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SUMMARY

Global economic activity has been weaker
in the first months of 2015 than had been
expected. The global economic environment
has been shaped by volatile commodity prices
and exchange rates, which have amplified the
differences in growth rates in different economic
regions. The most widely felt impact has come
from the fall in prices of energy. Low energy prices
have boosted the economies in most countries,
but have held back those in emerging markets
that are dependent on sales of commodities.

Growth is speeding up in Estonia, but it
remains slower than before the crisis. Growth
of 2.2% this year is about the same as last year,
but it will be 3-4% in the next two years, which
is the same as the long-term growth potential of
Estonia. Faster growth is limited by the decline
in population, and also by the current structure
of production, equipment and production tech-
nology, which are more difficult and costly to add
to than was the case before. Without structural
reforms to support it, growth could only exceed
4% temporarily, and probably at the cost of the
economy overheating.

As several destination markets for exports
from Estonia are facing difficulties, the
growth in the Estonian economy last year
can be seen as satisfactory. The outlook for
economic growth in the years ahead has not
changed much since the December forecast, as
the exporting sector has so far proved able to
cope successfully with the difficulties it has faced.
Although exports to Russia have more than halved
and the negative impact from Russia is also felt in
the Estonian economy through other trading part-
ners, export volumes have still increased.

The fall in Russia’s share of foreign trade
has been offset by an increase in the share
of Sweden and the euro area. This change will
benefit Estonia in the near term. Growth in the
euro area has been rejuvenated by the weak euro,
improved competitiveness, lower unemployment,
expansive monetary policy, lower credit barriers,
and a reduced need to consolidate public sector
budgets.

Economic growth in Estonia has been aided
above all in recent years by strong domestic
consumption. Consumption has primarily
increased because household incomes have
risen, as both employment and average wages
have climbed faster than the increase in output
might have indicated. Despite the strong growth
in wage costs, companies generally find that their
competitiveness in the European Union market
has improved, which suggests that non-price
competitiveness has improved and Estonia’s
advantage as a producer lies in more than cheap
labour resources.

Rising employment and an unchanged
vacancy rate indicate that the pressure for
wage rises has not increased. The unemploy-
ment rate has fallen to the level it was at during
the boom and the number of long-term unem-
ployed has also fallen. The number employed will
fall next year as the population shrinks, but from
2017 it will shrink more slowly than the working
age population because of the work capacity
reform that will come into force in 2016. Many
of those who will be entering the labour market
because of the reform do not have appropriate
skills or knowledge, so the unemployment rate
will rise as a consequence of the reform.

The fall in corporate profits points to the
risk that investment and a building-up of
the economy’s potential for growth could
become more difficult. This could happen if
the fall in profits that happened last year were
to continue for a longer time. However, corpo-
rate profits can mainly be increased by a rise
in productivity, which would require invest-
ments in efficiency and in product development.
Investment in more efficient production is also
vital because of the decline in the population of
working age. Credit conditions continue to favour
financing for investment and further growth in it.

The fall in consumer prices that started last
year has benefited Estonia. The fall in the price
of energy has had a positive effect, as Estonia
imports more fuel than it exports. Cheaper
energy has benefited the Estonian economy



more than others because it uses relatively more
energy than other countries.

Inflation will pick up in the second half of
this year, as prices will start to rise for food
and energy. Prices will be lifted further in the
next two years by the planned rise in consump-
tion taxes. On top of the rise in the prices of
domestic production, which is being driven by
wage rises, the depreciation of the euro has led
prices of imported products to start rising faster.

The Estonian government’s fiscal policy
needs to be sustainable to provide stability
for a small and open economy that is
exposed to risks from the external environ-
ment. The government can only act countercy-
clically and mitigate the negative effects of risks
being realised if there is sufficient fiscal space.
The new government that took office in the spring
confirmed in its budget strategy that it is deter-
mined to keep the budget in balance over the
medium term. The Eesti Pank forecast finds that
it is possible for balance to be achieved in broad

terms. The budget will remain slightly in structural
deficit throughout the forecast horizon because
planned social benefits and investment will lift
spending above the long-term level of revenues.
The new coalition has continued with the stra-
tegic goal of shifting the tax burden from labour
to consumption. It is important to make sure that
sharp or unexpected tax changes do not increase
uncertainty among consumers or companies.

Economic growth will accelerate slightly in
the coming years, and the risks surrounding
it are more likely to reduce growth. The main
risks to the outlook for growth still come from the
external environment, such as trade restrictions
and continuing geopolitical tensions between
Russia and the European Union, or the recovery
of the global economy and the increasing role
played by emerging economies in the rate of it.
The large share of investment in the economy is
exposed to the risk that the ability of the banks
to get funding could suffer if asset prices in the
Nordic countries were to start to fall.
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THE EXTERNAL ENVIRONMENT

THE GLOBAL ECONOMY

The global growth outlook has deteriorated
over the past six months. Global GDP grew by
3.4% in 2014, with growth acceleration in advanced
economies offsetting growth moderation in devel-
oping markets (see Table 1). The biggest factor
holding global economic growth back was the
slowdown of the Chinese economy, which affected
many other countries by reducing global demand.
Alongside those developing countries that
export commodities and those, where economic
growth has been restricted by low commodi-
ties prices, Asian countries that are directly
dependent on Chinese imports are also facing
difficulties, as are Australia, Japan and Canada.
The impact of the fall in commodities prices on
the global economy as a whole has come as
a positive supply-side shock.

The generally weak economic environment
has led major countries to continue their
expansive monetary policy and keep base
interest rates low. At the start of the year,
the European Central Bank started large-scale
purchases of sovereign bonds in order to boost
the money supply and so revive the euro-area
economy. In several places, such as China and
Japan, an expansive monetary policy is being
supported by a loose fiscal policy, but the effect of
economic policy measures on the real economy
has been more modest than was expected.

Economies in developing countries have
been affected most in the past half year by
the fall in the oil price, the strengthening of
the US dollar against the majority of curren-
cies, and continuing geopolitical tensions

in the Middle East, Ukraine and Africa. The
potential for growth of emerging economies is
restrained by shrinking populations, low capital
accumulation and weak productivity growth.
Monetary policy measures have led funding
conditions to remain favourable for developing
economies, but inflows of foreign capital at the
start of the year were smaller than the average
for recent years. As inflation pressures have
eased significantly, many developing countries
have eased their monetary policy conditions
in the past six months, partly in order to boost
economic growth. Exceptionally, monetary policy
in Brazil and Russia has tightened substantially in
the past six months however. The Russian central
bank has cut its base interest rate three times
since raising it sharply in December, but it still
remains three percentage points higher than at
the start of December.

The biggest impact on financial markets
this year has come from the large-scale
bond purchase programme of the European
Central Bank. Other large central banks have
equally kept their monetary policies accommo-
dative, though the US Federal Reserve will prob-
ably start tightening monetary policy, and it is
expected that it will raise the base interest rate at
the end of the year for the first time since 2009.
The return on government bonds fell substantially
in the first months of the year in both the USA
and Europe, but it started to rise a little from the
middle of April.

Asset prices have risen in all the large coun-
tries. Stock markets in the USA, Japan and
Europe have climbed to their highest levels for

Table 1. GDP growth in different regions in 2005 - 2014 (volume change, %)*

2005 2006 2007

2008 2009 2010 2011 2012 2013 2014

World 4.9 5.5 5.7
Advanced economies 2.7 3.1 2.8
Sg(w;rgrig%?arket and developing 70 8.0 8.7
Euro area 1.7 3.2 3.0
United States 3.3 2.7 1.8
China 1.3 12.7 14.2
Japan 1.3 1.7 2.2
United Kingdom 2.8 3.0 2.6

3.1 0.0 5.4 4.2 3.4 3.4 3.4
0.2 -3.4 3.1 1.7 1.2 1.4 1.8
5.8 3.1 7.4 6.2 5.2 5.0 4.6
0.5 -4.5 2.0 1.6 -0.8 -0.5 0.9
-0.3 -2.8 2.5 1.6 2.3 2.2 2.4
9.6 9.2 10.4 9.3 7.8 7.8 7.4
-1.0 -6.5 4.7 -0.5 1.8 1.6 -0.1
-0.3 -4.3 1.9 1.6 0.7 1.7 2.6

* GDP at constant prices
Source: World Economic Outlook, April 2015



several years. Prices in the Chinese stock market
started to rise rapidly last year, and they have
continued to do so this year, with the Shanghai
stock market index climbing some 35% since the
start of the year (see Figure 1). The VDAX volatility
index of European stock markets started to rise
unexpectedly in March, while the US VIX volatility
index, which had previously moved together with
the VDAX, continued to fall (see Figure 2). The rise
in the index indicates instability and uncertainty
in the European stock markets, which is due to
both the Greek debt crisis and the progress of
the asset purchase programme of the European
Central Bank (for more on the events in Greece,
see Box 1).

Prices have stopped falling on commodities
markets, but they remain at low levels. The
oil price started falling last summer and stopped
doing so in the first months of this year, and it has
now started to rise again. Brent crude is currently
around 65 dollars a barrel, which means it has
risen some 15% since the start of the year. The
price of copper has risen 15% and the price of
aluminium 6%, but other commodities prices
have not started to climb, with lumber 21%
cheaper than at the start of the year, steel 18%
down, iron ore 14%, wheat 13% and nickel 12%
(see Figure 3). The Continuous Commodity Index
of futures for 17 commodities fell from last July
until the middle of March this year by a total of
more than 26%, but since then the index has not
moved much.

The US economy has put up weaker numbers
than expected in the first months of the year.
Revised data show that annualised GDP growth
dropped to -0.7% in the first quarter. Growth was
mainly hampered by bad weather and strikes
at west-coast ports that caused disruptions in
production chains and reduced exports. Inflation
turned negative at the start of the year for the first
time since 2009. The low oil price has led to a
reduction in investment in the energy sector, and
more than half of all the drilling rigs were shut
down during the first six months of the year. This
had led to jobs being cut in mining even as job
creation in other sectors is increasing and the
unemployment rate has fallen to 5.4%.

Figure 1. Dynamics of world stock indexes
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Figure 2. Stock market volatility indexes in
the USA and Europe
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Figure 3. Commodity price changes
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The Chinese economy continued to grow
more slowly than in the past. Growth slowed
as expected in the first quarter to 1.3% over the
previous quarter and Prime minister Li Kegiang
set a target of 7% for growth this year, which is
the lowest target of the past 15 years. China is
deliberately shifting its economic growth model
away from infrastructure investment funded
by credit and more towards private consump-
tion. Household real disposable income was 8%
higher in the first quarter than a year earlier and
the labour market remains optimistic despite
the slowing of economic growth. The fall in
commodities prices, especially oil, kept the rise
in the consumer price index modest at 1.4-1.5%,
though prices in China still rose faster than those
in other major countries. To encourage growth,
the Chinese central bank has cut the central loan
and deposit interest rates three times in the past
six months.

The Japanese economy grew by 1% quarter
on quarter in the first quarter of this year,
meaning the moderate growth that started
in the final quarter of 2014 has continued.

Annual economic growth remained negative
however, and since last spring the economy has
been held back by a rise in sales tax, which has
reduced private consumption and business confi-
dence. The yen has weakened against the dollar,
easing matters for large exporting companies
but raising day to day costs for many small and
medium size companies and private consumers.
Inflation would have remained at 0% without the
sales tax rise.

