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Table 2.1. Global economic forecasts (%)

Source: Consensus Forecasts, September 2005

II
ECONOMIC  DEVELOPMENTS

EXTERNAL  ENVIRONMENT

General Background

The fi rst half of 2005 witnessed the continuation of the slow deceleration in global 

economic activity that had begun at the end of the previous year, although general 

economic growth remained relatively fast. In the fi rst and second quarter, annual GDP growth 

remained smaller compared to 2004 in the United States, the euro area as well as in Japan. 

Preliminary economic data for the third quarter, especially concerning various economic 

activity and confi dence indices, have been slightly more positive and indicate a renewed 

acceleration of economic growth for the second half-year. According to forecasts, the global 

economic growth of 2005 should remain 0.8 percentage points below the growth of 2004 

(3.8%) and maintain approximately the same speed also in 2006 (see Table 2.1).

GDP growth Infl ation

2005 2006 2005 2006

USA 3.5 3.8 3.2 2.8

Euro area 1.3 1.7 2.1 1.8

Germany 0.9 1.3 1.8 1.7

France 1.5 1.8 1.8 1.7

Italy -0.1 1.0 2.0 1.9

Finland 2.2 2.6 1.1 1.8

Sweden 2.4 2.8 0.4 1.4

Japan 2.0 1.8 -0.2 0.2

Total global economy 3.0 3.0 2.7 2.5

Until the end of summer, infl ation in major regions remained at a level comparable to last year; 

the impacts of the sharp oil price rise became apparent in the price indices of August and 

September. The US annual CPI growth reached 4,7% in September , which is the highest level 

in the past four and a half years. The euro area CPI amounted to 2.5% in September. Such 

a rapid infl ation rate was last seen at the beginning of 2003. The oil price boost has not yet 

refl ected in the price indices (excluding food and energy prices) and, thus, from the beginning 

of the year until the third quarter they continued the downward trend both in the euro area and 

the United States.  

From April until September 2005, central banks of several states increased the key interest 

rates, encouraged by economic growth following the trend, the need to prevent looming infl ation 

deriving from high oil prices, and the intention to slow down the exceedingly rapid price growth 

of real estate. The US Federal Reserve raised the interest rates altogether four times – from 

2.75% to 3.75%. The central banks of Canada and Norway also raised the interest rates, 

whereas the Bank of England and the central bank of Sweden lowered the rates. 
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1 Infl ation of consumer prices (excluding food and energy).
2 In the United States, the fi scal year runs from October to September.

United States

Economic activity in the United States decreased in the fi rst half of 2005. The annual GDP 

growth remained at 3.6% both in the fi rst as well as the second quarter. Economic growth was 

still sustained by domestic demand; in the second quarter, however, net exports also made 

a positive contribution. The real estate sector thrived, and several of its indicators (e.g. sales of 

new and used dwellings and the number of building permits issued) reached historical highs in 

June and July. At the end of August and in September, the hurricanes raging in the south-eastern 

states of the US took a toll on the country’s economy, but the Federal Reserve estimates these 

negative impacts on economic activity to remain temporary. The re-acceleration of economic 

growth in the US is to be expected at the end of the year; this is supported by the industrial 

and services sector activity indices that started climbing again in September.

The decrease of unemployment in the US continued throughout the fi rst three quarters of 2005. 

In August, unemployment dropped to a record low of four years, i.e. to 4.9%. The consumer 

price infl ation continued the upward trend due to rising oil prices and the 4,7% annual growth 

of consumer prices in September proved to be the fastest since four and a half years. The core 

infl ation1 remained in the range of 2.0–2.2% from April to August.

The US government defi cit has improved signifi cantly on the record fi scal year2 of 2003/2004 and 

the government defi cit of fi scal year 2004/2005 may result in an outcome up to 100 billion dollars 

(nearly 0.8% of GDP) lower than in the previous year. The current account defi cit kept increasing 

also in 2005: in the fi rst and second quarter it amounted to 6.5% and 6.3% of GDP, respectively. 

