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Economic growth halted in the last months of 2004 in nearly all signifi cant regions 
in the world. Nevertheless, demand-wise the external environment turned out to be more 
favourable than in previous years. The same cannot be said, though, about the year 2005: the 
fi rst months have shown that potential economic growth recovery in Western Europe is very 
modest and growth differences are in favour of the United States.1 This is also refl ected in the 
monetary policy. In the United States monetary policy interest rates continued to increase at 
the beginning of 2005, while in the euro area the expectations of interest rate rise have been 
postponed to late summer and early autumn.
 
The growth rate of consumer prices stayed above the 2% level in the euro area throughout 
the second half of 2004 and the fi rst signs of disinfl ation appeared only after the turn of the 
year. The issue of rising oil prices and their impact on infl ation and economic growth remained 
topical also at the beginning of 2005.

ESTONIA

Monetary Policy Environment

The monetary policy environment remained contradictory in the second half of 2004 
and at the beginning of 2005. On the one hand, the dollar continued its decline, even though 
the fall slowed down to 3–4%, year-on-year, in the fi rst months of 2005. On the other hand, 
the monetary policy interest rates of the European Central Bank (ECB) remained unchanged 
and in March the three-month TALIBOR remained at 2.4% for the ninth consecutive month. 
In the banking sector, where competition persisted and even intensifi ed, the interest rates on 
long-term household loans continued to decline as well. While the interest rates on long-term 
corporate loans remained at the 4.7% level throughout 2004, the interest rate on household 
housing loans declined by approximately 1 percentage point during the year and fell to 4.6% 
by the end of the year.

Money supply was still based on foreign capital infl ow. In addition to foreign direct investment, 
the year 2004 saw deposits drawn from parent banks and resources attracted through issuing 
bonds playing an important role. Such a structure of capital infl ow also led to an increase in 
external debt. By the beginning of 2005 the gross external debt had grown to 84% and net 
external debt to 19% of GDP.

Like in earlier periods, accelerating fi nancial deepening manifested itself primarily on the loan 
side. The growth of non-fi nancial2 sector debt burden amounted to 32% both at the end of 
2004 and at the beginning of 2005. 

1 This is refl ected, for example, also in the fact that in its 2005 forecast ECB adjusted the GDP growth in the euro 
area to 1.2–2.0% from earlier 1.4–2.4%.
2 Here and below the non-fi nancial sector refers to households and non-fi nancial corporations, excluding general 
government.
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Inflation

In 2004, the growth in consumer prices accelerated to 3.0% with food having a major 
impact at that. While in 2003 food had cheapened 0.6% year-on-year, in 2004 there was 
a 3.7% rise. Due to the large weight of food in the CPI basket, it was the most signifi cant 
contributor to the overall rise in the infl ation rate. In addition, the price rise was accelerated 
by implementing the harmonisation of tax and trade policies postponed until the moment of 
accession to the European Union. Even though the rise in fuel prices in the world market 
also boosted infl ation in the second half of the year, the growth in consumer prices during the 
post-accession period remained even smaller than usual and from June to February the CPI 
increased only 1%.

Even though Estonia’s infl ation rate accelerated in 2004, it did not translate into a rise of 
the real exchange rate of the Estonian kroon (just 1.3% year-on-year). Robust price rise 
was neutralised by the fact that price growth sped up even more in the new European 
Union Member States, which are Estonia’s main competitors. At the end of 2004 and at the 
beginning of 2005, however, the rise in the real exchange rate accelerated.

Non-Financial Sector

Although the increase in external demand ceased to pick up speed in the second half 
of 2004, Estonia’s economic growth continued at a high rate. According to preliminary 
estimates, the gross domestic product grew 6.2% year-on-year. Exports supported 
growth more than before and the impact of domestic demand was smaller than in 2003. In 
most fi elds of activity growth turned out to be faster than in the previous year.

The growth in private consumption generally slowed down during 2004 and in the 
second half of the year an increase in savings could be noticed as well. Since corporate 
profi tability improved throughout the year, it secured a certain improvement in external 
balance. According to preliminary estimates, the ratio of current account defi cit to GDP 
improved by 0.6 percentage points from 2003. 

