

Prices for food commodities went through a
dip in the second half of last year. The farm-
gate price of milk has risen particularly quickly,
but this has not entirely been passed through into
consumer prices. Prices of some food products
like juices and sugar on global markets seem to
have stopped climbing as fast. Annual food price
inflation accelerated to close to 5% in February,
as retailers gradually adjusted their prices. Box 3
discusses the background to the rise in food prices
in greater detail.

Energy prices were up over the year in
February for the first time since last March.
The weather conditions in February did not
however favour the marginal production of energy,
and the market price of electricity climbed to nearly
150 euros per megawatt hour (see Figure 36).
Electricity prices were also affected by the steady
increase in the price of natural gas throughout all
of last year. Prices for motor fuels stopped falling
in early 2025, as the price of crude oil rose and the
exchange rate of the euro weakened.

Inflation for manufactured goods slowed
notably in the second half of last year, even
as wage growth remained strong. This was
because demand was weak and price pressures
from commodities and energy prices were easing.
Retail sales have been poor on the demand side, but
some slight improvement has been evident. Inflation
for clothing and durables fell to almost zero in recent
months. Sales of cars picked up in anticipation of
the car tax, but this did not have a notable impact on

Figure 35. CPI growth
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Figure 36. Electricity exchange prices
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the prices of cars, and those prices actually started
to fall in the first months of 2025.

Inflation for services has been accelerating
in recent months, and it was as high as 9.6%
in February. A new factor was that rental prices
increased at the start of the year in response to
increased activity in the real estate market. Prices
for tourism services, especially airfares and
package holiday prices, caused the wide volatility
in services prices at the end of last year.

Box 3: The background to the rising inflation for food in Estonia

Inflation eased for food products in the first half of 2024, but then started to pick up again in the
second half of the year. Food products had risen in price by 6% by the end of the year in Estonia,
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while the average rise in the euro area was only
around 3%. VAT accounted for 2.2 percentage
points of the rise in the price of food, and the
increase in excise on alcohol and tobacco also
contributed. Rises in the prices of individual food
products on global markets passed through into
consumer prices in the second half of the year.
Higher prices for everyday essential food goods
in recent months indicate price pressures
strengthening broadly in the food segment (see
Figure B3.1). This box considers the reasons
behind the acceleration in inflation for food.

Consumer prices for food have risen faster in
Estonia in recent years than they have in other
countries in the euro area, and there may be
various reasons for this. Energy prices staying
high may partly explain the increase in food

Figure B3.1. Yearly growth in food prices
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prices after the pandemic. Tight competition between retailers means that the price buffers
of merchants are narrow for products like milk, flour and vegetables, and so rises in energy
costs or wage costs pass through immediately into the retail prices of food. On the demand
side, consumers tend to prefer relatively cheaper products when inflation is high, which then
encourages higher inflation for cheaper food, or what is known as cheapflation'.

Differences between countries in the euro area in the development of prices for unprocessed
foods, particularly fruit and vegetables, are often caused by the weather, as bad weather may ruin
the harvest for this year and also the sowing for next year. Prices for unprocessed food frequently
rise and fall in response to bad weather over a cycle of several years, though prices may retreat
back from a rise after some time. The extreme weather caused by climate change is making
prices for unprocessed food increasingly volatile and harder to forecast. Prices have been less
volatile in euro area countries with higher incomes because consumers are increasingly choosing

washed and packaged food products, and the
price of the packaging is an increasingly large
part of the price of the food.

Retail pricing strategies also affect cross-country
differences. The consumer price index captures
discounts that are available to all customers, but
not loyalty-based promotions. The share of prices
that are discounted in Estonia is larger than the
average in the countries of the euro area”.