Japan

Japan’s economic activity stepped up in the fi rst half of 2005 compared to previous quarters: 

the annual GDP growth reached 1.3% in the fi rst and 2.1% in the second quarter. By sectors, 

economic growth was inconsistent, being stronger in private consumption and weaker in industry. 

The annual growth of Japanese retail sales remained at the record level of recent years from 

April to June (over 3%), meanwhile the annual growth of industrial production dropped to its 

lowest level in three years (-2.3%). 

Unlike the US and the euro area Member States, the oil price boost did not infl uence the 

Japanese consumer price infl ation in August 2005. The annual growth rate of consumer prices 

that had been positive at the end of 2004, turned negative again in early 2005 and continued 

at a stable range of -0.2 and -0.3% during most months. The annual GDP defl ator growth 

was -1.0% in the fi rst and -0.9% in the second quarter, remaining negative already for seven 

consecutive years. Unemployment in Japan continued decreasing also during the fi rst quarters 

of 2005, in June it dropped to its lowest in seven years (4.2%).

Euro Area

Economic growth in the euro area declined in the fi rst half of 2005; annual GDP growth 

amounted to 1.3% in the fi rst and 1.1% in the second quarter. In some countries, for instance 

in Italy, the Netherlands and Finland, the fi rst quarter experienced an economic downturn and 

in Germany the quarter-on-quarter GDP growth remained the same in the second quarter. 
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This was brought about by weak domestic demand and slow export growth. According to the 

European Central Bank, economic growth in the euro area should accelerate at the end of the 

year. This forecast is supported by the upturn of various activity indices in September (Eurozone 

manufacturing and services Purchasing Managers’ Indices (PMI) and the German IFO index).

Despite the oil price rise, the euro area infl ation remained in the range of 2.0–2.2% from April 

to August. Price growth started accelerating only in September when the annual CPI growth 

reached 2.5%. Other product groups have not yet been infl uenced by the oil price increase; the 

annual growth of the core consumer price infl ation declined to 1.3% in July and August, achieving 

the lowest level in four years. The unemployment rate in the euro area started decreasing in 

2005 and dropped to its lowest since two and a half years, i.e. to 8.5%, in July. In August, the 

unemployment rate increased again to 8.6%.

Modest economic growth and the stability of core infl ation have sustained the key interest rates 

of the euro area at the level of 2%. International fi nancial markets expect an upward cycle 

starting in the second quarter of 2006. 

Nordic Countries

Finland’s GDP growth, which had accelerated in the previous year, slowed down in early 2005. 

In the fi rst quarter, the GDP increased 2%, year-on-year, and only 0.2% in the second quarter. 

The weak position of the industrial sector was aggravated even more by a long-term paper 

industry strike that began in spring and resulted in a substantial decrease in output for some 

months. The consumption readiness of households and private sector investment remained at 

a stable level in the fi rst half-year and strongly supported economic growth. The rise in consumer 

prices was primarily caused by high raw material prices, especially oil price, which was offset 

by the price decrease of electronic and telecommunication products and services. For the fi rst 

nine months of 2005, infl ation remained close to 1%. 

Sweden’s economic growth was mainly based on private sector investment and the consumption 

readiness of households. The year-on-year GDP growth reached 1.4% in the fi rst and 2.3% in the 

second quarter. The consumer price increase experienced changes similar to that of Finland: an 

upward pressure was exerted mainly by raw material prices and downward pressure stemmed 

from the price decrease of electronic and telecommunication products and services. In the light 

of the smaller-than-expected growth in the fi rst quarter and lower infl ation expectations, the 

central bank of Sweden cut the key interest rate on the 20th of June by 50 basis points down 

to its historical low, i.e. to 1.5%.

Central and Eastern European Countries

In Latvia, the fast economic growth of the previous year continued at the beginning of 2005. 

