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II
ECONOMIC  DEVELOPMENTS

EXTERNAL  ENVIRONMENT

General Background 

In the second half of 2004 global economic activity that had gathered speed at the 
beginning of the year began to decline. In the fourth quarter, economic growth was at its 
weakest in several major economic areas while Japan saw economic decline in the past three 
quarters. Preliminary economic indicators for early 2005 (industrial production, retail sale, 
various economic activity indices) show that approximately the same economic growth rate 
was sustained at the beginning of 2005 as at the turn of the year. According to forecasts, no 
major changes are expected throughout 2005 or in 2006 (see Table 2.1).

Table 2.1. Economic growth and infl ation forecasts (%)

Source: Consensus Forecasts, February 2005
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ynamreG 2.1 6.1 3.1 2.1
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ylatI 4.1 8.1 0.2 9.1

dnalniF 8.2 7.2 4.1 7.1

nedewS 9.2 6.2 0.1 9.1

napaJ 1.1 8.1 0.0 3.0

ymonocelabolglatoT 0.3 1.3 3.2 2.2

At the end of 2004 and at the beginning of 2005, infl ation followed, with a lag, oil price 
dynamics. After the fast increase in oil prices to a historical high in October consumer 
price growth accelerated as well. In the United States, the annual CPI increased 3.5% in 
November, in Japan the respective indicator was 0.8%, while in the euro area, it stood at 2.4% 
in December. After a temporary decline in oil prices at the end of the year the infl ation rate 
also slowed down in most areas, except in the United States, where the downward trend of 
the dollar sustained growth in the core CPI. 

As economic growth rate reached the level that was in line with the trend and so as to contain 
infl ation several central banks raised the key interest rates. Thus, the US Federal Reserve 
raised the key interest rate at every regular meeting in autumn and winter by 25 basis points 
to 2.5%. In autumn and winter also the central banks of Australia, Canada and New Zealand 
raised the key interest rates. The rise of key interest rates from historical lows should continue 
also in the future.

United States

Economic activity in the United States slowed down in the second half of 2004 with 
GDP growth declining to 4.0% in the third quarter and to 3.9% in the fourth quarter. Economic 
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growth was still mainly sustained by domestic demand while the contribution of external trade 
was negative. The continuously falling activity was also refl ected in the decline of the annual 
industrial production growth to 4% at the beginning of 2005 as well as in different activity 
indices. The US unemployment rate fell from 5.6% in May and June to 5.2% in January. The 
decline in unemployment, however, occurred mainly at the expense of a rise in the share 
of economically inactive people and the expected growth in the employment rate did not 
materialise. US consumer price infl ation accelerated to 3.5% in November mainly due to 
a rise in oil prices. At the beginning of 2005 the price pressure arising from oil prices somewhat 
subsided, but the depreciation of the dollar still brought about a rise in core infl ation1 in January 
to the highest level in two years and a half. Increasing raw material prices and the recurrent 
downward trend of the dollar in the middle of February might lead to further acceleration of 
the infl ation rate.

The US government defi cit of the last 12 months, which was record high (413 billion dollars, 
i.e. 3.6% of GDP) in the 2003/2004 fi scal year2, decreased at the end of 2004 and the 
beginning of 2005 below the level of 400 billion dollars. Meanwhile the current account defi cit 
remained large (5.6% of GDP in the third quarter), despite the downward trend of the dollar; 
foreign trade defi cit reached a new record high level in November 2004. 

Japan

Japanese economic growth slowed down sharply in the middle of 2004, quarterly 
economic growth was negative in the second, third and fourth quarter, mainly due to a rise 
in the exchange rate of the yen and in oil prices. Annual GDP growth fell from 4.4% in the 
fi rst quarter to 0.6% in the fourth quarter. Sustained growth in investment has so far given 
the Japanese central bank grounds for optimism and the central bank is expecting economic 
recovery in 2005. 

Rising oil prices also led to restored consumer price growth in Japan at the end of 2004 – the 
annual CPI growth was 0.8% in November. At the beginning of 2005, the infl ation rate fell 
again and the annual CPI growth in January was -0.1%. Japanese unemployment rate fell at 
the beginning of 2005 to the lowest level in the past six years (4.5%).