Food price inflation in Estonia may also be
influenced by the smaller size of the country’s
market and its structure. An unusually sharp rise
in the prices of individual food products in the
second half of 2024 for example caused wide
differences in inflation rates for food. Inflation
for non-alcoholic drinks like juice and cocoa

Figure B3.2. Total profit in the food cluster
(four-quarter moving average)
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16 S. Alvarez, A. Cavallo, A. MacKay and P. Mengano (2024), Markups and Cost Pass-through Along the Supply Chain,

SSRN Electronic Journal.

17 Fadejeva, L., Jouvanceau, V., Paulus, A. Consumer price rigidity in the Baltic states during periods of low and high

inflation, Eesti Pank Working Papers 6/2024.
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reached 24% in Estonia at the end of last year, while the average in the euro area was only 5%.
The price level for those drinks was in any case already higher in Estonia than in the euro area
on average. It is often easier to raise the prices of imported food, and those prices depend more
on intermediaries, and so wholesalers and retailers shape the prices. As import volumes have
increased for food, so has the share of wholesalers in value added and in setting consumer
prices (see Figure B3.2). Wholesalers add their own profit margin on to prices of imports, and so
the food prices in shops increase by that much more.

Inflation for food is accelerating again having cooled for a time, even though prices of food in
Estonia are already high next to those in other euro area countries. The cost pressure caused
by more expensive energy is smaller than it has been in previous years, but domestic factors,
including the contribution of profits and wages to food price inflation, have increased.

GENERAL GOVERNMENT
FINANCING

The early data indicate that the general gov-
ernment budget deficit in 2024 was smaller
than that in the previous year. Data from
Statistics Estonia show the general government
budget deficit was 646 million euros at the end of
the third quarter, which was 1.6% of GDP in 2024.
The negative gap between tax receipts and the
large general government expenditure items of
investment, the payroll, intermediate consump-
tion and monetary social transfers, was wider in
the fourth quarter than in the first three quarters
of the year, but it was just over half the size of the
gap in the fourth quarter of 2023. Full statistics on
the state finances for 2024 with data on non-tax
revenues, other expenditure and the deficit were
published on 25 March 2025.

The most notable feature of general govern-
ment expenditures in the fourth quarter of
last year was the sharp contraction in invest-
ment. Investment was 160.6 million euros or 17.2%
less in the fourth quarter than a year earlier, and
for the year overall the general government invest-
ed less than expected. Investment was down in the
fourth quarter mainly because 104.7 million euros
less than a year earlier was invested in construction.
Data from Statistics Estonia show the main decline
in investment by sectors of economic activity was in
public administration, defence and compulsory so-
cial security, and healthcare. Data on the Riigiraha
website of government finances show the main de-
cline from a year earlier in the fourth quarter was
in the acquisition of fixed assets by central govern-
ment-owned institutions and local governments.

Spending by the general government on final

consumption was 58.9 million euros more in
the fourth quarter of 2024 than a year ear-
lier, which means the yearly growth in final
consumption spending slowed to 2.6% in the
fourth quarter having been close to 7% in the
first three quarters. This is largely because in-
termediate consumption expenses, which are
mainly administrative costs but also spending on
defence like purchases of ammunition, were down
2.5% or 19.2 million euros over the year. Growth
was also substantially slower in the fourth quar-
ter in the general government payroll. Data from
Statistics Estonia show that the payroll grew by
9.2% over the year in the third quarter, but that the
growth then cooled to 5.4% in the fourth quarter.
Data from the Tax and Customs Board also indi-
cate growth in general government wages slowing
quite sharply.