The main force driving the economy was still private consumption, which was also facilitated 

by a rapid increase in wages and salaries. The greatest concern of the Latvian economy is the 

acceleration of price increase: while the beginning of 2005 witnessed a slowdown in price rise, 

the CPI started picking up pace again in the third quarter, exceeding the year-on-year level of 

7.2% in September. The refi nancing rate raised by the Bank of Latvia at the end of 2004 was 

not able to offset the impacts of fuel price increase. External balance remains fi ckle in Latvia, but 

there are no major fl uctuations on a quarterly basis. The state budget was positively infl uenced 

by fast economic growth, which resulted in a budget surplus in the fi rst half of 2005. 

Lithuanian economic growth fl uctuated more in annual comparison and also the GDP growth 

remained slower than in 2004. Economic growth was again mainly stimulated by domestic 
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Table 2.2. Main indicators of Central and Eastern European and Russian economies

demand, especially in the private sector. As in other countries, the increase in fuel prices 

accelerated Lithuania’s infl ation, which reached a year-on-year level of 2.6% in September. 

The current account balance remained nearly at the level of 2004 and the government defi cit 

started shrinking in the second quarter of 2005.

Czech economic growth continued its fast pace in 2005 and reached a 5.1% year-on-year level 

in the second quarter. The central bank expects the 4% average economic growth to continue 

also in 2006. External trade improved signifi cantly and the faster export growth resulted in last 

year’s defi cit turning into a surplus. Infl ation remained slow and stood at the level of 1.7% in 

July-August. This motivated the Czech central bank to cut the key interest rate by 25 basis 

points, i.e. to 1.75%. 

Hungarian economy maintained last year’s growth rate. The deceleration of the export growth 

was balanced by a rapid rise in industrial production, which exceeded 8% in July. Hungary has 

still problems with keeping the government defi cit under control, as the forecast government 

defi cit has been exceeded already for four consecutive years. In the fi rst half-year, infl ation 

remained at an average level of 3.6% and enabled the Hungarian central bank to cut the key 

interest rate repeatedly and bring it down to 6% in September. 

In Poland, economic growth slowed down considerably in 2005 and was outpaced by the growth 

in other Central and Eastern European countries. The rapid increase in exports (an average of 

13% in the fi rst six months, year-on-year) could not suffi ciently support the improvement of the 

current account and, thus, external balance deteriorated at the beginning of the year. Infl ation 

decreased and gave the Polish central bank reason to cut interest rates repeatedly. By August, 

the key interest rate had shrunk to 4.5%. 

Slovakia’s 5% economic growth continued in the fi rst half of 2005. Infl ation remained at 

signifi cantly lower compared to 2004. The budget was in surplus in the fi rst quarter of 2005. 

Unlike Hungary and Poland, the central bank of Slovakia has not cut interest rates and the key 

interest rate still stands at 3%.

Russia

Russian year-on-year economic growth decelerated at the beginning of 2005. A rise in 

prices was boosted by capital infl ow resulting from a fast increase in wages and oil prices. 

Infl ation decreased below the year-on-year level of 13% in the third quarter, but still considerably 

exceeded the government’s initial prognosis of 8.5%. Russian external trade and budget revenue 

were positively affected by high raw material prices.

GDP growth Infl ation
Current account 

defi cit*
Budget defi cit*

2004
Q1 

2005

Q2 

2005
2004

Q1 

2005

Q2 

2005
2004

Q1 

2005

Q2 

2005
2004

Q1 

2005

Poland 5.4 2.1 2.8 3.5 3.6 1.6** -4.7 -5.8 -4.8

Slovakia 5.5 5.1 5.1 7.6 2.5 2.8 -5.3 0.8

Czech Republic 3.8 4.7 5.1 2.8 1.6 1.7** -5.2 -4.1 -3.,7 -3.4 1.3

Hungary 4.2 2.9 4.1 6.8 3.5 3.8 -8.9 -8.1 -6.6 -5.4 -7.7

Latvia 8.5 7.4 11.6 7.3 6.8 6.7 -12.3 -12.3 -13.3 -1.4 1.3

Lithuania 7.0 4.6 8.0 2.9 3.1 2.4 -7.2 -5.7 -7.5 -1.4 -1.7

Russia 7.2 5.2 6.1 11.7 13.1 13.8 10.3 14.1 12.6 4.2 12.4

* % of GDP

** in August

Sources: statistical offi ces, Eurostat
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Table 2.4. Major stock market indices