The economy in the United Kingdom grew
faster than any other in the G7 countries
in 2014. In the first quarter of this year growth
slowed slightly to 0.3% over the previous quarter.
Positive movements in the labour market, rising
incomes and strong private spending still show
that the economy is in a better state than real
growth would suggest. Some assessments even
say that too many jobs are being created and
signs have appeared of a shortage of qualified
labour. Growth is also being held back by the
strong exchange rate for the pound sterling and a
cooling construction sector, which surveys show
to be at its least active for the past two years.

growth in the euro-area economy to recover.

time and had led it into the crisis.

Box 1: Major political events: the elections in Greece!

Among the most significant political events in Europe in the first part of this year has been the
actions of the Greek government, which have postponed the resolution of the sovereign debt
crisis to some unspecified point in the future. The resulting uncertainty is making it harder for

In Greece, where unemployment is high and the economy faces many difficulties, the left-wing
Syriza party came to power with strong popular support after the extraordinary elections in
January 2015 and formed a coalition with the right-wing ANEL. Syriza’s main campaign prom-
ises were an end to austerity and the reversal of various budget cuts. The Greeks voted for major
social change because they had lost all trust in the parties that had governed Greece for a long

Faced with serious liquidity problems the new Greek government became more cooperative and
faced with opposition from the euro area it dropped its demands for a restructuring of the debt,
requesting creditors to extend the existing loans to the end of June 2015 and initiating negotia-
tions about the conditions of the programme. To exit the loan programme the Greek government
had to submit a detailed programme for fiscal improvement and reform, after which Greece
could receive its final loan instalment of 7.2 billion euros.

Despite the months of intense negotiations, the positions of the Greek government and its credi-
tors on the conditions of the programme are quite different. The international media has followed

1 Based on the data available on 4 June 2015.




the lead of the new government in portraying itself in opposition to Germany as the voice calling
for austerity, but the creditors, which include other countries that have been through the same
programme, have been united. Their message to Greece is the same that has been delivered
to other euro-area countries that have experienced debt crises: for long-term economic growth
to recover, the state needs to improve its fiscal position by cutting spending. This will then
make debt servicing sustainable. Raising potential growth needs a focus on economic reforms,
primarily more efficient tax collection; reforms of governance; and an improvement in the general
business environment.

The long drawn-out negotiations have led members of the euro area, financial markets and compa-
nies to worry that Greece may become insolvent, and this uncertainty is threatening confidence
and financial stability in the euro area. Greece has so far made its debt repayments on schedule,
but in summer 2015 it needs to repay 9.7 billion euros in loans to the IMF and the European Central
Bank, with a further 3.6 billion in the autumn. On top of this, no answer has been found to a lot
of important questions, such as the conditions under which the final instalment of Greece’s loan
programme will be paid out, and whether a new package of aid will be agreed.

Although political tensions have arisen in Greece because Syriza has not been able to carry
out its promise to end the austerity programme since coming to power, the government’s poli-
cies still have the support of a majority of Greeks. The government is considering putting the
loan agreement signed with creditors to a referendum, in order to strengthen its mandate.
Recent polls show that 73% of Greeks still support membership of the euro area, which is four
percentage points more than three months ago. Greeks have become more accepting of the
austerity measures, but the opposition to them remains large.

The inexperience of the new Greek government and its rigid positions have caused the outlook
for economic growth, which had improved in the second half of last year, to deteriorate mark-
edly. Outflows of deposits have increased at the same time, and financial markets have become
nervous. The time for negotiating the conditions for the loan agreement is almost up, and hard
choices need to be made. To improve the outlook for the economy, an agreement with creditors is
first needed, as this would reduce uncertainty both for Greece and for the whole of the euro area.

THE EURO AREA

Growth in the euro area has sped up in the
past half year. Support for growth has come from
private consumption, net exports and investment.
Increased domestic demand has offset the some-
what weaker external demand, with backing from
rapidly rising private consumption and a modest
recovery in investment. Domestic production at
constant prices was up 1% in the first quarter year
on year, and 0.4% quarter on quarter and produc-
tion volumes remain 1.5% below the peak they
reached before the global crisis.

Growth in private consumption has been
aided by improvements in the purchasing
power of consumers and in confidence. Most

of the growth in the fourth quarter of 2014 came
from increased consumption, and retail sales
have continued to grow this year, increasing in
the first quarter at the fastest rate for five years
to be 2% higher than a year earlier. Strong
consumer confidence has encouraged private
consumption, and has climbed above its histor-
ical average. It is back to the levels seen before
the crisis mainly because higher employment and
lower inflation have improved purchasing power.
Increased private consumption is also reflected
in the confidence of retail companies, which has
been rising strongly for two years. Registrations
of new cars increased by around one tenth in the
first quarter, indicating that the rapid growth in
private consumption has continued into the start
of this year.

© ESTONIAN ECONOMY AND MONETARY POLICY 1/2015
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Investment started to increase in the euro

area last year, but the recovery has been
very uneven between different countries.
Increased investment indicates that current
production capacity is not sufficient to permit 10% 90%
an increase in output (see Figure 4). Survey data

from the industrial sector in the euro area confirm 5% f

that capacity utilisation has been fluctuating \ /\—-\ Jvf 80%
around its historical average since the start of 0% =
2014. Higher investment has been encouraged

investments, y-o-y growth (left scale)
capacity utilisation in industry (right scale)

85%

75%

by low interest rates and looser financing condi- o W/ 70%
tions. The outstanding loan stock of compa- Jos
nies and households in the euro area stopped ’ 65%

shrinking in the first quarter of this year.

159% ¢ L L L L L L L L L L ) 60%
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Inflation fell sharply in the second half of Sources: Eurostat, European Commission

last year in the euro area, mainly because

January but deflation had ended by April (see

Figure 5). Prices stopped falling as energy prices

stopped their descent and as economic activity
increased. Inflation was also boosted by the

all items

core inflation

depreciation of the euro against the US dollar, as o

it was 13% weaker by the middle of May than at ” M\

the start of the year. Core inflation in the past six
months has been fluctuating around 0.6-0.7%. J_/\W\-/\\A

Low inflation has not significantly changed the e

long-term outlook of market participants for infla- %/\
tion, which has remained at 1.8-1.9% throughout 0% \/
the past half year.
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Source: Eurostat

Box 2: The monetary policy environment of the euro area

The monetary policy environment of the euro area
remained favourable in the first half of 2015. The rates and EONIA*
Governing Council of the European Central Bank _

ECB's key interest rate

held monetary policy interest rates at their lowest —— EONIA or Euro OverNight Index Average
deposit facility rate
lending facility rate

Figure B2.1. Eurosystem key interest

levels under the economic and monetary union,

with the minimum bid rate on main refinancing 6%
operations at 0.05%, the deposit facility rate at 5%

—n
-0.20%, and the lending facility rate at 0.30% 2%
(see Figure B2.1). The forward guidance from the
European Central Bank has stated that key interest o
rates will remain low for an extended period of time. 2% '
1%

The Governing Council of the European Central 0%
Bank observes the risks to price stability closely, 1 L )
particularly the transmission mechanism of mone- 2008 2009 2010 2011 2012 2013 2014 2015

) . Source: European Central Bank
tary policy measures into the economy, and * last observation 29/06/2015




developments in the exchange rate and in energy

Figure B2.2. Euro area yearly money growth

prices, including the impact of geopolitical

tensions. Monetary policy must be in line with the
repurchase agreements, debt securities and MMF shares

price stability aim of keeping inflation rates below I currency in circulation
. N overnight deposits
but close to 2% over the medium term. The June I term deposits

. o —M3
macroeconomic projections by experts from the 12%

Eurosystem find that inflation will remain low in

9%
the euro area for some time yet, but will rise to

1.8% in 2017, reaching 1.9% in the fourth quarter?. 6%
Figures for inflation expectations show that short- 3%
term expectations have declined, but long-term
expectations have recovered.

0%

-3%

Annual growth of the money supply in the euro 6% L L
area has increased significantly in 2015. The 2008 2010 2012 2014
annual growth rate of the broad monetary aggre-
gate M3 increased from 2.5% in October 2014 to
5.3% in April (see Figure B2.2). The annual growth in household deposits has accelerated, while
the rate for corporate deposits has slowed. The interest rates for non-financial sector deposits
remain low at below 1% and have fallen by 150 basis points from 2012. Annual growth in lending
to the non-financial sector improved at the start of 2015, indicating that the monetary policy
measures have had a positive effect on the credit channels to the private sector. Growth in
lending to households has remained at zero and the decline in the corporate loan stock has
slowed considerably. However, the latest Bank Lending Survey of the euro area shows that
the lending conditions to the non-financial sector have loosened® and demand for credit has
started to grow. The improvement has been slower in southern Europe. The combined positive
impact of cuts in the monetary policy interest rates for the euro area together with the use of
various monetary policy measures has gradually been passed into the loan interest rates of the
non-financial sector, and the loan rates on mortgages and on corporate loans are more than
140 basis points lower than in 2012.

Source: European Central Bank

The monetary policy measures taken last year were continued in the first half of 2015. The
Eurosystem is offering credit institutions targeted longer-term refinancing operations (TLTRO)
from September 2014 to June 2016, which are primarily intended for further lending onwards
to non-financial sector companies in the private sector. In the three rounds of offers so far,
310 billion euros have been lent. Credit conditions for banks were eased further in January 2015
as the interest rate on repayments was set at the rate for main refinancing operations, having
earlier been that rate plus ten basis points. The portfolio of covered bonds bought under the
third covered bond purchase programme (CBPP3) started in autumn 2014 stood at 85 billion
euros on 29 May, and that of the asset-backed securities purchase programme (ABSPP) stood
at 7 billion. The maturities of the three-year refinancing operations* came up in January and
February 2015. Credit institutions in the euro area repaid 869 billion euros ahead of maturity,
which is more than 85% of their total borrowing, and the rest was converted into short-term
monetary policy operations.

2 See also the European Central Bank press conference, 3 June 2015.

3 See http://www.ecb.europa.eu/stats/money/surveys/lend/html/index.en.html. A change in lending conditions is inter-
preted in the survey by analysing the net difference in the shares of those banks that have noted in the review that they have
tightened credit conditions such as margins or collateral demands, and those banks that said they have loosened their condi-
tions. A negative net rate means that a majority of banks have loosened their credit conditions.

4 These operations lent out a total of 1.02 trillion euros to credit institutions of the euro area, with 489 billion euros in
December 2011 and 530 billion in February 2012. Borrowers have the right to pay the loans back after one to three years.

ESTONIAN ECONOMY AND MONETARY POLICY 1/2015

=k
=k




ESTONIAN ECONOMY AND MONETARY POLICY 1/2015

-y
N

In January 2015 the Governing Council of the
European Central Bank decided to widen the interest rates*
purchase of assets by using freshly minted money
to buy marketable debt instruments issued by

Figure B2.3. Euro area money market

3-month EURIBOR
—6-month EURIBOR
~——12-month EURIBOR

euro-area governments and European institu- 6%
tions and agencies with maturities of two to thirty

5%
years®. Purchases of public sector bonds started 17 l

in March and will continue until at least September ~ *% \

2016, and certainly until there is visibly a lasting 3%
correction in euro-area inflation that is in line with

U
the price-stability goal of the Eurosystem. On w\
1% ——— a

29 May the portfolio of public sector bonds stood
at 147 billion euros. Asset purchases totalling 0%
60 Dbillion euros a month are planned together o, s s P . P

-

with the asset-backed securities purchase 2008 2009 2010 2011 2012 2013 2014 2015
) Source: Bloomberg

programme and the third covered bond purchase  *last observation 29/05/2015

programme. The balance sheet of the European

Central Bank was worth 2.4 trillion euros in May,

which was 15% larger than in autumn 2014 due to

the measures that were taken.