The data currently available show that the
yearly growth in the money paid out in social
benefits also slowed in the fourth quarter of
last year. The growth in benefits across the year
was restrained by the cuts to the amounts spent
on child benefit and family benefits. A total of 76.2
million euros less was spent on child benefits and
family benefits in the year as a whole than in the
previous year. The reduction came largely from
the cut in early 2024 to the benefits paid to large
families, but the decline in family benefits paid out
was also clearly affected by the sharp drop in the
number of births. The increase over the year in
unemployment insurance benefits paid out was
notably slower than in the third quarter. The annual
daily rate of unemployment insurance benefit paid
out in the fourth quarter was higher than it was a
year earlier, but the number of people receiving the
payment was smaller.

o 27



EESTI PANK e THE ESTONIAN ECONOMY AND MONETARY POLICY e 1/2025

The yearly growth in tax receipts in the state
budget was alittle slower in the fourth quarter
of 2024 (see Figure 37). Total tax receipts for the
quarter in the state budget were 9.5% more than
a year earlier. The increase in wages paid in the
fourth quarter of the year caused the particularly
notable increase in social tax receipts, as the
yearly growth in them increased from 5.6% in the
second and third quarters to 6.8% in the fourth
quarter, with the growth over the year in December
at 8.3%. The rate of growth in VAT receipts slowed
at the same time from 12.5% in the third quarter
to 11.3% in the fourth quarter despite the increase
in private consumption. Companies also paid out
notable dividends in advance of the rise in income
tax, but accounting rules mean that the income
tax paid to the Tax and Customs Board in January
on the profits distributed in December is recorded
as income for the new year.

Figure 37. Tax receipts*
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THE EESTI PANK ECONOMIC FORECAST FOR 2025-2027

The Eesti Pank economic forecast is produced jointly by experts from the central bank's Economics and
Research Department and Financial Stability Department. This forecast takes account of new information
received since the forecast published in December on the economies of Estonia and other countries.
The forecast is shaped by revisions to published data and statistics, and also by updated assumptions
about the exchange rate, the financial sector, commodities and export markets, and the state budget,
and these are shown below. The Eesti Pank forecasts are compiled and consistency between the
economic indicators is ensured using EMMA, the macro-model of the Estonian economy developed
and constantly updated by Eesti Pank. The model forecast is produced by extending economic relations
and processes that have already been defined into the future, with economists from the central bank

making adjustments such as structural changes or expected temporary deviations where necessary.

THE INTERNATIONAL ECONOMIC
ENVIRONMENT

The global economy

The outlook for the global economy has
become more uncertain. The IMF forecasts that
growth in the global economy will be 3.3% in 2025
and 2026, and 3.2% in 20278, but this outlook
does not take account of the impact of the US
tariffs on trade, or of any retaliatory tariffs. Imposing
tariffs on trade affects currency exchange rates,
raises inflation and reduces production, though it
is not currently clear how much tension is to be
expected in trading relations. The latest forecasts
are that growth will increase a little this year in the
economies of the United Kingdom, Canada and
Japan, as lower interest rates and falling inflation
lift the incomes of households. The uncertainty
arising from trade policy, immigration policy and
fiscal policy is casting a notable shadow over the
outlook for the US economy and so the latest
expectations for growth in it have been adjusted
downwards. Growth will remain fast in emerging
nations because of fast growth in investment and
in populations. The growth will be strongest in Asia,
especially India. Growth in the Chinese economy
will in contrast slow in the coming years, as the
deterioration in terms of trade between China and
the US and weak domestic demand will weigh on
growth.

Global price pressures will ease as long
as trade tariffs are not reciprocally raised
further. Lower core inflation will continue to bring
global inflation gradually down. The IMF forecasts
that global inflation will average 4.2% in 2025 and
3.5% in 2026, though the rate and its final level
will vary from region to region. The introduction

of trade restrictions and tariffs will make global
inflation harder to forecast, as those restrictions
and tariffs will disrupt supply chains and raise the
prices of goods. Businesses may also start to raise
their prices pre-emptively in fear of the introduction
of new trade barriers. It is probable that even more
protectionist measures will be introduced in world
trade in the coming years, which will make the
prices of goods more volatile, and cause changes
in supply chains, fracture global trade, and reduce
cross-border investment.