Table 2.3. Changes in exchange rates of major currencies

31/03/05 30/09/05 Change (%)

JPY/USD 107.20 113.56 5.9

USD/EUR 1.2968 1.2030 -7.2

USD/GBP 1.884 1.7653 -6.5

International Financial and Commodity Markets

In foreign exchange markets, the dollar started to appreciate against other main currencies 

compared to the end of March. The euro depreciated against the dollar by 7.2%, the yen by 

5.9% and the pound sterling by 6.5% (see Table 2.3). Dollar’s appreciation was driven by the 

raising of key interest rates by the US central bank. The euro weakened due to somewhat more 

modest euro area economic indicators compared to the US and political problems (mainly the 

negative outcome of the European Union referendum in France and the Netherlands). As to 

long-term developments, China’s decision to revaluate renminbi and peg it to a wider currency 

basket instead of the dollar is also worth mentioning. 

The earlier upward trend continued in the major stock markets. Thus, the US S&P 500 index 

rose by 4.1% in the given period, the euro area FTSE Eurobloc 300 index by 12.3%, and Japan’s 

Nikkei 225 index by 16.3% (see Table 2.4). The trend was driven by fairly active global economy 

and stable growth outlooks. The relatively fast rise in stock market indices in Europe and Japan 

compared to the indices of the US can be explained by the fact that shares (especially in Europe 

and Japan) were somewhat undervalued compared to historical values. As to Japan, investors 

are encouraged by the expectation that the defl ation, which has been long inhibiting economic 

development, may soon start receding. 

Table 2.5. Changes in yields of major bond markets

31/03/05 30/09/05 Change (%)

USA (S&P 500) 1180.59 1228.81 4.1

USA (Nasdaq) 1999.23 2151.69 7.69

Japan (Nikkei 225) 11 668.95 13 574.30 16.3

Euro area (FTSE Eurobloc 300) 1158.31 1300.85 12.3

3-month interest rates 10-year interest rates

31/03/05 30/09/05
Change 

(in basis points)
31/03/05 30/09/05

Change 

(in basis points)

USA 2.78 3.55 77 4.49 4.33 -16

Japan 0.01 0.02 0 1.33 1.48 15

Euro area 2.16 2.17 1 3.62 3.15 -47

Bond market developments proceeded in the light of above-average global economic growth, 

even though growth slowed down in the second and third quarter. This did not prevent the US 

Federal Reserve from further raising key interest rates, which was done four times (by 100 

basis points, i.e. to 3.75%; see Table 2.5). Thus, the US 3-month interest rates rose by about 

77 basis points. As to other major central banks, the central banks of Canada and Norway 

also raised key interest rates, whereas the Bank of England and the central bank of Sweden 

lowered the rates. Due to low economic growth, the European Central Bank is not expected to 

raise key interest rates before the fi rst half of 2006. 10-year interest rates in the United States 

and the euro area fell (by 16 and 47 basis points, respectively); Japanese rates raised by 15 

basis points.
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Table 2.6. Changes in commodity markets

31/03/05 30/09/05 Change (%)

CRB index 298.11 296.82 -0.4

Crude oil (WTI; USD/barrel) 55.40 66.24 19.6

Gold (USD/ounce) 428.35 469.30 9.6

In commodity markets, the oil price increase remained in the limelight. Although oil prices fell 

at the beginning of the second quarter, fast price rise continued in the third quarter (see Table 

2.6). In addition to strong demand-side price pressures, oil prices also increased at the end of 

August as a result of the hurricanes that hit the US oil production areas. Meanwhile, the CRB 

index covering the prices of 22 major raw materials changed little, lowering merely by 0.4%. 

The price of gold rose by 9.6% in the given period because of the oil price increase and the 

resulting infl ationary pressure. Given the continuous imbalance of the US economy, i.e. mainly 

the high current account defi cit and the deriving dollar-related hesitation, purchasing gold has 

been a good investment in the context of rising infl ation. 