Euro Area

Economic growth in the euro area slowed down in the second half of 2004. Quarter-
on-quarter, the GDP growth was only 0.2% both in the third and fourth quarter and 
the annual GDP growth rate declined to 1.6%. Moreover, quarterly economic growth in 
some large euro area countries (Germany, Italy and the Netherlands) was even negative in 
the fourth quarter. Besides weak domestic demand, the main reason behind poor economic 
growth was the decline in external demand. Judging by industrial production, retail sale and 
different activity indices, economic growth at the beginning of 2005 remained at the level 
nearly as low as at the end of 2004.

The euro area consumer price infl ation, supported by rising oil prices, accelerated to 2.4% 
in December, followed again by a fall to 2.0% in February. The core consumer price infl ation 
decreased to 1.6% in January 2005. The unemployment rate in the euro area remained within 
the range of 8.7–8.8% at the end of 2004 and at the beginning of 2005. 

1 Consumer price (except food and energy) infl ation.
2 In the United States, the fi scal year runs from October to September.
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Modest economic growth and stable infl ation have contributed to keeping the euro area key 
interest rate at 2% level. International fi nancial markets expect key interest rate rise starting 
from autumn 2005. 

Nordic Countries

Finland’s economic growth was faster than the euro area average throughout the year, being 
supported by private consumption and investments. According to preliminary estimates, the 
annual GDP growth in 2004 stood at 3.7%. Broad-based growth continued also in the industry 
and in the exporting sector. During the fi rst months of 2005 the growth in the industrial sector 
slowed down. The fi scal policy stance was sooner restrictive and the annual consolidated 
budget surplus amounted to 2.1% of GDP in 2004. The infl ation rate fl uctuated during the year 
and consumer price growth slowed down seasonally due to declining prices. During the last 
months of the year the price growth rate began to slow down again and the year 2005 started 
with a moderate defl ation.

Sweden’s economic growth remained faster than the euro area average, despite the fact 
that the increase in exports started to fl uctuate in 2004 and the contribution of net exports to 
economic growth was even negative in the third quarter. Nevertheless, the growth in exports 
remained suffi ciently strong so as to increase the current account surplus to 7.8% of GDP. The 
government’s fi scal policy stance was sooner restrictive and the budget surplus increased to 
1.4% of GDP, year-on-year. Even though the lowest infl ation rate was seen at the beginning 
of the year, a small rise was characteristic to the whole year and consumer prices rose by 
merely 1% in 2004. At the beginning of 2005, the annual consumer price index again fell below 
the 1% level.

Central and Eastern European Countries

In Lithuania, fast economic growth continued despite a slight slowdown, and according to 
the Statistical Offi ce, the gross domestic product increased by 6.6% in 2004. In addition to 
exports, domestic demand grew fast as well and external balance deteriorated. According 
to preliminary estimates, the current account defi cit increased to 9% of GDP. No signifi cant 
changes occurred in the fi scal policy stance and the budget defi cit remained at 2.5% level. 
The infl ation rate accelerated and consumer prices increased by 1.2%, year-on-year.

Latvian economic growth continued fast in 2004 and the country’s GDP growth even 
exceeded 8% in the third quarter. The growth was based on domestic demand, which was 
larger than before and led to a deterioration in the external balance. According to preliminary 
estimates, the annual current account defi cit stood above 10% of GDP. The fi scal policy was 
less expansionary than expected and the budget defi cit declined to 0.8% of GDP. Consumer 
prices increased faster, year-on-year, than in neighbouring countries and the annual price rise 
amounted to 6.3%.

Poland’s economic growth rate stood at 5.7% in 2004, according to preliminary estimates. 
Exports of goods grew as much as 25%, which led to a decline in the ratio of current account 
defi cit to GDP to approximately 2%. Budget balance in Poland was still a problem and the budget 
defi cit was 4.8% of GDP, year-on-year. The average annual consumer price rise was 3.5%, 
whereas the infl ation rate accelerated in the second half of the year, amounting to 4.4–4.6%. 