Monetary policy will be eased, but central
banks will monitor inflation closely. Inflation
in advanced economies will reach the targets of
central banks by the end of 2025. The current
state of the economy requires central banks to
adjust their monetary policy precisely to give
sufficient support to economic growth while still
avoiding new price pressures. Growth in wages
and inflation for services remain relatively high in
advanced economies, and so most central banks
will cut their interest rates gradually. Central banks
need to be cautious, as it is not yet clear what the
exact impact on inflation will be of the introduction
of trade tariffs. If the protectionist measures start
to cause inflation, central banks will have reason to
change the pace at which they cut base interest
rates, or to stop doing so earlier than planned.

The euro area

The outlook for growth in the euro area
economy will remain weak. Consumers in the
euro area remain cautious and the saving rate
remains quite high. Falling inflation and cuts in
monetary policy interest rates will be accompanied
by lower borrowing costs for households and
gradually improving consumer confidence, which

18 IMF World Economic Outlook Update, January 2025.
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should encourage consumers to make purchases.
Financing conditions loosening further and the
money supply growing will also create better
investment opportunities for companies, though
businesses in the euro area still complain about the
administrative burden and the costs of the green
transition. This will make them less competitive
against companies from China for example, and
also against those from other countries. High
debt levels will restrict any growth in public sector
investment. Ongoing geopolitical conflicts mean
that countries in Europe and elsewhere will have to
find ways of increasing their spending on defence,
and doing so may revive growth in the euro area
economy. The European Central Bank adjusted its
forecast growth for this year downwards in March
to 0.9%'"°. Growth is expected to be faster in 2026
at 1.2% and to be 1.3% in 2027.

Increased trade tensions between the United
States and European Union will hurt the
economy in the euro area. The US president
has started to carry out his campaign promises
of imposing additional tariffs on imports from the
European Union and other major trading partners
of the USA. The European Union intends to
respond with countermeasures, and on 12 March
the president of the European Commission Ursula
von der Leyen announced 26 billion euros of tariffs
on imports from the US that will match the US
tariffs in size?°. Any further additions to these tariffs
would undoubtedly hurt the performance of the
euro area economy. The largest share of exports
from the euro area to the US are pharmaceuticals,
medical goods, industrial goods, vehicles and
other production inputs, and so a full-scale
trade war would put additional pressure on the
industrial sector in the euro area, which is already
in difficulties. This means the risks to growth in the
economy are on the downside.

Inflation will continue to slow. Inflation for
services still remains quite high, but the latest
surveys of the service sector show expectations
for inflation falling, especially from where they were
last year. The growth in energy prices remains
modest and although geopolitical circumstances
may cause volatility in global energy prices,
winter is almost over in Europe and there are still
sufficient gas reserves. This will help absorb the

risk of price volatility for the time being at least.
Wage growth is also slowing in the euro area,
and so domestic price pressures are declining.
The labour market in the euro area remains in a
good position though, as the unemployment rate
is close to its all-time historical lowest level, and
employment continues to increase. The March
forecast from the European Central Bank expects
inflation to fall this year to 2.3% and to be 1.9% in
2026 and 2.0% in 2027. Global trade tensions and
major geopolitical uncertainty may push inflation
back up again though.

Estonia's main trading partners

Domestic demand is helping the economies
in Finland and Sweden to recover gradually.
Low interest rates and falling inflation are helping
with this in Sweden as the purchasing power of
consumers increases, and the effect of monetary
policy being loosened last year will continue to be
felt this year. The improvement in purchasing power
is also shown by real estate prices starting to rise
again having fallen for a long time. As the outlook
for growth in the economy improves, so the labour
market will rebound and unemployment will fall.
The Swedish economy will also be supported this
year by tax cuts?'. Improved consumer confidence
in Finland is expect to increase consumption,
especially as wages continue to rise faster than
prices. It appears that construction and real
estate have exited their slump, as the number of
real estate sales transactions is rising, with some
support from the improved financial position of
households.

