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1 Here and below the non-fi nancial sector refers to households and non-fi nancial corporations, excluding general 

government.
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Although global demand turned out to be high, Europe nevertheless witnessed 

a slowdown in economic growth in the fi rst half of 2005. While in the United States 

monetary policy rates were increased due to the relatively fast economic growth and price 

pressures, the interest rise expectations in Europe were continuously postponed and at 

a certain moment market participants even expected a decision of interest reduction from the 

European Central Bank. 

The deceleration of consumer price infl ation, gathering momentum at the beginning of the 

year, was now hindered by the higher than expected oil price increase and for several months 

the euro area infl ation rate remained over 2%. The impacts of the oil price increase became 

more distinct only at the end of the summer when the annual consumer price increase in 

the euro area reached 2.5%. At the same time, a moderate labour cost growth kept the core 

infl ation low and stable. 

ESTONIA

Monetary Policy Environment

The monetary policy environment remained stable during the fi rst half of 2005 as well 

as in the summer – the monetary policy rates of the euro area remained at the level of June 

2003 and the three-month TALIBOR dropped below 2.4% in May. On the other hand, the 

fi rst months of the year still witnessed a moderate though decelerating dollar decline. In the 

summer the trend turned.

  

The increase in money supply was based on domestic loans which continued their rapid 

rise. Although loan interest rates have practically converged towards the euro area rates, 

kroon loans granted to companies had some room for decrease and thus dropped to 4.8% 

by the end of August. Housing loan interest rates also continued sinking and reached 3.3% 

in September. The interest drop is primarily a manifestation of changes taking place in the 

structure of loan products and customers and the tight competition in the banking market. By 

the end of the fi rst half-year, the ratio of the sum of bank loans and lease contracts concluded 

with non-fi nancial1 sector companies and households to GDP reached 75%, and the banks’ 

consolidated balance sheet reached 100% of GDP. 

Rapid fi nancial deepening was brought about by the foreign capital infl ow. Just as in earlier 

years, approximately half of foreign capital was composed of debt and Estonia’s external 

debt made up 87% of GDP as at the end of June. The ratio of net external debt to GDP still 

remained below 20%.



6 MONETARY  DEVELOPMENTS  &  POLICY  SURVEY,  SEPTEMBER  2005

Inflation

Year-on-year, several instances of price increase acceleration can be discerned after the 

accession to the European Union. At the end of 2004, the rise in infl ation was related to the 

fuel price increase on the global market while the pick up in March 2005 stemmed from the 

scheduled rise in electricity prices. Thereafter the price increase slowed down, as expected. 

In the third quarter, price trends no longer met the expectations. The oil price boost started 

to affect other prices and this resulted in the acceleration of the consumer price index 

increase up to 4.9% in September. Although the more than 2 percentage point difference 

with the euro area infl ation may be considered a normal indicator refl ecting Estonia’s price 

convergence in the long run, it was still higher than expected and forced Eesti Pank to correct 

this year’s forecast. 

In the fi rst half of 2005, the unit labour cost measured in real terms even decreased slightly 

and domestic price pressures have remained moderate thanks to a balanced increase in 

wages and salaries. The only exception was the construction sector, experiencing a 7–8% rise 

in construction prices. The nearly 20% increase of residential prices also continued.

Non-Financial Sector

Broad-based and fast economic growth continued in the fi rst half of 2005. The real GDP 

growth proved to be faster than expected, reaching 7.2% in the fi rst quarter and even 

9.9% in the second quarter. The main driving force behind growth was the exports of goods 

and services, whereas domestic demand growth remained at an earlier level at the beginning 

of the year despite the continually strong capital infl ow, and even decelerated in the second 

quarter. The slowdown of domestic demand growth and investment growth in particular were 

the main defi ning characteristics of the second quarter. All in all, though, it ensured an over 

8% real GDP growth in the fi rst half-year.