In Slovakia, economic growth was fast in 2004, reaching 5.3% according to estimations. 
The growth was largely based on domestic demand and led to a deterioration in the external 
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balance. The estimated size of the current account defi cit was 3% of GDP. Even though the 
budget balance turned out to be better than expected, the defi cit still remained large, being 
3.3% of GDP on annual basis. The infl ation rate followed a downward trend throughout the 
year. This continued also at the beginning of 2005 and in January the price rise slowed down 
to 3.2%. 

Czech economic growth remained comparatively strong and the estimated average economic 
growth in the fi rst three quarters of 2004 was 3.7%. Exports of goods amounted to 24% and 
the foreign trade defi cit was the lowest in the past eleven years. However, the current account 
defi cit did not improve compared to earlier periods, remaining at 5–6% of GDP. The infl ation 
rate declined and the growth in consumer prices slowed down to 2.8% in December. The 
budget defi cit improved from what had been expected, even though it still remained large, 
amounting to 3.9% of GDP.

The growth in Hungary’s gross domestic product was stronger in 2004 compared to previous 
years, but it was outpaced by neighbouring Central and Eastern European countries, slowing 
down to 3.5–4% in the second half of the year. Growth in industrial production remained 
relatively fast throughout the year and rose above 8% as an annual average. Although export 
growth was fast, the estimated current account defi cit was 8–9% of GDP. The fast growth rate 
of external debt persisted and the budget defi cit remained large as well, amounting to 4.5% of 
GDP. The infl ation rate was faster than in other Central and Eastern European countries, but 
declined to 4% by the end of the year.

Russia

The GDP growth reached 7.1% in 2004, despite a slight slowdown in the last quarter. Growth 
in industrial production has been steadily decelerating; economic growth was supported by the 
exports of raw materials, investments and private consumption. Consumer prices rose faster 
at the end of the year and the annual average consumer price growth stood at 10.9%. In the 
second half of the year, the rouble began to appreciate against the dollar and by the end of 
the year the dollar had fallen to 27.8 roubles.  

International Financial and Commodity Markets

In foreign exchange markets, the dollar continued to depreciate against other main currencies. 
The euro appreciated against the dollar by 7.3%, the yen by 5.3% and the pound sterling by 
6.5% (see Table 2.2). The dollar-euro exchange rate achieved its record high at the end of 2004 
(1.3665). The main underlying reason for the depreciation of the dollar was still the growing US 
current account defi cit together with extensive budget defi cit; neither faster economic growth 
compared to the other G3 countries nor raising the key interest rate by the central bank could 
stop that. The investors were also affected by the possibility that central banks (particularly in 
Asia) might reduce their dollar assets and increase the share of euro assets in their foreign 
exchange reserves. 

40/90/03 50/30/80 )%(egnahC

DSU/YPJ 45.011 86.401 3.5-

RUE/DSU 6342.1 4433.1 3.7

PBG/DSU 0218.1 1929.1 5.6

Table 2.2. Changes in exchange rates of major currencies
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The earlier upward trend continued in the major stock markets. Thus, the US S&P 500 
index rose by 9.4% in the given period, Japan’s Nikkei 225 index increased by 9.8% and 
the euro area Eurobloc 300 index by 14.2% (see Table 2.3). The trend was supported by 
favourable key indicators: growth in corporate profi ts, positive economic outlook and slightly 
also the downward trend of long-term interest rates. The increase in stock market prices was 
also supported by the fact that shares (especially in Europe and Japan) were somewhat 
undervalued compared to historical value levels.

setartseretnihtnom-3 setartseretniraey-01

40/90/03 50/30/80
egnahC

)stniopsisabni(
40/90/03 50/30/80

egnahC
)stniopsisabni(

ASU 17.1 67.2 501 21.4 04.4 82

napaJ 410.0 800.0 6.0- 54.1 15.1 6

aeraoruE 51.2 61.2 1 99.3 17.3 82-

Table 2.4. Major bond market indices

40/90/03 50/30/80 )%(egnahC

xedniBRC 17.492 70.692 5.0

)lerrab/DSU;ITW(lioedurC 46.94 95.45 0.01

)ecnuo/DSU(dloG 52.814 55.044 3.5

Table 2.5. Changes in commodity markets

Bond market development proceeded in the light of growth expectations, even though the 
rise in economic activity slightly slowed down at the beginning of 2005. This did not prevent 
the US Federal Reserve from continuing to raise key interest rates, which was done thrice (by 
75 basis points, i.e. to 2.5%; see Table 2.4). Thus, the 3-month interest rates rose by about 
100 basis points in the US. As to other major central banks, the central banks of Australia 
and New Zealand also raised key interest rates. Due to weak economic growth the European 
Central Bank is not expected to raise key interest rates before autumn. 10-year interest rates 
in the United States rose by 28 basis points, the euro area saw a similar fall while Japanese 
rates changed very little.