The accommodative monetary policy in the euro area has helped short-term money market
interest rates® to fall in 2015 to their lowest ever levels. Expectations for short-term interest rates
remain low, which also affects long-term interest rates. EONIA” ranged between —0.14% and
—-0.02% from December last year to May this year, excluding the last days of each month, when
interest rates are higher for technical reasons. In May the three-month EURIBOR® was down
10 basis points from November at —0.01%, the six-month EURIBOR was down 13 points at
0.05%, and the twelve-month EURIBOR was down 17 points at 0.16% (see Figure B2.3) The
money market yield curve as shown by the gap between the 1-month and 12-month EURIBOR
had fallen 30 basis points from November 2014 to 20 basis points.

5 PSPP - public sector purchase programme. Common risk sharing using the capital key of the European Central Bank
(Estonia’s capital key is 0.274%) covers 20% of the programme, with the European Central Bank buying 8% in sovereign
bonds of the euro area and national central banks in every member state buying 12% in bonds issued by institutions. The
euro-area central banks buy the other 80% of the purchase programme in sovereign bonds from their own country and
bonds from agencies. Sovereign bonds are only bought from the secondary market as direct purchases from governments
would breach the prohibition on monetary financing. The Eurosystem can buy up to 25% of any one bond issue and 33% of
the bonds of any issuer. Similar measures are used by the central banks of the USA, Japan and the United Kingdom.

6 Interest rates fixed for up to one year.
7 Euro OverNight Index Average for overnight lending between banks in the euro area.

8 The Euro Interbank Offered Rate for lending between banks across Europe.

ESTONIA’S MAIN TRADING PARTNERS

Growth in Latvia slowed in 2014 and the
flash estimate shows it down even further in
the first quarter of 2015 at 2% (see Figure 6).
Growth was mainly based on consumption built
on growth in household incomes. Economic
activity was restrained by the uncertainty caused
by Russia in the external climate, while construc-

tion was also down in the last two quarters. The
situation improved in March in manufacturing,
where it has been relatively bad and growth in
manufacturing gained a large boost from manu-
facture of basic metals, which had faced serious
difficulties. Exports to Asia and the European
Union have been up in recent months, which
has helped make up for falling exports to Russia.
Although the opening of the electricity market at



the start of 2015 pushed the price of energy up
for households, cheaper fuel has kept price pres-
sures down (see Figure 7). The labour market has
been relatively stable and although employment
fell in the second half of last year, unemployment
continued to decline in the first quarter of this.

The speed of growth in the Lithuanian
economy abated last year. Annual growth was
also slower than expected in the first quarter of
this year at 1.2%, while quarterly growth was
negative. Growth is being reined in mainly by
exports, which are being restrained by lower
exports to Russia in the same way as in the other
Baltic states, and investments have also declined
notably. The main driver of economic growth is
household consumption, which is supported
by low unemployment, rapid wage growth and
falling consumer prices. Qil refining, which is a
very important part of the Lithuanian economy,
has again been in decline, but the low oil price
has boosted demand for oil products in recent
months and so production has increased. Events
in the labour market have been positive as unem-
ployment has fallen substantially and employ-
ment is increasing. Accession to the euro area
has not caused any general rise in prices and
Lithuanian consumer prices have been falling this
year, partly because of low energy prices.

The Finnish economy was in decline for
the third consecutive year in 2014, with
consumption, investment and exports all
down. Manufacturing and construction made a
negative contribution to growth, with value added
increasing only in services. Preliminary data
show the economy shrinking in the first quarter of
2015 too, with the flash estimate putting it 0.1%
down on the year and the quarter. Exports and
imports of goods were down in the first quarter of
the year with exports to Russia dropping steeply.
The decline in manufacturing output also deep-
ened in the first quarter. Private consumption is
being hindered by higher unemployment while
employment has now fallen for eight consecu-
tive quarters. Low commodities prices and weak
domestic demand mean that consumer prices
have been falling since the start of the year.

Swedish economic growth in 2014 was
at its fastest of the past three years. The

Figure 6. Trading partners' GDP, yearly growth rate
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Figure 7. Trading partners' CPI inflation
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economy grew by 2.7% over the year in the fourth
quarter and growth was strong in quarterly terms
with the main support for growth coming from
domestic consumption and residential invest-
ment. Household consumption is being encour-
aged by low interest rates, rising incomes and
stable employment growth. The improvement
in the euro-area economy and the weakness of
the Swedish krona in recent months have signifi-
cantly increased activity in foreign trade, and both
imports and exports increased strongly in the first
quarter of 2015. Inflation in Sweden is fluctuating
around zero growth for the second year in a row,
and in April it was again negative. The Swedish
central bank cut its repo rate to -0.25% in April
in order to boost economic activity and infla-
tion, and the bank also announced that it would
increase its purchase programme for government
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pbonds to 80-90 billion krona. Low interest rates
could see the risks to financial stability increase
as household indebtedness increases further
and bubbles appear in asset prices.

Economic activity in Russia declined sharply
at the end of 2014. Preliminary data show the
economy was 1.9% smaller in the first quarter of
2015 than a year earlier. Construction and invest-
ment contracted and the private consumption
that has driven growth so far was restricted by
the fall in real incomes. Exports have fallen since
the middle of 2014 and the foreign trade surplus
has dropped substantially, but significantly higher
spending on defence has boosted manufacturing
to a large extent. The rouble depreciated against
the US dollar to an all-time low in January but it
has since appreciated noticeably, partly because
of adegree of stabilisation in geopolitical tensions.
The ban on imports of food products and the
volatility of the rouble meant that inflation in the
first months of 2015 was at the highest level seen
in the past 13 years. Inflation pressures backed
off slightly in April, and the central bank cut the
base interest rate to 12.5%. The bank announced
that its decision had been taken as inflation was
falling and the economy needed revitalising.

Figure 8. Change in the euro exchange rate
and NEER (January 2010 = 0)
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The nominal effective exchange rate
(NEER), which is the weighted average of
nominal exchange rates of Estonia’s main
trading partners, rose last year. This was
largely because the euro appreciated against the
rouble, but also partly because of a depreciation
of the Swedish krona. The rise of the rouble that
started at the end of January led to a fall in the
Estonian NEER against a basket of trading part-
ners’ currencies (see Figure 8).



THE ESTONIAN ECONOMIC ENVIRONMENT

ECONOMIC ACTIVITY

Economic growth in 2014 was broadly
based across sectors, while a narrow part
of the economy had a significant negative
impact on GDP growth. The largest part of the
growth technically came from net taxes on prod-
ucts, as revenues from these were boosted by
changes in the structure of the economy through
rapid growth in retail, and improved tax collec-
tion and a reduction in the shadow economy (see
Figure 9). Large negative contributions to growth
came from land transport, and warehousing
and support services, as their operations were
restrained by the weakening of the Russian
economy. The reduction in the export to Russia
of goods intermediated through Estonia also held
back the operations of wholesaling, and the value
added from wholesale fell slightly last year.

Among manufacturing subsectors it was
wood processing that affected GDP growth
the most, contributing 0.3 percentage point.
Although the fall in the oil price meant that output
from oil production fell at the end of the year, the
industry still contributed a notable 0.2 percentage
point to GDP growth in 2014. Production of
computers, electronics and optical equipment,
mainly at the Ericsson factory, had an effect of
the same magnitude on growth.

The flash estimate from Statistics Estonia
showed GDP in the first quarter to be 0.3%
down on the fourth quarter of 2014, but up
1.2% over the year (see Figure 10). The fall in
GDP over the quarter is backed by other figures
like falls in manufacturing output and produc-
tion capacity utilisation. Monthly indexes indicate
however that the fall came mostly in December
and January, while production volumes were
generally unchanged or increasing in February
and March. There were various reasons for the
drop, such as the fallin the oil price, which affected
oil production, the weakening of the rouble, and a
drop in orders for electronic equipment.

One reason growth slowed in the first
quarter was that the Russian rouble depre-
ciated at the end of 2014. This depreciation

Figure 9. Contributions to GDP growth by
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Figure 10. GDP by production approach
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reduced the purchasing power of Russians and
reduced their imports, and in consequence the
fall in Estonian exports to Russia was even more
than just the amount that was caused by the sanc-
tions. The exposure of the economy to Russia
because of exports is estimated to have been a
few percentage points of GDP. Goods exports to
Russia in the first quarter of 2015 were around half
of what they were a year earlier. As a large share of
the exports to Russia consists of goods produced
abroad, the reduction in exports affects trans-
port and wholesale companies in the intermedia-
tion business. The negative impact of the drop in
demand from Russia was softened to an extent by
a recovery in the European economy, and exports
to the European Union grew as a result.
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Output from the sectors affected by the
Russian counter sanctions increased in the
first quarter of 2015. The output of the dairy
industry increased in monthly terms in January,
February and March, and for the first quarter
as a whole it was 6% up on the fourth quarter
of 2014. Seasonally adjusted dairy production
in March was higher than before the sanctions
were imposed. Data from subsequent months will
show whether the recovery in output was tempo-
rary or whether producers have succeeded in
reorienting their production permanently.

Production volumes in the energy and oil
production industries were down on the
fourth quarter because of the warm winter
and the fall in the price of energy. Annual
growth in industrial output with the contribu-
tions by sector is shown in Figure 11. Seasonally
adjusted industrial output was 2% lower in the
first quarter of 2015 than in the fourth quarter of
2014, with a large part of the fall coming from the
energy industry, where the warm winter pulled
production down by 10%. Manufacturing output
fell by 1% at the same time, with chemical produc-
tion down 10% and oil production down 26%. Oil
production was probably down because of the
fall in the oil price, which made shale oil produc-
tion less profitable. The impact of the warm
winter was not negative for all sectors though,
as the output of industries supplying inputs for
construction, like production of building materials
or sand, gravel and clay mining, was up in quar-
terly terms.

The difference between GDP and actual
potential production increased in the first
quarter. The rate of corporate investment
remains below where it was before the crisis, but
average production capacity is still more than is
needed to satisfy demand. Although investment
has been cut in the public sector and in some
corporate sectors like energy and railway trans-
port, investment by other companies has grown
fast and production capacity has increased.
A survey by the Estonian Institute of Economic
Research showed that, seasonally adjusted,
73.2% of industrial production capacity was in
use in the fourth quarter. This rate fell to 71.2%
in the first quarter and 70.7% in the second (see
Figure 12). The figure has been 74% at times

Figure 11. Industrial production growth
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Figure 12. Capacity utilisation
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of stable growth in Estonia. Given the volatility
of this indicator, this indicates that there was a
small negative output gap in the first half of this
year. The data on factors limiting production also
confirm the opening of the output gap. The role of
labour as a restraining factor on production has
declined, while industrial growth is still being held
back largely by weak demand.

DOMESTIC DEMAND

Rapid growth in private consumption has
made a major contribution to GDP growth
in Estonia. Private consumption started growing
faster in 2014, when the growth rate hit 4.5% (see
Figure 13) and surpassed that of GDP. Although
wage growth slowed, real disposable income
grew strongly as employment grew and inflation



first fell and then turned into deflation. Household
purchasing power increased at the start of
2015 even further as the income tax rate was cut
and the basic exemption limit was raised while
social transfers were increased. Favourable condi-
tions for consumers are reflected in consumer
confidence, which has remained high according
to data from the Estonian Institute of Economic
Research. Retail data from the first quarter of
2015 also show confidence remaining high in
purchases and consumption growing, as the volu-
me of retail sales was up around 8% over the year.