In the second half of the year a slight deceleration in the growth rate of the housing loan 
demand could be detected, which led to an overall slowdown in the growth of the household 
loan burden. In international comparison, though, the increase in household debt burden 
remained fast and the respective indicator rose above 40% year-on-year. In the business 
sector, borrowing became even somewhat more active, refl ecting stronger external demand.

On the whole, the year 2004 was also characterised by slow increase in employment, 
even though the number of new jobs created decreased to a minimum in the second 
half of the year. The positive thing was that employment increased most in manufacturing 
both in the second half-year as well as year-on-year.

General Government

In 2004, fi scal policy again supported sustained external balance – the general 
government budget surplus amounted to 1.8% of GDP and the estimated size of structural 
surplus was 1.1% of GDP. This marked certain loosening from the year before since the 
surplus remained 1.7 percentage points smaller compared to 2003. The expected stable level 
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of the overall balance close to zero in 2005 also indicates slight loosening of the fi scal policy 
as far as the change in the structural balance is concerned. The excise duty rates raised in 
2004 keep the overall tax burden at previous levels, regardless of the fact that personal and 
corporate income tax rates were lowered. Increased money fl ows from the European Union 
structural funds may even boost the ratio of general government expenditure to GDP. 

Projections

Even though demand-wise the external environment is not going to be as favourable in 
2005 as it was, for example, in the fi rst half of 2004, real GDP growth will be only slightly 
slower and remain close to the potential level. According to forecasts, the growth rate of 
private consumption will continue a relative decline and the increase in domestic demand will 
slow down as well in line with that, while the gradual improvement in the external balance will 
be sustained. 

Robust cut in the income tax rate is expected to reduce wage pressures and decrease labour 
unit costs. This might boost the profi ts of manufacturing companies and contribute to their 
competitiveness in foreign markets.

Consumer price growth will accelerate to 3.4% as an annual average in 2005. This 
will be brought about by the rise in fuel and food prices in the world market, growth in 
electricity prices and the after-effects of increasing indirect taxes introduced last year. 
For the summer and the second half of the year a slowdown in the infl ation rate is expected 
to continue.

Table 1.1. Main indicators of the Estonian economy

6991 7991 8991 9991 0002 1002 2002 3002 4002

)%(htworgPDGlaeR 5.4 5.01 2.5 1.0- 8.7 4.6 2.7 1.5 2.6

dnasdoogfostropxeehtnihtworG
)%(secivres

5.91 7.24 7.61 6.0 8.83 0.7 1.1- 9.8 5.71

dnasdoogfostropmiehtnihtworG
)%(secivres

9.52 8.93 0.51 4.5- 2.63 7.6 1.4 0.01 0.61

)PDGfo%(ecnalabtnuoccatnerruC 6.8- 4.11- 6.8- 4.4- 5.5- 6.5- 2.01- 2.31- 6.21-

ecnalabtegdubtnemnrevoglareneG
)PDGfo%(

5.1- 1.2 2.0- 3.4- 0.1- 3.0 0.1 1.3 8.1

)%(shtnom21foxedniecirpremusnoC 1.32 2.11 2.8 3.3 0.4 8.5 6.3 3.1 0.3

)%(shtnom21foxedniecirptropxE 4.11 5.7 1.2 4.0- 8.7 9.23 6.0- 5.6 2.2

sknabfoteehsecnalabdetadilosnoC
)PDGfo%(

0.14 4.95 3.25 7.75 4.26 6.56 9.96 5.87 9.59

)%(sknabfoycauqedalatipaC 4.21 6.31 0.71 1.61 2.31 4.41 3.51 5.41 3.31

)%(egnahcxedniESLAT 3.06 6.56 8.56- 3.83 1.01 7.4 6.02 4.43 6.56

sknabfooiloftropnaoldetadilosnoC
)PDGfo%(

0.22 2.13 5.03 7.23 9.63 0.93 8.24 0.55 5.66

)PDGfo%(2M 5.62 0.03 2.72 3.23 5.53 1.93 8.83 9.93 4.24

)egarevalaunna,%(ROBILATshtnom3 0.8 6.8 9.31 8.7 7.5 3.5 9.3 9.2 4.2
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