40/90/03 50/30/80 )%(egnahC

)005P&S(ASU 85.411,1 34.912,1 4.9

)qadsaN(ASU 48.698,1 55.370,2 3.9

)522iekkiN(napaJ 75.328,01 19.688,11 8.9

)003colboruEESTF(aeraoruE 79.520,1 64.171,1 2.41

Table 2.3. Major stock market indices

In commodity markets, the oil price dynamics remained in the limelight. Although oil prices 
fell in the fourth quarter after rising to a historical high, this was followed by an increase in 
2005. By the beginning of March oil prices had again risen above 50 dollars per barrel (by 
the total of 10% in the given period). Leaving aside individual factors (political instability in 
the Middle East, cold weather in some areas, etc.), the main underlying reason for the price 
rise was the overall growth in demand. The CRB index covering the prices of 22 major raw 
materials changed little, merely by 0.5%. The price of gold rose by 5.3% in the given period 
mainly because of the depreciation of the dollar (see Table 2.5). Lately, the price of gold has 
largely depended on the dynamics of the dollar.
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ESTONIAN  ECONOMY

Comparatively stable economic growth continued in the second half of 2004. The 
economic growth rate that had accelerated to 6.8% at the start of the year (the growth rate 
in the fi rst quarter) stabilised already in the second quarter and, according to preliminary 
estimates, amounted to 6.0% also in the second half of the year. Thus, the spread between 
Estonia’s growth rate and the respective euro area rate was more than 4 percentage points 
also in the second half of the year. 

Compared to the fi rst six months, the growth in domestic demand decelerated in the second 
half-year, while the role of external demand as a source of economic growth became 
more prominent, which led to improved external balance indicators. The third quarter was 
particularly positive in that sense. The reliability of Estonia’s economy increased consistently 
in the second half of the year after the accession to the European Union. 

Domestic Demand

Investments

Domestic demand growth peaked in the second quarter of 2004 due to increasing stocks in 
the fear of disruptions in the operation of the established supply chains and possible price 
rises. During the months subsequent to the accession the imports of product articles "purchased 
in advance" were extraordinarily low and the growth in stocks ceased to increase that fast.

In the second half of the year, the growth in domestic demand was considerably more in line 
with the revenue earned, which also improved Estonia’s external balance compared to the 
same period a year before.

The growth in investments into fi xed assets has above all relied on new business projects, 
including residential construction. Most of the companies already operating in the market 
invested more modestly or in equal volumes compared to the year before. Residential 
construction was brisker thanks to the increasingly improving availability of bank loans to the 
residents, which was also promoted by declining interest rates. 

Year-on-year, investments (including changes in stocks) still exceeded 30% of GDP in 
current prices and were thus a signifi cant demand-side growth component (see Figure 2.1). 

-8%

-4%

0%

4%

8%

12%

16%

Q1

2001

Q2

2001

Q3

2001

Q4

2001 2002 2002 2002 2002 2003 2003 2003 2003 2004 2004 2004 2004

private consumption expenditure general government investments

net exports other GDP growth

Q1 Q2 Q3 Q4Q1 Q2 Q3 Q4Q1 Q2 Q3 Q4

Figure 2.1. Real GDP growth and its components
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Private Consumption

The growth in private consumption, which had also accelerated due to exceptional 
stocking up in the second quarter of 2004, slowed down in the second half of the 
year, as was expected. According to the estimates of the second half of the year, private 
consumption contributed more modestly to economic growth compared to earlier periods. 
Preliminary estimates indicate also increased private sector saving.