Households have increased their savings
and consumption simultaneously, and they
continue to be moderate in their borrowing.
Despite the fall in unemployment and high confi-
dence among consumers, the household saving
rate rose to an estimated 7.5% in 2014. Not all of
the rise in real disposable income has gone into
consumption, as some has gone into increasing
savings. Annual growth in deposits was a little
over 8% at the end of April, indicating that house-
holds have not changed their saving habits at the
start of 2015. Moderate borrowing activity also
shows together with the high savings rate that
the financial behaviour of households is cautious.
The stock of loans taken from banks operating in
Estonia to finance consumption is the same size
as it was a year ago. The use of consumer loans
and instalment credit from sources other than
banks has increased somewhat though.

Demand in the domestic economy has been
held back by a reduction in investment.
Corporate investment shrank in 2014 and invest-
ment in residential property grew only a little (see
Figure 14). General government investment was
also down, especially investment in construction,
as the European Union budget period changed.
Although investment was down 1.5 percentage
points at 25.8% of GDP, this still remains one of
the highest ratios in Europe.

The residential property market has started
to stabilise, but prices are still rising rapidly.
Despite the rapid rise in incomes and low
interest rates, investment in residential prop-
erty grew more slowly in 2014 and the rises in
prices of residential property also slowed during
the year too (see Figure 15). Increased supply,

Figure 13. Private consumption
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Figure 14. Gross fixed capital formation
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Figure 15. Transactions with apartments
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boosted by strong growth in real estate prices
and fewer orders in other branches of construc-
tion, helped to alleviate price pressures, and the
increase in supply is backed by the statistics for
usage permits in the first quarter of 2015 as well.
Although the average purchase and sale price
of apartments rose faster at the start of 2015,
this was mainly because the share of transac-
tions in Tallinn and the share of transactions for
new and more expensive apartments increased.
Households continue to borrow moderately for
residential property and although the annual
growth in the housing loan portfolio has acceler-
ated, the 3.4% it posted at the end of April (see
Figure 16) was markedly below the growth in
incomes.

The ability of companies to finance their own
investment declined slightly in 2014 as prof-
itability fell, but it still remained relatively
good. As profitability fell, there was a decline in
the internal resources that companies could use
to finance their activities and investments. This
increased the need for external capital, which
was reflected in faster growth in debt liabilities,
and an increase of 3% over the year in the port-
folio of loans and leases from banks operating
in Estonia (see Figure 16). This growth continued
at about the same rate in the first four months of
2015. Companies are also borrowing more from
abroad, both directly and through parent compa-
nies and there was a rise of 8% in the amount
taken in loans from abroad or issued as bonds
abroad in 2014. Companies continue to have
good access to bank lending. There was a slight
rise in real interest rates in 2014 as consumer
prices fell, but very low base interest rates and
reduced loan margins meant that credit condi-
tions remained relatively favourable for compa-
nies (see Figure 17).

Corporate investment fell last year, but
mainly because of some individual sectors.
The biggest investment in recent years has been
in large-scale projects in the energy industry, but
as those projects were ending, GDP statistics
recorded a fall in corporate investment of 3.5% at
constant prices in 2014. Enterprise statistics still
show that investment increased in other sectors,
and that the rate of increase sped up (see
Figure 18). This trend could be seen continuing in

Figure 16. Credit stock growth
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Figure 17. Bank lending rates
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Figure 18. Investments in tangible fixed
assets of enterprises
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the first quarter of 2015 as the quarterly reports
of big energy companies indicate a significant
reduction in investment while leading indica-
tors show modest growth in corporate invest-
ments. There was a sharp rise in the number of
usage permits and construction permits issued
for non-residential buildings in the first quarter
and so there should be a recovery in invest-
ment in construction. Imports of capital goods
also increased slightly from February after falling
for ten months. Stronger growth in investment
is being restrained by low confidence among
companies and a fall in production capacity
utilisation in recent quarters. This means that
production volumes can be increased somewhat
without any investments being made.

Change in inventories contributed positively
to growth in domestic demand last year. It
added 2.6 percentage points to GDP growth in
2014 in contrast to its negative contribution in
2012 and 2013. Inventories as a share of GDP
increased slightly and they increased most in
manufacturing companies, where higher produc-
tion volumes during the year led to an increase
in stocks of raw materials and inputs. Stocks in
the trade sector increased again, as they have for
several consecutive years now, because of the
strength of consumption.

EXTERNAL BALANCE AND COMPETITIVE-
NESS

Estonia’s price-based competitiveness
increased in 2014 in the markets of the
euro area. Estonian relative consumer prices
fell because the Estonian harmonised consumer
price index rose by 0.3 percentage point less than
the weighted average of trading partners in the
euro area. Estonian price competitiveness weak-
ened significantly in Russia and countries that are
closely connected to it economically. Although
consumer price inflation in Russia increased, it
was not enough to compensate for the deep fall
in the rouble, meaning that the relative prices of
Estonian products rose in the Russian market,
limiting export ability. Non-price factors like
quality, complexity and recognition will have a
major impact on Estonian exports in the longer
term but the role of changes in relative prices in
Estonia’s capacity to export must not be under-

Figure 19. Current account
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estimated. The dynamics of Estonian exports are
affected to a large extent by changes in the struc-
ture of target markets and the make-up of export
products (see Box 3 for more details).

Even though external demand was gener-
ally weak in 2012-2014, and was very
uneven across markets, the deficit in the
current account of the Estonian balance of
payments shrank constantly (see Figure 19).
It fell almost to zero in 2014 and was less than
0.1% of GDP. Although more balanced growth
would allow dependence on external capital to be
reduced, excessive risk aversion could become
a brake on the increase in investment that is
needed for economic growth. The estimation
methodology used by the IMF® for the equilibrium
current account position suggests that faster
GDP growth capacity is related to large-scale use
of external capital and therefore leads to a larger
current account deficit. Given Estonia’s level of
convergence and potential growth, the sustain-
able current account deficit should be around
2-3% of GDP.

Monthly flash estimates show the Estonian
current account position remaining close to
balance in the first quarter of 2015. Despite
the weak foreign demand, exports of goods
and services increased at current prices, while
the low level of investment activity meant that
imports of goods and services contracted at the

9 The methodology is described in more detail in the Estonian
Competitiveness Report, http:/www.eestipank.ee/en/
estonian-competitiveness-report.
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same time. This reduced the deficit on the goods
account and the contribution of net exports to
GDP growth was positive.

Foreign trade statistics show a small fall
in the first quarter of the year of 0.4% in
Estonian goods exports in current prices
and a fall of 3.0% in goods imports. This
improved the net export position of goods.
The drop in exports of goods to Russia deep-
ened to 49% year on year, but this was offset
by sharp rises of 55% in exports of goods to
the Netherlands, 41% in exports to Poland and
14% in exports to Sweden, and smaller rises in
exports to Germany, the USA and Denmark. If the
Russian market is excluded from the calculation,
exports of goods from Estonia increased by 5.6%
in the first quarter. The index for exports from
Estonian manufacturing shows exports in the first
quarter similarly growing faster at 4.8% over the
year than foreign demand would suggest.

Monthly flash estimates of the balance of
payments put exports of services growing
at 2.7% over the year, and imports falling
by 3.1%. The services surplus was larger than
a year earlier and the balance of the goods and
services account continued to improve. However,
the current account was negatively affected at
the same time by the income accounts. The net
outflow of primary income was mainly due to the
income earned by foreign direct investors, as this
has consistently been higher than the owner’s
income flowing to Estonian investors from
abroad. The net outflow of secondary income
was affected by the smaller take-up of support
from the European Union, and by the contribu-
tions to the European Union budget.

Figure 20. Gross and net external debt as a
ratio to GDP
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Estonian assets abroad grew by 12% in
2014 and the foreign liabilities position
increased by 7%. The faster growth in assets
than in liabilities meant that the net investment
position (external assets minus external liabilities)
declined by 9% to stand at a negative 8 billion
euros at the end of the year. Gross external debt,
or the debt of all the economic sectors in the
country, increased by 8% over the year to stand
at 19 billion euros at the end of 2014, or 97% of
Estonia’s GDP for the year. The external debt of
the business sector provided 51% of the gross
external debt and that of credit institutions 31%,
while the central bank and the general govern-
ment debt accounted for about 9% each of the
debt. Net external debt (the difference between
debt liabilities and debt assets) was negative for
the third consecutive year in 2014, to the tune
of 1.7 billion euros. A negative net external debt
means that the rest of the world owed this much
more to Estonia than Estonia owed to the rest of
the world (see Figure 20).

of Estonian exports will change.

Box 3: Changes in the market share of Estonian goods exports

The relative competitiveness of a country, or its capacity to increase its revenue in international
markets faster than other countries can, is largely shown in the capacity to export. Growth in
exports is affected by changes in both the volumes exported and the prices of exports, so
increased revenue for Estonian exporters can be assessed in constant terms through changes
in volumes or in current prices through changes in value. If Estonian exports of goods and
services grow at a different rate to the demand for imports in target markets, the market share




Exports of Estonian goods and services grew a
lot faster in 2005-2014 than weighted demand Estonian exports (2005 = 100%)
for imports in target markets in both current and
constant prices, meaning that Estonian exports

Figure B3.1. Growth in market share of
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Aggregate figures for exports often fail to take full account of structural changes that occur
over the years, and their role in increasing general exporting capacity. Structural changes are
often taken to mean simply the transfer of production resources from one sector to another,
but the structure of target markets and of export products can go a long way to explaining the
performance of exports. The diversity of markets can make the strategic choice of markets and
products and the contribution of structural changes very important, particularly when times are
difficult.

The changes in the structure of products in Estonian exports have seen a steady shift away from
basic and simply-made products towards more complex manufactured products and services.
In the long term, demand for complex manufactured products and services will grow faster than
that for agricultural produce, as the elasticity of demand to prices is smaller for them but elas-
ticity to income is larger. This in turn gives a better outlook for strengthened competitiveness,
and a faster rise in Estonian prices and wages. Like it has been with the structure of goods, the
development of Estonian exports has again been quite uneven in terms of key target markets.
This is largely because demand for imports has increased at different rates in different countries
making it important to observe the changes in the market share of Estonian exports market by
market.

The changes in the market share of Estonian exports by key target markets can be evaluated
using foreign trade statistics on Estonian goods exports at current prices'®. Demand for imports
in target markets can be expressed as the imports of goods and services of that country at
constant prices adjusted for export prices expressed in local currency and if necessary adjusted
for changes in the exchange rate against the euro' (see Figure B3.2).

10 Statistics Estonia publishes detailed indicators for Estonian goods exports by destination country in its statistical database
on external trade. These data differ from those for goods exports in the national accounts however, as re-exported motor
fuels are not counted as goods exports in the calculation of GDP for instance. The data on services exports by country are
published by Eesti Pank as part of the statistics for the balance of payments, but only since 2013. There are however no
detailed figures for exports at constant prices by country of destination.