The declining private consumption growth and increasing savings also improved 

external balance. According to preliminary estimates, the ratio of current account defi cit to 

GDP decreased below 10% in the fi rst half-year. Household savings increased despite the 

fact that the growth of housing loans did not slow down but even picked up pace in summer 

months.

Fast economic growth also brought about the creation of new jobs and in the second quarter 

of 2005 the increase in the employment rate reached 2.3%. Seasonal jobs had a major 

infl uence on the employment rise, especially in the services sector. Unemployment dropped 

to 8.1% in the second quarter of 2005. This was caused by the decrease of short-term as well 

as long-term unemployment. 

General Government

As in earlier years, the revenues received exceeded the planned expenditure thanks 

to forecast-topping growth rate throughout the fi rst half-year, enabling the government to 

elaborate a supplementary budget also this year, which made up 1.3% of the expected 

GDP. Part of it is intended for increasing a variety of reserves. 

The data of the fi rst three quarters indicate that more tax revenues shall be collected 

than initially estimated also during the last months of the year. Based on this, the general 

government budget surplus can be estimated at 1.4% of GDP. 
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Table 1.1. Main indicators of the Estonian economy

At the beginning of the year, the income tax rate of corporations and households was lowered 

by 2 percentage points. At the same time, alcohol excise duty rates were raised and in the 

middle of summer the increase in tobacco excise duties continued in order to bring the tax 

rate fi nally to the minimum level of the European Union. Tax revenues also escalated due to 

the increased fuel excise duty rates in summer 2004, thus keeping the overall tax burden at 

the previous level.

Projections

Economic developments in the fi rst half-year indicate that lower economic activity in 

Europe has not affected the Estonian economy as severely as anticipated and that in 

2005 the real GDP growth will even be faster than predicted, reaching 8%.

Though the level and instability of oil prices holds several risks for global economy, the year 

2006 is expected to take a more favourable course. For the Estonian economy it means 

that the rapid growth rate of goods and services exports will continue. As the increase in 

private consumption and investment activity will experience a slight slowdown, this will entail 

a deceleration of economic growth down to 6.8% in 2006. Household savings will also 

continue to increase slowly, improving external balance in turn. 

Due to the rise in oil prices the average annual consumer price increase in 2005 is going 

to be faster than forecast and will exceed the 4% level. A deceleration of infl ation can be 

expected only in 2006, when the increase in consumer prices slows down to 3.4% as an 

annual average. 

1995 1999 2000 2001 2002 2003 2004
I h/y 

2005

Real GDP growth (%) 4.3 0.3 7.9 6.5 7.2 6.8 7.8 8.6

Growth in the exports of goods and services (%) 31.0 0.8 28.4 -0.2 0.8 5.8 16.0 17.3

Growth in the imports of goods and services (%) 27.2 -5.4 28.1 2.1 3.8 10.6 14.6 10.7

Current account balance (% of GDP) -4.4 -4.4 -5.5 -5.6 -10.2 -12.1 -12.7 -10.8

General government budget balance (% of GDP) 0.4 -3.7 -0.4 0.3 1.0 2.4 1.6 3.1

Consumer price index of 12 months (%) 29.0 3.3 4.0 5.8 3.6 1.3 3.0 4.1

Consolidated balance sheet of banks (% of GDP) 36.1 57.6 62.2 65.5 69.9 77.6 94.4 101.0*

Capital adequacy of banks (%) 14.5 16.1 13.2 14.4 15.3 14.5 13.3 10.9

TALSE/OMX Tallinn index change (%) 38.3 10.1 4.7 20.6 34.4 65.6 34.8

Consolidated loan portfolio of banks (% of GDP) 17.3 32.4 36.4 38.5 42.2 54.3 65.7 70.2*

M2 (% of GDP) 26.3 32.0 35.1 38.6 38.3 39.4 41.9 46.3*

External debt (% of GDP) 43.6 54.8 54.4 55.5 60.1 68.7 81.2 86.4

3-month TALIBOR (%; annual average) 7.8 5.7 5.3 3.9 2.9 2.5 2.3

* Based on the last four quarters.
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