Growth in the Latvian and Lithuanian
economies is expected to be boosted by both
domestic demand and exports. Recent surveys
in Latvia have borne witness to improvements in
confidence among consumers and businesses,
but growth in exports is expected to take a little
longer to arrive, as foreign demand remains quite
weak. General government spending will support
the economy until then. The Lithuanian economy
will continue to grow at an increasing rate this
year. Looser monetary policy has improved the
financial position of Lithuanian households and
so domestic demand may be expected to give a
further push to growth in the economy. Exports
of services will be the main driver of growth in

19 See the ECB economic forecast, March 2025.

20 Press release from the European Central Bank.

21 There will also be a rise in the income tax free thresholds for workers and pensioners.
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Lithuanian exports, but growth in industrial output
will gain momentum, led primarily by the chemical
industry.

Price pressures will generally ease every-
where and the outlook for the economy is
threatened by quite serious downside risks.
A trade war with the US would harm the perfor-
mance of the economies in Estonia's trading
partners most in countries where the US takes
a larger share of exports. Finland stands out
among Estonia's main partners, as 13% of its ex-
ports of goods go to the US market?2. Germany
is the most exposed to US trade policy by vol-
ume, and a blow to Germany would pass through
to hit other European Union countries. Wages are
still rising quite fast in Latvia and Lithuania, and
the planned tax rises?® may increase inflation for
a while. Finland and Sweden face the problem of
very low levels of investment, which could restrain
the economy from recovering more quickly. The
Swedish central bank plans to continue loosening
its monetary policy though.

TECHNICAL ASSUMPTIONS USED
IN THE FORECAST

Assumptions for the external
economy

The trade barriers imposed so far will have a
limited impact on the forecast for the external
environment. There is a great deal of uncertainty
swirling about what will happen to terms of trade
in future. The main sources of uncertainty were
earlier the state of the European economy and how
competitive it was, and the impact of Russia's war
and aggression, but international trade relations

and protectionism have now come to the fore. This
forecast takes account of the harsher US customs
policy to the extent that was considered in the
March forecast of the European Central Bank,
covering the US tariffs on imports from China,
and the Chinese countermeasures. The US tariffs
on steel and aluminium, which were of uncertain
status at the time the European Central Bank
forecast was written, and the postponed tariffs on
Mexico and Canada are not considered here, and
nor are the tariffs announced later by the US on
the European Union and additionally on China. US
political statements have so far proven to be only
loosely binding, and so the plans that have been
announced at this point may still change rapidly.
The European Central Bank estimates that the
cumulative negative impact on GDP growth in the
euro area in 2025 and 2026 will be 0.2 percentage
point. Demand in Estonia's main export markets is
expected to grow by 2.7% this year and by 3% next
year, which is 0.1 to 0.2 percentage point less than
was earlier forecast. Growth may be expected to
be a little over 3% by 2027 (see Table 2).

Cuts in interest rates will promote growth in
the economy. The expectations for interest rates
based on future transactions in the money markets
have come down a little over the longer horizon.
The three-month Euribor is expected to remain
around 2% until the forecast horizon in 2027. A
substantially larger share of loans in Estonia than
in the euro area on average are linked to short-
term interest rates, and so interest rate cuts reach
borrowers in Estonia more quickly. The outlook
for the exchange rate between the euro and the
US dollar expects a slightly cheaper euro, raising
the price in the euro area of commodities traded

Table 2. External assumptions in the forecast"

December 2024 projection

2024 2025 2026 2027 2025 2026 2027
Foreign demand growth (%) 2 1.0 2.7 3.0 3.1 2.8 3.2 3.2
USD/EUR exchange rate 1.082 1.040 1.040 1.040 1.063 1.063 1.063
Interest rate (three-month EURIBOR, %) 3.6 2.2 2.0 21 2.1 2.0 2.2
Oil price (USD/barrel) 82.0 74.7 70.3 68.7 71.8 70.1 69.2
Price growth for food commodities (EUR, %) -4.7 5.9 2.3 1.2 5.0 241 1.4

1) Cut off date of technical assumptions is 6 February 2025 2) Weighted growth of imports of trading partners 3) Food commo-
dity price index of the European Commission Directorate-General for Agriculture and Rural Development (DG AGRI)

Source: European Central Bank

22  See the article by the Finnish central bank on tariffs and trade policy.

23 Rises in excises, income tax and vehicle tax in Latvia, and in excises and corporate income tax in Lithuania.
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in dollars. The biggest effect in Estonia will be felt
in the price of motor fuels.