11 Data from the European Central Bank
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The growth in import demand of destination
countries for Estonian exports expressed in euros
and current prices has been very uneven in recent
years. Import demand from Russia fell by 16.2%
in total in 2013-2014, and demand in Finland by

Figure B3.2. Market share of exports by

country of destination (2008 = 100%)
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Goods exports to Russia dropped by 21.5% in
2013-2014, which is even more than the drop in
market demand. Estonian goods exports are being pushed down not only by weaker demand,
but also by political tensions and the sanctions that the European Union and Russia have
imposed on each other. Estonian exports of goods to Finland grew by 9.2% in 2013, but then
they dropped the next year by 6.8%, so over the two years, Estonian exports to Finland grew
by 1.7%. The market share of Estonian exports in the Finnish market increased in the two years
and Estonian exports to Sweden were also up, increasing by 8.9% during that time. This was
much faster than the growth in the market itself, meaning that Estonia’s market share in Sweden
expanded by a large amount. Estonian exports to Germany grew by 2.7 percentage points
less in 2013 than German demand for imports did on average, but in 2014 they grew by 1.2
percentage points more. A stronger expansion on the account of the advanced markets in 2014
allowed Estonia to compensate partly for the declines in the previously important Russian and
Finnish export markets.

As demand changed in different ways in different destination markets, the dynamics of the market
share for Estonian goods exports by destination country have been similarly uneven. The year
2014 proved comparatively difficult, but as demand for imports in several previously key desti-
nation markets dropped a long way, rapid growth in exports to other countries succeeded in
compensating for that loss. It is not possible to draw a clear conclusion from this about the flex-
ibility of Estonian exports, because the export structure showing growth or contraction differed
not only by country, but also by product. Those goods that saw fewer exports to the Russian
market for example were very different from the goods that saw their export growth accelerate.

THE LABOUR MARKET

The size of the labour force is affected a
great deal by the movement through the
population pyramid of the large birth cohort
born at the time of the singing revolution and
the small cohort after independence was
regained. The number of residents of working
age fell by 0.8% in 2014 (see Figure 21), with

0.5 percentage point coming from natural popu-
lation changes and some 0.3 percentage point
from net emigration. Net emigration was down for
the second consecutive year as the small birth
cohorts start to reach the age most susceptible
to emigration and also because Finland, the main
destination for emigrants, has had low demand
for labour for several years because of the weak
economic climate.



The labour force participation rate remained
at 68% in 2014, as in the previous year, and
was 67.8% in the first quarter of 2015. In
contrast to earlier years, the labour force partici-
pation rate did not rise and so was not able to
soften the impact of the population decline. The
number of people active in the labour market
fell at the same rate as the number of people
of working age. The participation rate was a
percentage point higher in the first quarter of
this year than a year earlier, and the labour force
increased in size over the year.

After a small fall in the first half of 2014,
employment started to increase in the
second half of the year. Employment was
2.9% higher in the first quarter of 2015 according
to the estimate of the labour force survey (see
Figure 22) because of the low comparison base
of the previous year and the rapid increase in the
number of unwaged workers. Alternative sources
of data, company reports, showed a bigger
acceleration in growth in employment in the
second half of 2014 than was shown in the labour
force survey. However, this growth was affected
by the introduction of compulsory registration of
employees from July 2014, which helped reduce
the number of workers in the shadow economy.

The sector that experienced the biggest
growth in employment in 2014 was the
service sector, where it increased by 1.4%.
Employment in services is directly affected by
rises in households’ disposable income and by
greater confidence. The general government is
also part of the service sector, and data from
the Tax and Customs Board show that general
government employment has fallen since 2012.
The reduction in the number of people working
in the public sector is part of a state strategy to
keep the share of the total workforce employed
by the state stable as the population shrinks.

The labour force survey shows no change in
employment in manufacturing, even though
this sectoris exposed to foreign competition
and so is the most sensitive to increases in
labour costs. Company statistics show employ-
ment in manufacturing increasing strongly at the
end of 2014, even though manufacturing compa-
nies are larger than the average and should not

Figure 21. Labour supply
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Figure 22, Yearly growth in employment
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have many undeclared workers. Industry surveys
show that expectations for employment in 2014
and the beginning of 2015 were stable at around
zero, but that they worsened from February to
April 2015.

Unemployment fell a long way in the second
half of 2014 and the unemployment rate was
down at 6.6% in the first quarter of 2015
(see Figure 23). Seasonally adjusted unemploy-
ment was lower in the first quarter than in the
previous one. Unemployment has not only fallen
because of a reduction in short-term unemploy-
ment, because there has been no noticeable
increase in the share of those looking for work
for more than 12 months. Neither has the number
of discouraged risen much, meaning available
labour resources have probably shrunk. Around
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60% of the Estonian unemployed are registered
with Toédtukassa, the unemployment insurance
fund. Data show the rapid and long-lasting fall
in the number registered as unemployed levelling
off at the end of 2014 and the start of 2015. The
expectations of households for unemployment
have become more pessimistic during the last year.

As the share of labour costs in GDP again
grew fast in 2014, Eesti Pank estimates that
unemployment was below its natural level.
This means that the current state of available
labour resources puts workers in a strong posi-
tion in wage negotiations. The unemployment
gap has not increased however. The Beveridge
curve has shifted more to the left as the vacancy
rate has not started to climb despite the low
unemployment rate in the way that it did during
the last economic upswing (see Figure 24). As the
unemployment rate has fallen, so has structural
unemployment.

The annual growth in average gross monthly
wages slowed from 6.1% in the first half of
2014 to 5.2% in the second half. This meant
that it slowed for the year as a whole from the
7.8% of 2013 to 5.6% (see Figure 25). Real wages
grew faster at the same time because consumer
prices fell. The main factors driving wage pres-
sures are the reduction in available labour
resources and the ease with which workers can
move abroad for work, as this gives employees
an advantage in wage negotiations. Data from
the Tax and Customs Board show wage growth
to have been fastest at the lower end of the wage
distribution in 2014, which was the consequence
of a much larger rise in the minimum wage than
in the rest of the wage distribution.

Wages have risen faster in the government
sector than in the private sector. Tax and
Customs Board data show the average wage paid
out in the sector rose by 8.5% in the last quarter
of 2014 and the first of 2015, which was much
more than the 4.3% rise in wages at companies
in the commercial register. Rises in government
wages may have been encouraged by changes
in the structure of employees, but to a lesser
degree. The average wage rise in companies
listed in the commercial register was pulled down
by the requirement to register employees, as data

Figure 23. Unemployment
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Figure 24. Beveridge curve
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Figure 25. Yearly growth in average wage
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from the Tax and Customs Board show that in
the second half of the year 9000 people started
to get a new official wage that gave them average
wage income close to the minimum wage.

Unit labour costs started to rise more slowly
in the second quarter of 2014, but still did so
notably faster than the level where the alert
mechanism of the European Commission’s
assessment is triggered. The rise in unit
labour costs was broadly based across sectors
and was probably not caused by changes in the
structure of the economy. Real unit labour costs,
which are labour costs as a share of GDP, had
climbed above the euro-area average by the end
of 2014.

PRICES

Consumer price inflation fell in the first half
of 2014 and from June consumer prices
began to fall. Deflation was mainly caused by a
fall in import prices as both oil and food products
became cheaper on global markets. Consumer
prices were down 0.1% on the year as a whole,
even though labour costs continued to grow
relatively quickly. Deflation eased at the start of
2015 as prices rose for imported energy and also
seasonally for food (see Figure 26).

The volatility of consumer prices was largely
caused by the wide fluctuations in the oil
price in commodities markets. Having fallen
sharply at the start of 2015, prices for motor fuels
rose by a total of 12% in February and March
(see Figure 27). On top of the rise in the crude oil
price in world markets, the price of motor fuels
was lifted by the month-on-month deprecia-
tion of the euro. Even so, motor fuels were still
11% cheaper than a year ago. Energy prices fell
across the board in the first quarter of 2015 as
prices for heating and electricity as well as motor
fuels were down. The earlier fall in the oil price
passed into the consumer prices for natural gas
and heating with a lag, and the gas price fell 2%
in the first quarter and the price of heating 4%.
Price levels for electricity on the Nordic power
exchange have been low for several years now,
partly because the winter weather has not been
harsh and so electricity consumption has been
lower than usual.

Figure 26. CPI growth
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Figure 27. Change in energy prices since
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Food price inflation fell steadily from autumn
2014 and consumer prices of food started to
fall in the first months of this year. The main
cause of the fall in food prices was the fall in dairy
prices, which was probably driven by the loss of
the Russian export market. The farm-gate price
of milk was 37% lower in March 2015 than it was
ayear earlier. Butter prices fell shortly after import
restrictions were introduced in August 2014, and
the farm-gate price fall was later passed on into
the prices of other dairy products. Difficulties in
exporting deepened the fall in consumer prices
for milk products in April to 5% and the drop in
wholesale and consumer prices steepened for
meat products too in the first quarter. Rises in
food prices have been boosted by increases in
prices for alcohol due to higher excise taxes as
alcohol excise was raised by 10% at the start
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of 2015, pushing the rise in alcohol prices up to
5.7% in the first quarter.

Inflation has been low for manufactured
goods for some years. Price stability was
helped by a fall in import prices and tougher
competition in the domestic market because of
the growth in new retail space and cross-border
trade, but it started to rise at the start of 2015.
Prices for clothing and shoes rose quickly in the
first quarter, possibly because of the rapid rise
in wages in retailing or because of the fall in the
euro exchange rate.

Service price inflation has been lower in
recent years in Estonia than long-term infla-
tion (see Figure 28). The price level for Estonian
services is still relatively low taken against the
European Union average, and the convergence
of wage and price levels with the European
Union average has been slowed in recent years
by administrative measures, notably free public
transport in Tallinn and the higher education
reform'. Prices for communications services
fell by more in Estonia in 2012-2014 than almost
anywhere else in the euro area and are around
one fifth lower than in 2012. Prices for recrea-
tional services and services related to housing
have risen by more than the average.

GENERAL GOVERNMENT FINANCING

Better tax revenues than expected and
slower growth in spending meant that the
general government budget was in surplus
in 2014 by 0.6% of GDP. The budget position
was 0.8 percentage point better than in 2013,
and more than half of this was structural or
permanent in nature. This meant that the struc-
tural fiscal position was back in surplus over two
years. The budgets of both the central govern-
ment and local governments were in surplus in
2014, but both sectors increased the amount of
funding they got from loans and so the general
government debt increased to 10.6% of GDP.

Government spending rose in 2014 by less
than had been expected, and there was

12 In autumn 2013 an education reform was introduced, which
made higher education free. As higher education nominally
lasts for three years, free education will continue to affect the
consumer price index until autumn 2016.

Figure 28. Services inflation

I communications (pp)
[ recreation (pp)

I transport (pp)

I housing (pp)

other (pp)

services total (%)

2012 2013 2014
Source: Statistics Estonia

Figure 29. Government expenditure growth
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no change in spending as a share in the
economy. Like wages in the private sector,
the government wage bill grew faster than GDP
(see Figure 29). Rapid wage growth in recent
years has raised spending on pensions through
indexation. The growth in total spending was
halted by the reduction in investment and capital
transfers however, with the result that it fell by
0.5 percentage point to 5.8% of GDP. A large part
of this fall was because less external financing
was used. The direct impact of the reduction
in external support on the budget was neutral,
because transfers from the European Union
budget were reduced by the same amount.
However co-financing of these projects fell
together with it as did investment funded by the
government’s own resources.



The tax burden increased to 33% of GDP
last year even though the combined effect
of the tax policy measures was neutral. Tax
revenues mainly increased because the tax gap
was reduced, in some specific sectors in the first
half of the year and in others in the second half.
The new requirements for VAT declarations that
came into force in December made tax avoid-
ance harder and the full impact of this adminis-
trative measure ended up being larger than had
been forecast in December (see Figure 30). VAT
revenues increased by 9.8% over the whole year,
which is almost twice the growth in the calcu-
lated tax base'™. The effect of the tax policy in
2014 was largely neutral because the rise in
excise on alcohol and tobacco was compen-
sated by temporary additional payments into the
second pension pillar, which reduced the tax
revenue in accounting terms. Income growth was
also favoured by cyclical developments as wage
rises accelerated despite the slow GDP growth
in 2014, and this increased revenues from labour
taxes.