The slowdown in real income growth inhibited private consumption. Even though 
nominal wage growth continued at a comparatively fast rate in the second half of 2004 
(particularly in net terms, which was additionally supported by the rise in the non-taxable 
income threshold at the beginning of the year) and even accelerated slightly towards the end 
of the year compared to the rise in the fi rst six months, the fast consumer price growth in 
the second half of the year (from 1.8% in the fi rst half-year to 4.3% in the second half) led to 
a slowdown in real income growth.

General Government

Mainly due to smaller than planned general government capital investments and to a lesser 
extent also due to somewhat larger than expected revenue collection and lower than expected 
local government defi cit the consolidated general government budget posted a surplus, 
amounting to 1.8% of GDP. Despite the large surplus, the year 2004 can be viewed as 
a year of fi scal loosening in the context of the even larger surplus in 2003 (3.1% of GDP).

Even though VAT collection was approximately 12% lower than expected at the beginning of the 
year and revenues from the tobacco excise did not meet the expectations either, revenue collection 
turned out to be approximately 190 million kroons higher than budgeted. Nearly a quarter of the 
extra revenue came from the faster than expected growth in the income tax paid by legal entities.

The tax burden in 2004 was comparable to that of 2003, i.e. 33% of GDP, declining slightly 
due to the postponement of the VAT payment arising from the accession to the EU. According 
to preliminary estimates, the impact of the rise in the non-taxable income threshold has been 
modest and its ratio to GDP declined minimally, remaining slightly below 7%.

However, the large budget surplus in 2004 did not come so much from good revenue 
collection but rather from reduced expenditure compared to what had been planned. It 
was primarily capital expenditure that turned out to be smaller; meanwhile current expenditure 
remained at the planned level and rose nearly 19%, which is faster than the average growth 
in domestic demand.

The government’s objective in 2005 is to maintain the balanced budget. Even though the 
income tax rate was lowered to 24% from 26% early this year and the non-taxable income 
threshold kept rising, the ratio of tax revenue to GDP is to stay at practically the same level in 
2005 as it was in 2004. An increase in the gambling tax, alcohol excise duty and marked fuel 
excise duty and the after-effect of the rise in the fuel excise duty in 2004 are to ensure that. 
The general government expenditure is still increasing in ratio to GDP at the expense of non-
tax revenues. The rise in expenditure is related to the expected faster growth in the resources 
attracted from the European Union structural funds.

The year 2005 will most likely end with a close-to-balance general government budget, 
which is why it we might say that the fi scal policy has been easing for the second 
consecutive year (see Figure 2.2). 
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Figure 2.2. Real GDP growth and consolidated budget balance (% of GDP)  

Domestic Supply

Industrial Development

In the second half of 2004 the demand-side conditions were relatively favourable for 
both the export sector and for local providers. The interest rates in the euro area remained 
at a low level and global economic growth stabilised, even though it was still uneven across 
different countries and sectors. 

Estonia’s exports of goods increased signifi cantly in the second half of 2004 (by 20.1% 
in f.o.b. prices). The growth rate of goods exports outpaced that of the fi rst six months by 
4 percentage points supported by economic growth. Besides moderate increase in external 
demand, faster growth in the exports of goods was also promoted by Estonia’s improved 
competitiveness compared to the year before, arising from the accession to the European 
Union, as well as by Estonia’s subcontracting exports resulting from recovering global 
technology sector. Robust growth in subcontracting supported faster exports throughout 
2004; meanwhile the exports of manufacturing, which includes only part of subcontracting, 
did not grow at a comparative growth rate.

The growth in the total volume of manufacturing output was unusually stable throughout 
2004: 9.6% in the fi rst quarter, 9.0% in the second, 9.3% in the third, and 9.4% in the fourth 
quarter of 2004, despite the continuous fl uctuation of growth rates in different sectors. Also in 
January 2005 the growth rate remained at practically the same level and manufacturing output 
increased by 9.2% year-on-year.

As for sectors, there was exceptionally strong growth in 2004 and in January 2005 in 
manufacturing electric machines (60.2% in January) and radio and communication devices 
(50.7%). Output growth rate was stable in the timber industry (9.8%) and in the furniture 
industry (7.2%). The total food production did not grow fast (2.1%) and was very uneven 
across different product groups (production of fi sh products fell by 29.3% in January while 
there was a 25.7% growth in beverages). Output volumes continued to fall in clothing, 
footwear and headgear sector (although at a slower rate, year-on-year), whereas the textile 
industry posted a 1.1% rise in January (see Figure 2.3). 