Assumptions for general
government financing

The assumptions for tax policy in this forecast
take account of all the tax changes that have
been passed. This means it allows among other
things for the motor vehicle tax introduced this year
and the rise in personal and corporate income tax
rates to 22%, and also the security tax that contains
three separate tax rises, with VAT rising to 24%
from 1 July 2025, an additional personal income
tax rate of 2% on all taxable personal income, and
an additional corporate tax rate of 2% of profits

from 2026. It does not take account of the tax
and spending proposals for the budget that the
members of the new governing coalition proposed
after the government collapsed in March.

A major part of the forecast for general gov-
ernment spending comes from the spending
assumptions in the state budget strategy for
2025-2028. The outlook for general government
investment and intermediate consumption spend-
ing is based on information from the state budget
strategy (see Table 3). The forecast for the gener-
al government payroll in the state budget strategy
has been adjusted upwards in line with the statis-
tics that are available for 2024.

Table 3. Forecast assumptions for government finances

2025 2026 2027
Government sector GFCF (EUR billion) 3.1 3.0 3.1
Government sector wage fund (EUR billion) 5.0 5.2 5.4
Government sector intermediate consumption (EUR billion) 2.7 2.9 3.0
Sources: Ministry of Finance, Eesti Pank
Table 4.Economic forecast by key indicators*
2023 2024 2025 2026 2027

Nominal GDP (EUR billion) 38.16 39.47 4.7 43.99 46.28
GDP volume** -3.1 -0.2 1.5 2.6 2.7

Private consumption expenditures*** -1.6 0.0 1.6 2.5 2.6

Government consumption expenditures 0.7 0.4 -1.3 0.7 0.5

Gross fixed capital formation 8.7 -6.7 3.7 0.7 3.9

Exports -9.0 -1 3.3 4.2 3.5

Imports -6.6 -0.1 5.2 2.9 34
Output gap (% of potential GDP) -2.7 -4.1 -3.8 -3.0 -2.4
CPI 9.2 3.5 6.0 3.8 2.5
HICP 9.1 3.7 5.6 3.8 2.5
GDP deflator 8.2 3.6 4.1 2.8 2.4
Unemployment rate (% of the labour force) 6.4 7.6 7.6 7.2 6.7
Employment**** 3.2 0.2 -0.4 0.0 0.0
Average gross wage (EUR) 1832 1980 2104 2218 2318
Average gross wage growth 1.4 8.1 6.3 5.4 4.5
GDP per employee -6.1 -0.4 1.9 2.6 2.8
Current account (% of GDP) -1.7 -1.2 -2.8 2.2 1.7
Budget balance (% of GDP) -2.8 1.7 -2.5 -2.6 -2.2

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

Sources: Statistics Estonia, Eesti Pank
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ECONOMIC GROWTH

Growth in the economy will be held back in
2025 by various tax rises. The higher rate of
income tax that started to apply at the beginning
of the year will restrain the growth in the disposal
income of households. Inflation is also being
pushed quite high by the vehicle tax and the rise in
consumption taxes that will apply in the middle of
the year. Higher taxes will be offset to some extent
by cuts in interest rates, and also by the modest
but gradual improvement in foreign markets. The
combined impact of these factors will be that the
economy grows by 1.5% in 2025. Growth will be
stronger in 2026 and 2027 and will be close to 3%
(see Table 4 and comparison with forecasts by
other institutions in Table 5).