ESTONIAN  ECONOMY 

Relatively fast economic growth continued in the fi rst half of 2005. While in the fi rst 

quarter the GDP grew 7.2% in constant prices, in the second quarter economic growth 

accelerated even up to 9.9%. Meanwhile, the growth of domestic demand decelerated and 

the contribution of net exports to the economic growth was unexpectedly high. The total 

economic growth acceleration in the fi rst half of 2005 amounted to 8.5%. Thus, the growth 

rate of Estonian economy exceeded that of the euro area by more than 7 percentage points. 

Against the relatively modest domestic demand, the role of net exports as a source of 

economic growth increased, leading to improved external balance indicators. The rapid 

growth of exports exceeded the usual impact of external demand growth considerably, which 

was brought about by the acceleration of integration of Estonian economy after the accession 

to the European Union. 

Domestic Demand 

Investments

The domestic demand growth of the past couple of years 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. Due to a high basis of comparison the 

domestic demand growth expectations remained more modest in the second quarter of 2005. 

Growth decelerated in the second quarter mainly because the purchase of stocks in current 

prices decreased 34% compared to the high level of the previous year. Investments in fi xed 

assets, however, still continued increasing rapidly. The growth mainly relied on new business 

projects, including residential construction, though investments in fi xed assets by companies 

already operating in the market also increased approximately 9% in current prices, year-on 

year. Residential construction picked up pace due to the improving availability of bank loans, 

continually low interest rates and rapid increase in household incomes. 

Therefore, in a broader perspective the volume of investments (i.e. increasing fi xed capital 

including changes in stocks) was substantial, making up 30.1% of GDP in current prices (see 

Figure 2.1).
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Figure 2.1. Real GDP growth and its components

The increase of export revenues in the fi rst half of 2005 also improved Estonia’s external 

balance, year-on-year. The volume of domestic savings for fi nancing investments did not 

increase but remained steadily at a level of 20% of GDP. 

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 quarter of 2005 

because of the higher base effect. The actual private consumption growth rate remained 

unchanged, stabilising in the fi rst quarter at the level of 6.7%, which means that the total 

growth was 1.7 percentage points brisker than in the fi rst half of 2004. The contribution of 

private consumption to economic growth increased too, compared to earlier periods (by 0.6 

percentage points of the GDP growth). 

The increased private consumption was supported by the accelerated real income growth. 

The annual growth of gross wages reached nearly 12% in the second quarter. In net 

terms, wages increased even more due to raising the non-taxable income threshold 

and decreasing the income tax rate at the beginning of the year. Although the rapid 

rise in net wages and employment rate caused an acceleration of private consumers’ 

income growth, no increasing propensity to save could be noted. 

General Government

The faster than expected economic growth led to unexpectedly large tax revenue 

collection and throughout the whole fi rst half-year current revenues exceeded expenditure. 

Partly due to seasonal factors, the current surplus of the central government budget increased 

even more by the end of September and the sums collected exceeded payments by 3.8 billion 

kroons. 

Due to the extra revenue the central government drafted a supplementary budget for the year 

2005 in September (2.1 bn kroons on the revenue side and 1.9 bn kroons on the expenditure 

side). 59% of the tax revenue increase refl ected in the supplementary budget relied on the 

exceptionally successful collection of social taxes and 27% on the larger than expected 

collection of personal and corporate income taxes. 
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Figure 2.2. Real GDP growth and consolidated budget balance (% of GDP)

The majority of the supplementary budget, i.e. 1.3 bn kroons or approximately 70%, accounted 

for provisions for social insurance in order to pay pensions and cover health insurance fund 

expenditure. On the expenditure side of the supplementary budget a portion of the money 

was intended for increasing various funds. More than 25% of the supplementary budget was 

channelled into boosting investments. 

Due to the postponement of some investment projects and the better than expected collection 

of tax revenues, the general government consolidated budget of 2005 is expected to 

post a surplus (see Figure 2.2). However, against rapid economic growth the modest surplus 

refers to a loosening in the fi scal stance and further fi scal expansion. The general government 

expenditure in ratio to GDP is increasing at the cost of non-tax revenues as well as larger 

resources provided by the European Union structural funds.