Rapid wage growth and changes in tax
administration meant that tax revenues
continued their strong growth in the first
quarter of 2015. Growth was still slower than at

13 The calculated tax base is those components of GDP where
the share of VAT is highest: private consumption, government
investment and intermediate consumption, and household
investment.

Figure 30. Tax revenue growth
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its height in the fourth quarter, because several
tax policy measures came in at the start of 2015.
The one that had the most effect was the cut of
one percentage point in income tax, but there
was also a rise in the basic exemption limit and a
cut in the unemployment insurance contribution
rate. Although alcohol excise duties rose at the
same time, tax revenues were modest because
trading companies increased their inventories
before the new excise duty rates came into force
and began using them up in the first quarter.
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ECONOMIC FORECAST 2015-2017

The Eesti Pank economic forecast is produced jointly by experts from the central bank’s Economics
and Research Department and Financial Stability Department. The Eesti Pank forecast is a part of the
joint forecast for the euro area produced by the euro-area central banks and the European Central
Bank, which uses common assumptions about the external environment. The assumptions about

the external environment cover the interest rates in the euro-area money markets, the exchange rate
of the euro and commodity prices. The economic forecasts produced at the same time by the other
central banks of the euro area are used for the assumptions for demand and prices in Estonia’s trading
partners. The forecast assumptions and the Estonian economic indicators are based on information
available as at 20.05.2015. The Eesti Pank forecasts are compiled using EMMA, the macro-model of
the Estonian economy developed and regularly updated by Eesti Pank.

THE INTERNATIONAL ECONOMIC
ENVIRONMENT

Global economic growth will start to pick
up in the years ahead. Growth will be led once
again by the USA and the United Kingdom, where
it will reach 2.5-3% in 2015 and 2016", and it
will be underpinned by a low oil price, high levels
of private consumption and an improving labour
market. Inflation will be low this year but should
rise to 2% in 2016. Growth in the euro area will
also accelerate in the coming years with support
from the accommodative monetary policy of the
European Central Bank and improved consumer
confidence. It will be affected a great deal
however by the final resolution of the Greek debt
crisis and the possible consequences of it.

The forecasts for all the largest advanced
economies have been revised downwards
since the end of last year. The Chinese
economy is facing structural changes because
the government wants to change the model of the
national economy from the infrastructure invest-
ments made with borrowed money that have been
its foundation so far to a greater encouragement of
private consumption. Growth in China is expected

to be up to 7% in the coming years, which is the
lowest forecast of the past couple of decades. Low
commodities prices and a shift of foreign capital
flows from emerging markets to advanced econo-
mies combined with slower growth in China will
restrict the economies of other emerging markets.
An exception will be India, where the forecast for
growth has been revised upwards because of
structural reforms and successful economic poli-
cies, and so India’s GDP should grow faster than
China’s in the coming years.

Low inflation will keep monetary policy
accommodative inthe euro area, and this will
keep interest rates low in the years ahead.
Euro-area money market interest rates are fore-
cast to fall to 0% in 2016, after which they will
start to rise slowly. The three-month EURIBOR,
the short-term interest rate for European banks,
will rise in 2017 to an average of 0.21% (see
Table 2). Low interest rates and improved credit
conditions should create a favourable base for
increased investment activity. The depreciation
of the euro against important trading partners
in consequence of the looser monetary policy
will help exports to increase by improving the
competitiveness of the euro area.

Table 2. External assumptions in the forecast

December 2014 projection

2014 2015 2016 2017 2014 2015 2016
Foreign demand growth (%)* 1.8 1.1 3.7 4.6 0.7 2.3 4.2
Oil price (USD/barrel) 98.9 63.8 71.0 73.1 101.2 85.6 88.5
Interest rate (3-month EURIBOR, %) 0.21 0.01 0.05 0.21 0.21 0.08 0.14
USD/EUR exchange rate 1.33 112 112 112 1.33 1.25 1.25

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

Source: European Central Bank

14 European Commission, Economic Forecast, Spring 2015

15 The IMF estimates that growth in China will slow from 6.8%
10 6.0% in 2015-2017. World Economic Outlook, April 2015



Uncertainty about the external environ-
ment means that the forecast for growth in
Estonia’s main trading partners has been
lowered. Only the Swedish central bank raised
its expectations for growth for 2015 and 2016 at
the end of April, because the exchange rate of
the krona had weakened and domestic demand
remains strong. Russia will be in recession this
year because of low economic activity and the
effect of sanctions and growth is very likely to be
negative next year too. In addition to geopolitical
tensions, constraints on the Russian economy
will come from the low oil price, falling investment
and a reduction in real incomes that will limit
private consumption. The recovery in exports
will help the Finnish economy to grow again after
three years of recession, but growth will remain
modest in the short term because of the strug-
gling industrial and construction sectors. The
outlooks for the Latvian and Lithuanian econo-
mies are overshadowed by the economic difficul-
ties in Russia and the trade restrictions, which will
affect the capacity to export. Economic activity in
trading partners may well be boosted by cheaper
oil and favourable interest rates. As economic
sentiment has increased in the euro area, so
confidence has generally improved in Estonia’s
trading partners in recent months as well.

Pressure on commodities prices to rise
will remain weak throughout the forecast
horizon. Expectations for the oil price are mark-
edly lower than they were in the December fore-
cast, with futures markets putting the average
price of Brent crude for 2015 at 63.8 dollars per
barrel, rising to 73.1 dollars in 2017 (see Table 2).
The oil price is mainly low because of increased
supply. Its sharp fall was driven by the supply of
shale oil in North America, a possible increase
in Iranian oil production, the decision by OPEC
not to cut production, and increased supply
from Russia, Libya and Iraq that is exceeding
expectations. Geopolitical tensions and the
possibility that OPEC might change its strategy
make assumptions about the oil price uncertain
in the short and medium terms. Weaker demand
from China will have a negative impact on rises
in prices for metals. Food prices will act largely
as forecast in December, and it is assumed they
will become moderately higher in 2015 and then
continue to rise slowly.

REAL GDP GROWTH

Slow growth in the first half of the year will
lead to Estonian GDP growing by 2.2% in
2015, about the same amount it managed
in 2014. In subsequent years growth will pick up
steadily, to 3.1% in 2016 and 3.6% in 2017 (see
Table 3 for the main forecast indicators). Growth
will speed up because investment will pick up
and will make a larger contribution to domestic
demand (see Figure 31). It will also be fuelled by
the improved outlook for exports as European
economies improve.

Exports will grow faster, but demand in
Estonia’s main trading partners will be
slower than was assumed in the December
forecast. Real growth in exports will be more
modest mainly because Russia and Finland,
two of the main destination markets for Estonian
exports, are facing more pessimistic scenarios
than was earlier assumed. Demand in Russia will
fall further than was predicted earlier, and will
do so for longer, but by the end of the forecast
horizon it will gradually start to return. The outlook
for growth for Estonian exports will be improved
by changes in the composition of destination
markets, with the Russian market being partly
replaced by new markets, which largely happened
in 2014. The country that will contribute the most
positively to growth in demand is Sweden (see
Figure 32). The forecast for growth in external
demand at current prices has changed less than
the forecast at constant prices, as prices in desti-
nation markets for exports will fall by less than
was earlier forecast, or will rise faster.

The developments so far in exports give
grounds for believing that competitiveness
will strengthen moderately during the fore-
cast horizon. Despite the rise in unit labour
costs, exports of services grew quickly and
export prices for Estonian services rose faster
than those of competitors last year. This means
that the main impact on competitiveness came
from non-price factors. Although the market
share of Estonian exports of goods and services
in target markets will increase in the years of the
forecast, it will do so by less in future.
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Table 3.Economic forecast by key indicators*

Difference from Dec. forecast
2014 2015 2016 2017 2014 2015 2016
Nominal GDP (EUR billion) 19.53 20.46 21.74 23.21 0.01 0.02 0.10
GDP volume™* 21 2.2 3.1 3.6 0.2 0.1 -0.2
Private consumption expenditures™* 4.6 4.6 3.2 3.3 0.8 0.7 -0.4
Government consumption expenditures 2.3 3.0 1.5 2.0 1.8 2.7 0.3
Gross fixed capital formation -2.8 2.4 4.8 5.8 -5.6 0.7 0.1
Exports 2.6 1.6 4.8 5.7 -0.5 -1.0 0.5
Imports 2.7 0.4 51 6.0 0.6 -2.7 0.4
Output gap (% of potential GDP) -0.9 -1.2 -1.2 -0.7 0.0 0.1 -0.2
CPI -0.1 0.0 2.6 2.7 0.0 -0.8 0.5
Core inflation 0.5 0.6 1.2 1.9 0.0 0.2 0.2
Services 1.1 0.9 1.5 3.0 0.0 0.5 -0.3
Non-energy industrial goods -0.1 0.2 0.8 0.8 -0.1 -0.1 0.5
Energy -4.0 -4.9 3.6 3.3 -0.3 -4.4 2.2
Food, including alcohol and tobacco 1.1 2.2 4.7 3.7 0.1 0.1 0.5
HICP 0.5 0.5 2.8 3.0 -0.1 -0.6 0.4
GDP deflator 21 2.5 3.1 3.0 -0.1 0.0 0.6
Unemployment rate (% of the labour force) 7.4 5.9 6.0 7.5 -0.3 -2.0 -1.7
Employment™** 0.8 1.0 -1.0 -0.9 0.9 1.5 -0.3
Average gross wage 5.6 4.6 5.5 6.6 0.2 -0.8 -0.5
ULC 6.4 4.2 1.3 1.6 0.8 1.2 -0.7
GDP per employee 1.3 11 4.1 4.5 -0.7 -1.6 0.1
Private sector debt, outstanding amount 2.7 3.4 52 6.1 -1.3 -0.4 0.8
Private sector debt, outstanding amount (% of GDP) 78.2 77.2 76.4 75.9 -1.0 -1.2 -1.0
Current account (% of GDP) -0.1 1.1 -0.3 -0.3 0.2 1.8 0.8
Gross external debt (% of GDP) 97.2 91.7 86.6 81.4 -0.4 -2.1 -3.0
Budget balance (% of GDP) 0.6 -0.1 -0.1 -0.2 0.9 0.6 0.3
Cyclical component (% of GDP) 0.3 0.5 0.2 0.2 0.1 0.2 0.0
Temporary measures (% of GDP) -0.3 -0.5 -0.3 -0.3 0.0 0.0 0.0
Structural budget balance (% of GDP) 0.7 -0.1 -0.1 0.0 0.9 0.4 0.3

* 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

Figure 32. Demand growth in trading partners

Figure 31. GDP growth by expenditure approach
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Higher foreign demand and a better posi-
tion on price competitiveness will support
growth in the value added of the industrial
sector but the turnover and value added of
the industrial sector may grow at different
rates during the forecast horizon. This is
because there will be a fall in the production of
electronic devices, and this will have a larger
impact on foreign trade than on GDP. Computers,
electronics and optical equipment provided
around 11% of Estonia’s exports in 2014, and 10%
of the imports. Production of electronic equip-
ment was around 1% of GDP, including services
bought from other sectors. Production volumes
in this sector are forecast to fall by a quarter.