The industrial confi dence also improved signifi cantly in January-February, which is largely 
a seasonal phenomenon, since despite the scarcity of orders (demand) – both in the export 
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2002 3002 4002

gnitnuh,erutlucirgA %0.4- %6.3 %6.3

yrtseroF %9.7 %2.8- %4.3-

yrehsiF %3.21- %9.6- %7.6-

gniyrrauqdnagniniM %8.51 %2.7 %9.7-

gnirutcafunaM %0.41 %3.8 %2.01

ylppusretawdnasag,yticirtcelE %3.5 %5.6 %8.2

noitcurtsnoC %6.02 %7.7 %6.9

edartliaterdnaelaselohW %1.9 %5.4 %3.5

stnaruatserdnasletoH %9.5 %3.3 %3.11

snoitacinummocdnaegarots,tropsnarT %1.0- %1.01 %2.8

seitivitcassenisubdnagnitner,etatselaeR %4.2 %2.1 %6.5

noitaidemretnilaicnaniF %4.81 %4.5 %8.01

ecnarusnilaicosyrotutats;ecnefeddnanoitartsinimdacilbuP %9.3 %0.1 %1.3

noitacudE %7.2 %0.1 %2.1

eraclaicosdnahtlaeH %9.3 %1.0 %2.1

seitivitcaecivreslanosrepdnalaicos,ytinummocrehtO %5.5 %6.4 %9.3

PDGlatoT %2.7 %1.5 %2.6

Table 2.6. Annual GDP growth by sectors (in real terms of 2000, %)

and domestic market – a rise in output has been forecast for the coming three months. In 
February 2005 the industrial confi dence indicator was still higher than a year ago, which 
points to moderately growing optimism. For the next three months growth in output as well as 
in the number of employees and exporting orders has been predicted. Compared to last year, 
insuffi cient demand restricted output growth to a lesser extent, whereas the manufacturing 
sector had bigger problems with fi nding suitable employees.

Services and Other Sectors

Besides the exports of goods, also the indicators of the exporting companies within 
the services sector remained solid in the second half of 2004 (see Table 2.6). Estonia’s 
services exports grew at a 12.7% rate during that period. Even though it marked a slight 
decline from the fi rst half-year, the fast growth rate early in 2004 was partly caused by one-off 
factors (low comparison basis due to the weather conditions that disrupted exports of transport 
services at the beginning of 2003). Thus, fast steady growth in most export sub-sectors of the 
tertiary sector can be regarded as a positive trend.
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Continuous favourable interest rate environment contributed to sustained extensive demand 
for real estate development and related construction services. The construction sector and 
real estate development were the fastest growing fi elds of activity in 2004 and the weight of 
annual growth in the value added increased in the GDP structure.

Increased household incomes and the rise in the number of foreign tourists subsequent to the 
EU accession promoted domestic trade in the second half of 2004. Even though annual retail 
sales growth fi gures remained relatively high (11.6% in the second half-year), they still stood at 
approximately 3 percentage points lower than in the fi rst six months, arising from both private 
consumers’ real wage moderation as well as from a possible increase in the propensity to save.

The total turnover of Estonia’s service providers stood at 16.6 billion kroons in the 
second half of 2004, marking a 21% rise, year-on-year. The total turnover of business 
service providers increased by 16.6% in the second half of the year, while the growth rate in 
the real estate sector was 36.4%; in health care and social welfare 7.2%; in entertainment, 
culture and sports 18.1%; and 21.9% in computer services. 

The economic confi dence indicator calculated by the Estonian Institute of Economic Research 
increased also in January-February 2005 (compared to the indicators, year-on-year). In 
addition to industry, also the steady improvement of the construction confi dence indicator 
sustained economic confi dence. The retail trade confi dence indicator was slightly lower in 
February, year-on-year.