Domestic Supply

Industrial Development

In the fi rst half of 2005, the demand-side conditions remained relatively favourable for 

both the export sector and local providers. The interest rates in the euro area remained 

at a low level and although global economic growth did not pick up speed yet, the close 

integration of the Estonian economy after the accession to the European Union was seen as 

an additional positive factor. 

The rapid increase in Estonian goods exports continued in the fi rst half of 2005. The 

growth rate exceeded that of the second half of 2004 by 9 percentage points and the rise in 

exports signifi cantly supported the Estonian economic growth.

In addition to fast export growth, the production and sales output of manufacturing was 

boosted. According to the statistics of the gross domestic product the value added in 

manufacturing reached 12.6% in constant prices in the second quarter. 

The growth rate was considerably infl uenced by the timber and furniture industry, where 

production growth accelerated (from 2.3% to 9.9% in the fi rst quarter and from 3.4% to 8.4%, 

year-on-year) thanks to higher domestic demand and rapid export growth. In the second 

quarter, an important contribution was made by the subcontracting machinery and electric 
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Figure 2.3. Growth in industrial production 

machinery manufacturing, where the year-on-year output growth accelerated to 21% and 

50% respectively, and the continually expanding electronics sector (114% year-on-year). 

The production of metal products and construction materials increased substantially too. 

Meanwhile, the growth of food production output remained smaller year-on-year (1.3%) due 

to the slower growth in export demand; sales in the domestic market continued to increase 

(see Figure 2.3). 

The output growth relied mainly on exports, while the growth of sales in the domestic market 

decreased slightly. 

The industrial confi dence remained strong in the second quarter, as has been characteristic of 

the whole season, but remained slightly below the estimates of the previous year’s respective 

months. The output estimates for future periods remained positive. 

Services and Other Sectors

The interest rate environment remained favourable, contributing to sustained extensive 

demand for real estate development and related construction services. The construction 

sector continued rapid growth – the annual growth of its value added accelerated up to 13.9% 

in the second quarter and its share in the GDP structure rose to 7%. According to the estimates 

of the Estonian Institute of Economic Research, the confi dence in the construction market will 

remain exceptionally favourable. A rise in workload during the following months was expected 

by 67% of companies. Besides, further rise in construction prices was anticipated. Allegedly, 

the most inhibiting factor to construction activities is the lack of qualifi ed workforce (67% of 

companies mentioned that, whereas 56% a year ago).

Economic growth was also supported by hotels, restaurants and fi nancial intermediation, 

commercial, transport, storage, and communications companies, where the growth in value 

added exceeded 10% in current prices (see Table 2.6). The rapid development of companies 

was fostered by increased household income as well as the rising number of foreign tourists.

 

The economic confi dence indicator calculated by the Estonian Institute of Economic Research 

increased 2 points in the second quarter of 2005, year-on-year. Besides consumers the 

economic confi dence was also boosted by the construction confi dence indicator, which 

reached its historical high. The retail trade confi dence indicator was also high in the second 

quarter, but remained slightly lower, year-on-year. 
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Figure 2.4. Main labour market indicators

Table 2.6. GDP growth by sectors (%)

Employment

In the second quarter of 2005, the employment growth accelerated up to 2.3% from 

0.9% in the fi rst quarter and compared to the 0.2% annual average of the previous 

year (see Figure 2.4). The number of the employed rose by 13,900 people compared to 

2004. According to the Statistical Offi ce the rapid employment growth was partly caused by 

seasonal jobs. This is also confi rmed by the increased number of employees in hotels and 

restaurants, agriculture and fi shery in the fi rst half-year. Employment increased strongly in 

construction and real estate, which is quite expected in the context of the thriving real estate 

market. Supported by the active real estate market and new construction objects, employment 

increased in these fi elds by 7,400 persons in the second quarter. 

In conclusion, this half-year’s employment growth was supported by the non-tradable sector, 

especially by service providers. Employment in manufacturing remained at the same level as 

in 2004. 