Growth will slow in retail in 2015 as the rise
in real disposable household incomes also
slows, and retail sales will grow at a more
modest rate in future. The rise in household
disposable income was helped at the start of
2015 by strong growth in wage income, increased
social transfers, a cut in income tax and deflation.
Faster inflation will rein the growth in disposable
income in, and this in turn will limit how much
retail volumes can grow. Retail volumes grew
more slowly than real incomes in 2014, and
households built up reserves, and so the slow-
down in growth in retail may be less sharp than
that in real incomes.

Construction volumes are recovering.
Construction volume growth slowed in 2014
when investment was reduced in the public sector
and in energy, reducing civil engineering work.
Upcoming growth in public sector investment
and the gradual increase in corporate investment
will raise demand for construction services, while
residential construction will be fuelled by rising
household real incomes.

Turnover in wholesale and in transport will
grow steadily faster as the economy grows.
Lower demand from Russia last year primarily
affected those Estonian companies that inter-
mediate goods, as a large share of Estonia’s
exports to Russia are goods produced in another
country. These goods flows are not forecast to
return quickly.

The production capacity of the Estonian
economy has increased more slowly since
2008 than might be expected over the long-
term. Resources became underused during the
crisis, and returning them to use has allowed
production to be increased using spare capacity.
The weak demand in destination markets for
exports has equally not favoured either an expan-
sion nor development of production. For these
reasons the corporate investment rate has been
low and the rise in productivity has been slower
than before.

Production capacity will continue to grow
gradually during the forecast horizon.
Potential growth will remain lower than before
the crisis though, because of ageing and the
decline in the size of the working age population.
Furthermore, the income gap between Estonia
and Europe has shrunk and so it has become
ever more challenging to adopt new technology.

The output gap between production
volumes and the potential of the economy
will narrow during the years of the forecast.
Growth being slower than expected led the gap
to widen at the start of 2015, but faster growth
will see the gap start to close gradually. It is esti-
mated that the output gap for 2015 will be about
1% of potential production. It will narrow mainly
because production capacity will be used more
intensively, and there will be a rise in the level of
capacity utilisation.

Domestic demand will see quite strong
growth in private consumption. Purchasing
power and consumption will be boosted by low
inflation, income tax changes and increased
social transfers in 2015. Private consumption is
forecast to grow by the same 4.6% in 2015 as it
did in the previous year. The purchasing power of
households will also get a boost in the remaining
years of the forecast period from the planned
increase in social transfers in the form of child
benefit and a stimulus package for low-wage
workers. Wage rises will also pick up again in the
second half of the forecast horizon. Consumption
will start to grow more slowly in 2016 as real
disposable income grows by less under the
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influence of both higher inflation and falling
employment. Consumption growth will be a little
over 3% in 2016 and 2017.

There will be no change in the saving behav-
iour of households. The rapidly rising dispos-
able income in 2015 will allow households to
increase both consumption and saving, as they
did last year. The savings rate will rise to 8.3% but
will fall in subsequent years to 7.7% as growth in
disposable income slows. The savings rate will
still be above the historical average, indicating
that households place greater importance than
they used to on having sufficient savings. This
change in attitude can also be seen in the growth
of household deposits, which will reach some 8%
in the years ahead.

Investments in housing will grow modestly
during the forecast years. The market will
stabilise and so investment in residential space
will again grow more slowly than before. The rise
in real estate prices will slow throughout the year
and prices will climb more moderately than before
during the other years of the forecast as prices
will grow at a similar rate to incomes. Credit
conditions and interest rates will not change
significantly in the coming years, and will remain
favourable because of the very low base interest
rates. The capacity of the banks to finance the
economy is good, but they do not want to cut
their margins as they want to maintain their
current profitability. Competition between the
bigger banks for market share is only moderate.
Lower inflation, higher incomes and favourable
credit conditions mean that there will continue to
be demand for new residential space during the
other years of the forecast, and so investment in
residential space will grow faster in 2016-2017 at
4-5%. Growth in the residential loans portfolio
will pick up a little in the years ahead, reaching
around 5% in 2017, but it will remain slower than
that in incomes.

Growth in corporate investment will accel-
erate as confidence increases and the need
for fixed assets arises. Faster GDP growth
and a recovery in external demand will mean that
companies will need to add production capacity.
The share of investment being made to raise
production efficiency will increase. The capacity
of companies to fund their own business activi-

ties and investments will remain good throughout
the forecast horizon, as companies have built up
buffers, they have relatively good access to bank
loans, and interest rates are low. Profit growth
in future will increase the internal resources
of companies and their ability to service their
loans. Resources from the European Union’s
new budget period will also boost investment.
The energy industry will have a major impact on
growth in investment, as its investment will prob-
ably fall from the high levels seen in recent years
and so investment will increase by a modest 1.7%
this year, picking up to a more rapid 6% in 2017.
As higher investment will increase the demand
for corporate loans somewhat, the annual growth
in the corporate loan and lease portfolio of banks
operating in Estonia will be around 7% by the end
of 2017. Borrowing from abroad will also increase
but the corporate debt burden will not change
much as a share of GDP.

General government investment will be
affected by the change in the European
Union funding period. As projects financed
under the previous budget period have to be
finished, investment will grow only moderately
this year, but resources from the new European
Union budget period will probably start to be used
more at the end of the forecast horizon. This will
lead growth in general government investment to
speed up to 6.5% in 2017 after a temporary slow-
down in 2016.

Investment growth as a whole will pick up
speed during the forecast horizon. Goods
imports will increase because of the high import
content of capital goods but the current account
will still be close to balance in the coming years
because the increase in imports will be offset by
higher income from exports. Net income outflows
will mainly be affected by investment income in
the years ahead. Because foreigners have larger
investments in Estonia than Estonian residents
have abroad, the recovery in profits will push the
income account into negative territory.

The labour supply will be affected during the
forecast period by the continuing decline of
an average of 0.8% per year in the size of the
working age population. The negative impact
of net migration will lessen somewhat because
the small birth cohorts are reaching the age most



susceptible to emigration. The age structure of
the population will start to have a negative impact
on the labour force participation rate from 2016.
The motivation to participate in the labour force
will be increased by social security reforms, as
the work capacity reform will come in from the
middle of 2016 (see Box 4 for the effect of the
work capacity reform on labour market indica-
tors), and the retirement age will rise for both
men and women from 2017 by three months each
year, from 63 to 65.

The number employed in Estonia will fall
slightly in the years ahead. Employment will
increase over the whole of 2015 by 1% due to the
good results of the first quarter, but it will fall by
around 1% per year in 2016-2017 (see Figure 33).
This is because the size of the working age popu-
lation will shrink and there will be lower demand
for labour as labour costs have risen fast in recent
years. Compared to the adjustment after the
crisis, the changes in the labour market will be
small. The sharp fall in employment at that time
was caused by a major drop in external demand,
but now the economy is getting support from the
recovery in the European economy. As wages
have risen fast in recent years at the bottom
end of the wage distribution, it is jobs with low
productivity that are at risk of disappearing.

Unemployment will remain below its histor-
ical average level because the demand for
labour will decline together with the labour
force, and the unemployment rate will
remain at around 6% in 2015-2016. From the
middle of 2016 the unemployment rate will be
affected by the work capacity reform because the
new rules will mean that some of those receiving
incapacity benefit will have to meet a require-
ment of activity in the labour market. Those who
have previously been inactive will move firstly
into unemployment and the reform will raise the
unemployment rate to 7.5% in 2017.

Slow economic growth and lower profits
will limit the speed of wage rises in 2015. As
growth and import demand in European trading
partners start to recover, companies will need
additional labour so they can expand produc-
tion, and so wages will rise faster in subsequent
years (see Figure 34). Wage poverty has become

Figure 33. Employment
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Figure 34. Wages and productivity
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a topic of much economic policy debate, with
the consequence that the minimum wage will
again rise faster in the years ahead than average
wages. Wage growth will probably also receive a
boost from collective wage agreements in educa-
tion and health in future.

Unit labour costs will rise more slowly as
GDP growth picks up, with the growth rate
slowing from 6.4% last year to 4.2% in 2015
and some 1.5% in 2016-2017. Companies are
under heavy pressure to increase profitability,
and so they will invest in raising the efficiency of
production. The rapid growth in unit labour costs
means that companies with tight margins will
have to exit the market, and this will then raise
the average profitability of companies and slow
the growth in unit labour costs.
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Box 4: The effect of the work capacity reform on the labour supply

The law on working capacity benefits will enter
into force in the second half of 2016 after long
preparation by the government. This is likely to be

the most important reform for the labour market ?n“ﬂii'xwdSﬁég?hfieyﬁf&é'ﬁféfii'ﬁ

since the Employment Contracts Act of 2009. The number of disabiity pensioners (fight scate)

Figure B4.1. Flows to and from the
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Insurance Board show that 95,480 people were

receiving incapacity benefits on 1 January 2015 and a steady 7600-8000 people a year have
been added to this number, except during the years of crisis, when high unemployment meant
there was a temporary spike in the numbers of new claimants (see Figure B4.1). The number
coming off incapacity benefits can be indirectly calculated from the number of new claimants,
and the number coming off benefits also depends to an extent on the economic cycle. People
stop claiming benefits if their health improves, they qualify for a pension, they qualify for early
retirement, or they die. Statistics for reassessment of incapacity for work show that over 99% of
those who apply to have their incapacity assessed have it confirmed.

Data from the Social Insurance Board show that around 61% of those on incapacity benefits
did not work during 2014'6. The eligibility criteria for incapacity benefits are more favourable to
employment than the conditions for early retirement or income support, because benefits are
not reduced if income is received for work. Those on the benefits can also register as unem-
ployed and receive unemployment insurance and benefits, but in future they will have to be
actively looking for work or working in order to be eligible for incapacity benefit. This will be
the case if expert assessment finds the claimant to be partially capable of work and there is no
particular reason like studying or caring for a child under the age of three to justify inactivity.

The reform is likely to have a positive impact on the labour supply as incapacity benefits are
large enough to motivate claimants to meet the requirement of activity. The labour supply will
be affected by those who were on incapacity benefits but who are assessed as being partly
capable of work and who were previously inactive. The number of such people can be estimated
using data from the Social Insurance Board on the distribution of people receiving incapacity
benefits by percentage of working capacity lost, combined with transition tables into full inca-
pacity or partial work capacity under the new rules arrived at from interviews with focus groups
of experts, and finally the probability of the people in question being employed. These put the
number of potential new labour force participants at around 35,000. It can be assumed that all
of these will enter the labour market because the cost of not doing so will be very high because
of lost incapacity benefits and health insurance.

16 Presentation by Sirlis Somer-Kulli and Pille Liimali on the work capacity reform (in Estonian)




In the year that the reform comes into force, the new requirements will apply only to clients who
have been assessed by experts for the first time or who have not had their incapacity for work
assessed since 2010. It is forecast that 1160 of these people will enter the labour market by the
fourth quarter of 2016 and in 2017 they will be joined by those who are due to be reassessed or
who would like to have their incapacity reassessed. By the end of the year around 18,000 people
will have entered the new system and become active in the labour market. The transition to the
new system will be relatively fast as assessment decisions generally only apply for a little over
two years for the 88% whose incapacity is not set as running all the way to retirement.