Employment

Unemployment continued to decline in the second half of 2004, however, this did 
not coincide with a rise in the employment rate like at the beginning of the year. 
While employment usually increases abruptly in the third quarter due to seasonal work, this 
practically failed to materialise in 2004 because of poor weather conditions. The number of 
the employed decreased by 2% in the third quarter of 2004 compared to the same period in 
2003. Meanwhile fourth quarter employment rose by 4,500 people quarter-on-quarter, i.e. by 
0.8%. Compared to the same period in 2003 the number of the employed stayed practically 
the same. The yearly average employment did not change signifi cantly either and, according 
to preliminary estimates, grew by 0.2% from 2003. 

In absolute value employment grew most in manufacturing both in the second half of the year 
and as a yearly average (by 5.4% and 5.1%, respectively), and 6,800 jobs were added in this 
sector. As a result, in 2004 the employment rate in manufacturing rose to 23.7% of the total 
number of the employed from 22.6% the year before. Labour force increased comparatively 
fast also in the mining industry (by 40.4% year-on-year) and in fi shery (56.5%), though 
in the latter it was largely due to the base effect. Employment increased strongly also in 
construction, which is quite expected in the context of thriving real estate market. The active 
real estate market and new construction projects affected employment in the building sector 
most, whereas the number of those employed in real estate, renting and business activities 
even declined. Employment decreased also in agriculture, and in transport, storage and 
communications.

All in all, economic growth in the second half of 2004 was achieved without additional labour 
resources or even with smaller employment, i.e. through increased labour productivity. Earlier 
large investments along with the concurrent rise in the capital-labour ratio and relocation of 
labour into areas with higher productivity during the year probably contributed to the rise in 
labour productivity.
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Unemployment declined consistently throughout the year. Even though the 
unemployment rate remained at 10% in the third quarter, it dropped to a record low 
of 8.5% in the fourth quarter. The average annual unemployment rate was 9.7%. The 
number of the unemployed registered in the employment offi ce fell fast as well: in the fi rst 
quarter there was a 9.4% decline, year-on-year, in the subsequent quarters 13.5%, 14.7%, 
and 19.8%, respectively. The unemployment rate fell most in Western Estonia, year-on-year, 
i.e. from 7.8% in 2003 to 5.6% in 2004.

The employment rate did not decline in 2004 so much because of an increase in the number 
of jobs, but rather due to the larger number of economically inactive people. In the second half 
of 2004, inactivity grew by 2.2%, year-on-year, and by 0.3% during the whole year (see fi gure 
2.4). As to different age groups, unemployment and activity rate fell most among the young. 
As for the reasons for being economically inactive, the number of those inactive because of 
studies or because of pregnancy, maternity or parental leave increased most – by an annual 
average of 3% and 19.8%, respectively. The number of students increased most in the second 
half of the year (by 11,500 people, i.e. 10.3%). The number of discouraged people fell by 4.4% 
in the second half-year and by 2.1% year-on-year.
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Figure 2.4. Main labour market indicators  

External Balance

The year-on-year decline in domestic demand growth led to improved external balance in 
the second half of 2004 with the defi cit of the goods and services account falling to 6.1% 
of the GDP of the period (in the fi rst six months it stood at 9.0%). The balance of both goods 
and services improved, which signifi cantly promoted economic balance (see Figure 2.5).

The growth in domestic demand in the fi rst half of the year and increasing stocks prior to the 
EU accession led to a temporary setback in external balance. In the second half of the year, 
however, private sector savings grew in line with the confi dence in Estonia’s economy, and it 
was possible to achieve a near-potential economic growth with a smaller share of imports at the 
expense of the stocks built up earlier. This reduced the four quarter average of Estonia’s current 
account defi cit to 12.6% of GDP, marking a decline of 0.6 percentage points from 2003.

Nominal growth in domestic demand was more in line with the GDP growth in the second half 
of 2004 and the change in net exports promoted GDP growth.
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Further development in external demand above all depends on the foresight of economic 
agents and the ability to bring one’s consumption habits in line with export earnings. 
Investment activity that increases external debt cannot be sustainable either in the long run.

Due to favourable interest rate environment, the external balance has been fi nanced 
increasingly by foreign loan facilities in recent years, in addition to direct investment. 
According to estimates, the total external debt of the Estonian economy amounted to 
more than 80% of GDP at the end of 2004.
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Figure 2.5. Balance of current account and its components (% of GDP)
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