Companies are gradually becoming more
competitive in foreign markets and the
growth in export orders? points to demand
recovering. Of key importance in the near term
will be growth broadly stabilising in exports from
manufacturing. Exports are already growing for
most important groups of products and conditions
will gradually improve further, partly also because
of the recovery in the construction markets in
Finland and Sweden. Exports of services will
continue to grow throughout the forecast horizon,
including this year, as demand will remain strong
for ICT and business services.

The current account will move slowly towards
balance. The recovery in economic activity and
the revival of foreign trade will help improve the
balance of goods and services in the coming years
to some extent, but the deficit will still persist. Like
it has been earlier, the current account deficit will
be reduced by the surplus in services.

Financing conditions for investment will
improve throughout the forecast horizon,
and companies will have to increase their
production capacity as foreign demand and
orders from abroad recover. Investment will
not grow very fast because the level of capacity
utilisation in manufacturing is low, and investment
was not cut in most sectors of the economy during
the recession. Increased geopolitical tensions and
the consequent uncertainty means that some
investment projects in Estonia may be abandoned
or put on pause.

The ability of the banks to supply credit and
their desire to grow will encourage access to
loans in the years ahead. Cuts in base interest
rates and the gradual pass-through of their impact
will reduce the interest expenses of companies
and households in 2025. Interest margins, which
are wide in international comparison, may be
expected to fall first of all for corporate loans. It
is not certain though whether any bank will be
prepared to reduce its current profit margins.

Table 5. Estonian economic forecasts by other institutions

GDP real growth, %

CPl inflation, %

2023 2024 2025 2026 2027 2023 2024 2025 2026 2027
Eesti Pank -3.1 -0.2 1.5 2.6 2.7 991% g?* gg* gg* gg*
Ministry of Finance 830 40 88 80 25 8:12* 431:8* 3:12* gg g:ﬁ{
European Commission -3.1 -1.0 1.1 2.6 9.1* 3.6* 3.6* 2.4*
IMF -3.0 -09 16 2.3 2.0 9.1* 3.4* 2.0* 1.9* 2.0"
OECD -3.1 -09 17 2.7 9.1* 3.4* 3.8* 2.8*
Consensus Economics -30 -03 22 3.0 9.2 3.5 41 3.1
Luminor -3.1 -0.2 1.0 2.0 9.2 3.5 5.0 3.0
SEB -30 -09 18 2.8 9.1* 3.7* 4.2* 3.0*
Swedbank -30 -08 15 2.5 9.2 3.5 4.0 3.5

*HICP

Sources: Eesti Pank, March forecast, 25.03.2025; MoF, Summer 2024 forecast, 27.08.2024; European Commission. European
Economic Forecast. Autumn 2024, 15.11.2024; IMF, WEO, October 2024, 22.10.2024; OECD, Economic Outlook, Volume 2024
Issue 2, 04.12.2024; Consensus Economics, Eastern Europe Consensus Forecasts, March 2025, 20.03.2025; Luminor forecast,
20.08.2025; SEB, Nordic Outlook, January 2025, 28.01.2025; Swedbank Economic Outlook, 28.01.2025

24 Using data from business surveys.
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Growth in investment funds, including venture
and private equity funds, and the availability of
uncommitted finance will create a good climate in
which startup and scale-up companies are better
able to raise equity capital.

The return of growth in the economy will also
strengthen demand for labour over time.
Uncertainty about the future will make businesses
more cautious about hiring additional staff. The
staff that they held onto during the recession will
however make it possible for them to increase
their production at the first opportunity without
hiring additional workers. Employment promises
to increase slowly.

The labour force participation rate will no
longer rise during the forecast horizon,
but it will remain high in comparison over
the previous decades, and in international
comparison. The amount of labour available will
consequently not increase in the coming years at
the same rate that it has done in the past couple
of years. Not only will the participation rate stop
rising, but immigration will decline.