2003 2004
2005 

(fi rst half-year)

Agriculture and hunting 2.0% 6.2% -4.8%

Forestry -7.5% -4.7% -9.7%

Fishery -34.4% -3.8% -4.0%

Mining and quarrying 10.3% -7.5% 2.0%

Manufacturing 10.5% 10.7% 11.2%

Electricity, gas and water supply 9.1% 1.3% 4.8%

Construction 6.3% 10.5% 8.3%

Wholesale and retail trade 9.2% 5.4% 10.8%

Hotels and restaurants 5.1% 14.1% 16.6%

Transport, storage and communications 9.4% 7.2% 9.3%

Real estate, renting and business activities 1.5% 5.5% 5.6%

Financial intermediation 20.7% 29.3% 25.1%

Public administration and defence; statutory social insurance 2.4% 0.1% 1.9%

Education 0.6% 1.4% 0.6%

Health and social care -3.4% 5.0% 3.9%

Other community, social and personal service activities 2.5% 7.1% 11.1%

Total GDP 6.7% 7.8% 8.6%
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Figure 2.5. Balance of current account and its components (% of GDP)

In the second quarter of 2005, unemployment dropped to a record low level of 8.1%. The 

total number of the unemployed was 54,000, i.e. 18.4% less year-on-year. Meanwhile, the 

number of the economically inactive remained close to the level of the fi rst half of 2004. 

The number of the unemployed decreased in the second quarter thanks to a fall in both 

short-term and long-term unemployment. The number of the discouraged also diminished 4% 

for the second consecutive quarter. The unemployment rate dropped everywhere except in 

Western Estonia. Unemployment decreased fastest in Central and Southern Estonia (by 3.1 

and 2.6 percentage points, respectively).

As to the reasons of economic inactivity, the share of people inactive due to illness or injuries 

increased 8.7%, i.e. by 3,900 people. The greatest decrease in inactivity took place among 

the retired (by 2,700), which means that the respective number of the retired found a job.

The number of the registered unemployed decreased even further: in the second quarter the 

unemployment rate was 17.2% lower, year-on-year. In the third quarter, the number of the 

unemployed shrunk even faster, i.e. 18.8%, year-on-year. At the beginning of October, the 

number of the registered unemployed made up only 2.8% of the working age population. 

In conclusion, although economic growth in the second quarter of 2005 was achieved with the 

substantial support of additional workforce, the labour productivity growth also remained fast, 

exceeding the 7% level. To some extent, the situation characteristic of structural unemployment 

persists, where certain regions suffer from insuffi cient workforce. Labour shortages are 

experienced in the construction sector, but also in some manufacturing companies. 

External Balance

As the growth of domestic demand decelerated, the fi rst half of 2005 was characterised 

by the expected improvement of external balance. In the second quarter, the current 

account defi cit declined to 9.9% of GDP (the four-quarter average dropped to 10.8% of 

GDP). The defi cit of goods and services shrunk to 4.2% of GPD in the second quarter (the 

four-quarter average decreased to 5.7% of GDP; see Figure 2.5). 

The great improvement compared to the same period in the previous year can be explained 

by the temporary acceleration of domestic demand growth just before the accession to the 
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European Union in the fi rst half of 2004. This refl ected increasing stocks and decreasing 

savings during that period due to higher insecurity. Later, however, domestic demand growth 

stabilised, export revenues and savings of the private sector increased, reducing the defi cit of 

goods and services in Estonia in the second quarter. 

All in all, the boost in export revenues enabled to maintain fast growth in domestic demand 

and improve the external balance in the fi rst half-year. Due to favourable interest environment, 

the external balance has been fi nanced increasingly by foreign loan facilities in recent years, 

in addition to direct investment. Due to the prevalence of external liabilities, Estonia’s net 

investment position was negative by 157.6 bn kroons at the end of the fi rst half of 2005, 

totalling 105% of the last four quarters’ GDP. By that time, the gross external debt had reached 

130.7 bn kroons (87% of GDP) and assets less liabilities amounted to 26.7 bn kroons (18% 

of GDP). 
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