As there have been no data on the competitiveness of the inactive in the labour market so far
and the system being introduced is completely new, there is a lot of uncertainty about what will
happen to the people affected. It can be assumed that a large proportion of them are structur-
ally unemployed because the median age of inactive recipients of incapacity benefits under the
current system is over 50, the labour force survey shows them to have a lower level of education
than the average for their age group, and their last experience of work is on average seven years
previously. This means that a rise in the labour force participation rate will be accompanied by a
rise in the natural unemployment rate (see Figure B4.2). The reform will raise the headline unem-

ployment rate by a little under 2.5 percentage
points by 2017. Figure B4.2. Effect of the disability
system reform on the labour market

Potential economic growth will only be boosted by
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working part time (see Figure B4.2). Source: Eesti Pank
PRICES low oil price in historical terms. Corporate cost

pressures have not weakened noticeably on the

Deflation will end in the second half of this supply side as labour costs continue to rise fast.

year after more than a year, but inflation will
remain low. Consumer price inflation will be
around zero in 2015 but in 2016 the low refer-
ence base will let consumer prices rise at a faster
2.6%, climbing to 2.7% in 2017.

Price pressures can also come from the increase
in the mark-up of companies that has been going
on for three years now (see Figure 35). Mark-up
will increase faster during the forecast horizon as
the economy grows, and productivity will rise as

aresult.
Inflation will rise during the forecast horizon

because of both domestic and external
factors. The domestic environment will continue
to be relatively encouraging for price rises with
private consumption the main source of growth
on the demand side, supported by a relatively

The rise in inflation during the forecast
horizon will be broad-based. One cause of
higher prices for energy and food will be the low
comparison base, as prices have been falling for
more than a year (see Figure 36). Energy prices
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will rise moderately because the oil price will
rise. Consumer prices for motor fuels are most
dependent on the oil price, and inflation for those
fuels will accelerate to 13% at the start of 2016.
Some four percentage points of the rise in prices
for motor fuels will come from the rise in excise.
The prices of imported natural gas and heating
energy also depend strongly on changes in the
oil price, but with a lag of more than half a year.
The consequence of the rise in the oil price will be
felt more strongly in the consumer prices of those
products in 2016.

Inflation in the prices of items in the
consumer basket other than energy will
also increase. The external environment will
lead prices for manufactured goods to rise
as imported goods become more expensive,
and the weakening of the euro exchange rate
will be a major factor in this. The effect of the
declining rate can be seen in the import prices
of production inputs and manufactured goods,
and its transfer into consumer prices is likely to
last for two or three quarters. The steep fall in
food prices on the global market has come to an
end and food prices will start to rise slowly in the
second half of the year. There is a downside risk
for food prices from the agricultural policy of the
European Union. Quotas stopped being applied
for milk in April 2015 and this may affect farm-
gate prices for milk in Estonia as well. A more
accurate estimate of how big this effect is can be
given in the second half of the year.

Service price inflation has remained around
1% for the past 18 months, but it will rise
during the forecast horizon. Services inflation
will mainly be affected by the rising oil price in
the near future, as this will be passed into prices
for transport services. The rise will however be
restrained until autumn 2016 by the introduction
of free higher education, which will take about
one percentage point off the usual level of service
price inflation.

Inflation will be affected substantially in
the coming years by new tax rises. The new
government, which took office in March, plans to
raise several tax rates, and these rises will have an
increasing effect on consumer prices throughout
the forecast horizon (see Figure 37). Higher
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Figure 36. CPI inflation and its components
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Figure 37. Impact of administered
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excise on alcohol will lift inflation by 0.4 percen-
tage point in 2015 and the inflation forecast uses
the assumption that excise on alcohol, tobacco
and motor fuels will rise in 2016. The combined
impact of these rises on inflation next year will
be 0.8 percentage point. Inflation will be raised
further in 2017 by a rise in VAT for accommoda-
tion services as well as changes in excise and the
total effect of tax rises on inflation in 2017 will be
around 0.7 percentage point.

GENERAL GOVERNMENT FINANCING

The government’s fiscal position will worsen
during the years covered by the forecast
because of planned rises in spending, but it
willremain close to balance. Thefiscal position
will be worse than in 2014 because labour taxes
are being cut and spending will grow faster than
GDP. The effect of this will only partially be offset
by rises in consumption taxes. The impact of the
general economic climate on the fiscal position,
or the cyclical component of the position, will be
positive but decreasing in the forecast years, and
the budget will fall into a nominal deficit of 0.15%
of GDP in 2017. The structural fiscal position,
which is unaffected by the economic cycle, will
still remain close to balance (see Figure 38).

The Estonian government has set a clear
policy of keeping the general govern-
ment budget in structural surplus. The
budget strategy for 2016-2020 sets a target of
the nominal fiscal position remaining close to
balance and reaching a surplus in 2018. The Eesti
Pank forecast is that the nominal fiscal position
is generally in line with the targets in the budget
strategy, though a structural surplus will not be
achieved.

According to the 2015 state budget, the
government plans to raise spending and to
reduce the tax burden. The result will be that
the budget for the whole general government will
tip into deficit by 0.1% of GDP. Tax revenue growth
is being held back by cuts in taxes on labour and
although tax administration measures continue
to have a positive impact on VAT receipts and
excise duties were raised, the combined effect
of tax measures in 2015 will be more modest. The
tax burden will fall to 32.9% of GDP this year.

Figure 38. General government budget position
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The share of general government spending
will increase in the economy in 2015,
primarily because of an agreed rise in child
benefit that came in at the start of the year.
Growth in government investment will pick up
throughout the year both for projects funded by
the general government and for those funded
with resources from the structural fund. By the
end of 2014, 88% of the funds from the European
Union’s 2007-2013 budget period had been paid
out. As a majority of projects for the period are
ending in 2015, it is forecast that the volume
of investment financed from foreign funds will
increase.

The revenues and spending of the general
government will be affected in 2016-2017
by the package of measures planned by
the new government'. In its budget strategy
the government has decided to continue firmly
shifting the tax burden from labour to consump-
tion. As part of this the basic exemption rate
is being raised and the social tax will be cut
by half a percentage point in 2017. As almost
all excise rates will rise at the same time, tax
policy measures will have a positive effect on
the budget. As the main tax base, consisting of
private consumption and labour costs, will grow
more slowly at this time though, the tax burden
will fall to 32.6% of GDP.

The growth in government spending will
slow down in the second half of the forecast

17 The forecast covers only those changes that had at least
been included in a draft law as at 20 May.
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horizon. It is forecast that the budget deficit
will not increase further in 2016-2017. Growth
in pension costs will be held back by the move-
ments in the pension index, which will be limited
by low growth in labour costs and low inflation,
and this will balance out the planned social
transfers to low-wage earners. The accelera-
tion in the increase in investment after 2015 will
recede as investment financed by the structural
fund decreases because of the change of budget
period. The government will be able to cover the
small budget deficit from reserves during the
years of the forecast, and its debt will fall to 9.3%
of GDP.

RISKS TO THE FORECAST

There is less uncertainty coming from
the external environment than there was
before, but not significantly so. It is still diffi-
cult to predict the course of geopolitical events
and it is not certain how fast foreign demand
will recover. The Estonian exporting sector has
coped well with unhelpful developments recently,
as exports of goods and services have increased
even though the recession in Finland, one of the
most important destination markets, has lasted
for some years and Russia introduced trade
sanctions last summer. Exports have grown on
the account of markets that recovered faster from
the crisis. Changes in the structure of export
destination countries have generally improved
the outlook for the coming years. The global
economy, including Estonia’s trading partners,
is dependent on emerging markets however,
and those economies are struggling more and
more from a lack of reform and from structural
problems.

Although geopolitical circumstances have
not worsened in the past six months,
the lack of any resolution to the conflict
between Russia and Ukraine continues to
cause uncertainty. Thisis particularly reflected
in modest investment activity. The forecast
expects circumstances to improve slowly but an
unexpected downturn would make consumption
and investment fall below the levels forecast.
The risk of the Russian market having a negative
economic effect on Estonia is much smaller than

it was a year ago as the share of exports going
to Russia has halved and it is mostly products
from other countries that are sent there from
Estonia.

A removal of the Russian trade sanctions
could boost economic growth in Estonia
though. If the Russian market were to reopen,
exports would get an additional lift that would
improve the outlook for GDP growth. Growth
may also be faster than forecast if households
lower the high savings rate of recent years and
put more of their income into consumption.

Growth in the Estonian economy clearly
faces an excess of risks that could slow
it down. The reduction in corporate profits as
wages have been rising fast for several years may
pose a long lasting negative effect. If economic
activity turns out to be weaker than forecast and
companies are unable to maintain their profit-
ability, it could hamper investment and the poten-
tial for growth in the economy. Further uncer-
tainty in the euro area comes from the economic
and political situation in Greece and its future
capacity to service its debts.

The financing conditions for companies and
households may worsen. Credit conditions
and access to loans are likely to remain favour-
able throughout the whole forecast horizon.
Rapid growth in borrowing and real estate prices
in the Nordic countries pose some risk to the
Estonian banking sector though, and to the
funding supplied by the banks to the non-finan-
cial sector. Falls in asset prices could lead to an
increase in loan losses at banking groups, which
could worsen market-based funding conditions.
In that case the loan supply from banks in Estonia
would tighten, limiting the ability of companies
and households to invest.

The risks to the inflation forecast are gener-
ally in balance. One of the risks that could lower
inflation is that the fall in farm-gate prices of milk
and meat could pass into consumer prices to a
larger extent. This has only happened to a limited
extent so far. Volatile energy prices meanwhile
may leave inflation higher than forecast if the all
price rises faster than expected.



Inflation may also be higher than forecast if
import prices rise. The majority of imports to
Estonia come from countries in the euro area, so
the immediate effect of a fall in the exchange rate
on local prices will be modest. However, a weaker
exchange rate could have a stronger inflationary
effect than forecast on the output of other euro-
area countries, and this could raise inflation in
Estonia through imports. Price levels in euro-area
countries may also be affected more than expected
by the asset purchase programme of the European
Central Bank if it leads prices to rise faster than
forecast.

The Eesti Pank forecast for economic growth
lies in between other forecasts by other
institutions. The range given for growth by the
various forecasts for this year is quite narrow at
between 2.0% and 2.5%, and forecasts for 2016
range from 2.7% to 3.4%. The Eesti Pank forecast
for consumer prices is higher than those of most
other institutions, mainly because of new informa-
tion about energy prices. It also takes account of
planned tax rises, which could not be included in
earlier forecasts (see Table 4).

Table 4. Estonian economic forecasts by other institutions

GDP real growth, %

CPIl inflation, %

2014 2015 2016 2017 2014 2015 2016 2017
Eesti Pank 2.1 2.2 3.1 3.6 (6.%*1) (o%g (2%5; (237(:/3
Ministry of Finance 2.1 2.0 2.8 3.4 (6%*1) (O%f) (2%,?) (3%*7)
European Commission 2.1 2.3 2.9 0.5* 0.2* 1.9%
IMF 2.1 2.5 3.4 0.5% 0.4* 1.7*
OECD 2.1 2.1 3.3 -0.1* 0.1* 1.8*
Consensus Forecast 2.1 2.1 2.8 -0.1 0.5 2.1
SEB 2.1 2.2 2.7 0.5% 0.5% 2.3*
Swedbank 21 21 2.8 -0.1 0.1 2.7
Nordea 1.8 2.0 3.2 -0.1 -0.5 2.2

*HICP

Source: Eesti Pank, June forecast, 10.06.2015; MoF, Spring 2015 forecast, 13.04.2015; European Commission, Economic Forecast
Spring 2015, 05.05.2015; IMF, WEO, April 2015, 14.04.2015; OECD, Economic Outlook, June 2015, 03.06.2015; Eastern Europe
Consensus Forecasts, April 2015; SEB, Eastern European Outlook, March 2015, 25.03.2015; Swedbank Economic Outlook,

21.04.2015; Nordea economic forecast, 11.03.2015
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