The growth in wages will start to slow.
Rises in income tax and VAT will increase the
wage demands of employees in negotiations
with employers. Businesses will however want
to recover the profitability they have lost in the
meantime, which will mean they want to stop
labour costs growing. Gross wages will grow more
slowly in 2026 because of the elimination of what
is called the tax hump, which means the effective
tax rate will be cut and the position of employers
in negotiations will be strengthened. Budget cuts
will also slow the growth in the average wage in the
government sector. The rise in the average wage
over the long term will be based on increasing
labour productivity and the gradually increasing
demand for labour.

Private consumption will grow faster in 2026.
Household consumption will remain modest in
the first half of 2025, as a large number of cars
were bought at the end of last year in anticipation
of the introduction of the motor vehicle tax, and
that spike will be followed by a temporary dip. VAT
will increase in July and will restrain the growth
in consumption in the second half of the year.
The impact of the rises in taxes this year will be
softened by interest rates on loans falling, and
private consumption will grow by 1.5% in the year

overall. The elimination of the tax hump in 2026 will
leave households more disposable money even
with the introduction of the security tax. Improving
purchasing power will boost consumption by
2.4%. Growth in real disposable income and cuts
in interest rates will also support demand for new
residential space during the forecast horizon,
and transaction activity in the housing market will
remain strong.

PRICES

Inflation will remain high this year. A large
part of inflation this year will come from tax
rises. The rise last year in VAT has passed out of
the inflation calculation but it was replaced at the
start of this year by the registration fee for motor
vehicles. VAT will also rise by a further 2% in July.
Tax rises are behind about a third of the inflation of
6% this year.

Rising prices for food commodities will
push up food price inflation. Food commodity
prices have passed through their dip and are
now passing increasingly strongly into consumer
prices. Inflation for food prices may be expected
to start slowing at the end of 2025. Dairy products
will push up the prices of processed foods. Prices
for juices and sugar have already started falling
on global markets and that fall will soon reach
consumer prices, but the price of coffee has not
yet stopped climbing.

Energy prices, which helped hold inflation
down last year, started to rise early this year.
The changeable weather has made the price of
electricity highly volatile this year. Seasonal factors
may mean that prices of electricity and gas fall at
the end of the heating period. The overall price
level will still remain high throughout the forecast
horizon, as new production capacity will be added
only slowly.

The series of tax rises will prevent inflation
for services from falling. Prices for services
in the private sector will continue to feel the
consequences of rapid wage rises. Wages have
stopped increasing in the state sector, and prices
for some regulated services in medicine and
transport are already falling. A new factor pushing
services inflation will be rising rental prices.

Inflation for manufactured goods will bottom
out this year and start to increase again next
year. Import prices will rise slowly this year, as
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the choke points on the supply side have been
remedied. Demand for goods is still stagnant, but
it will recover gradually during the forecast horizon
and will start to support a rise in inflation for goods.

THE GENERAL GOVERNMENT
FISCAL POSITION

The budget deficit in 2025 will remain smaller
than was earlier forecast, but in the coming
years it will return to the track that was
previously expected. The deficit is expected
to be 2.5% this year because tax receipts have
improved. Tax receipts this year will be larger than
earlier expected because the outlook is better
for the labour market and consumer spending,
and also because corporate income tax receipts

were larger than expected in January this year.
Fiscal policy maintaining its current course and
the macro outlook for the economy remaining the
same will see the budget deficit at 2.6% of GDP in
2026 and 2.2% in 2027.

Changes to the governing coalition in March
indicate that there will also be changes to
fiscal policy. The tax policy differing from what
was assumed in the forecast, if planned tax rises
are cancelled for example, would increase the
budget deficit in the coming years. The budget
forecast is made uncertain not only by the tax
changes of the new governing coalition, but also by
a lack of clarity about whether defence spending
will increase further, as it is not known how much
it will do so by or how any increase will be funded.
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