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World Economy in Coming Years

Global economic outlook is relatively favourable in the coming years. Global output 
growth is expected to slow down a little, to approximately 4.5%; nevertheless, it will still 
remain at the average long-term growth level. As regards the monetary demand environment, 
current nominal and real interest rates are low compared to historical standards. The US 
Federal Reserve has recently raised key interest rates several times and a slight upward 
cycle is likely to continue. The European Central Bank has so far not joined in with curbing 
monetary policy stimuli; however, the gradual deferral of interest rate increase expectations 
has reversed. Thus, the support of monetary environment for economic growth is beginning to 
gradually weaken. An additional factor of insecurity behind the positive outlook is the oil price 
that became very topical already in the second half of last year. Respective risks have not yet 
faded away since supply-side shortcomings in the oil-producing sector have not decreased 
and demand has not eased either. 

Since the global economic cycle largely depends on China and the United States, one 
of the main reasons behind reduced economic activity, besides high oil prices is the 
weakening of political measures underpinning economic growth in these two areas. 
The US gross domestic product growth is slowing down, compared to last year, though still 
remaining fast compared to other developed countries. This year infl ationary pressures mostly 
come from rising oil prices as well as from the depreciating dollar. The main underlying threats 
to the US economy arise, above all, from its major current account imbalance.

Economic growth in the euro area should accelerate in the near future, even though 
being currently hampered by weak domestic demand and appreciated currency. 
Several forecasting centres have adjusted growth predictions for this year downwards. Still, 
private consumption should gradually recover during the year and the investment growth rate 
should accelerate, although the overall economic growth is likely to be less exports-centred 
due to the appreciation of the euro and will thus remain below the potential level. The euro 
area, too, is affected by global price pressures arising from oil. Hopefully, price competition 
will not enable to fully transfer the rise in raw material prices onto consumers prices. Based on 
April expectations, the euro area infl ation rate should even slow down slightly this year, which 
is also supported by unit labour costs that have fallen.

The economic cycle in the Nordic countries is in a somewhat better state than that of 
the euro area since both Finland and Sweden are more related to the United States 
through the technology sector. However, a certain slowdown should also take place in this 
region. While Sweden’s economic growth should rely more on external demand, Finland’s 
economic growth, on the other hand, should be underpinned by the domestic demand cycle. 
In 2005, economic growth will be slowing down also in several new EU Member States. As 
far as Estonia’s closest neighbours are concerned, this affects Latvia, whereas Lithuania is 
expecting a certain pick-up in economic growth. The risks regarding forecasts for the EU-10 
are related to a decline in the import demand within the euro area, increasing debt burden and 
weakening fi scal balance. The creation of favourable conditions for increased employment 



36 MONETARY  DEVELOPMENTS  &  POLICY  SURVEY,  MARCH  2005

Estimates and Situation After the Autumn Forecast

Last year saw changes in several trends that had developed in the course of preceding 
years. In the years 2001–2003, when the euro area was in recession, production resources in 
Estonia went more into the non-tradable sector, which led to a considerably larger imbalance 
between external and domestic demand. On the global scale, last year turned out to be 
a period of brisker economic activity, which translated into a greater contribution of net exports 
in Estonia’s economic growth. On the other hand, the labour market was also affected since the 
shift of economic activity towards the tradable sector increased employment in manufacturing 
in particular. Meanwhile the non-tradable sector was beginning to lose human resources, 
which is why the year-on-year employment growth remained close to zero (0.1%). 

There was also a signifi cant decline in the growth rate of real wage, which has been relatively 
fast during several preceding years. The slowdown in real wage growth arose from the faster 
infl ation rate, which resulted from price regulation in the middle of 2004 from an extremely 
low price increase level. In addition, last year’s corrections in employment and in the sectoral 
breakdown helped to restore faster real value added growth, which in 2001–2003 had fallen 
clearly behind real wage growth. Thus, the correlation between productivity and real wages 
became higher.

Economic Growth

Economic growth is expected to slow down somewhat in many euro area and Central 
and Eastern European countries this year. A slight downward correction is to be 
expected also in Estonia’s economic growth, i.e. to 5.7% (see Table 5.2), but not so 
much because of the demand of its export partners, rather arising from internal factors 
within the economy itself. In 2005 further weakening in wage pressures can be expected, 
which is why the growth rate of both disposable income and private consumption is slowing 
down, reducing the contribution of domestic demand to economic growth to 4.9 percentage 
points (see Figure 5.1). Although the export growth is the weakest in 2005 over the forecast 

serves as an economic policy challenge for these countries. Russia’s economic growth, which 
the oil price rise should support, is also slightly slowing down this year, above all due to the 
insecurity surrounding the investment environment and the increase in the rouble exchange 
rate.
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Table 5.1. IMF forecasts for economic growth and infl ation (%)

Source: IMF, WEO; spring 2005
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horizon due to external trends, the slowdown in import growth arising from domestic demand 
will be more extensive. This will lead to a three percentage point difference in the exports-
imports growth and raise the contribution of net exports to 1.8 percentage points. 

On the one hand, in the years 2006–2007 Estonian economy will settle on a slightly 
different growth path since domestic demand growth is picking up again. Along with 

Figure 5.1. Contribution of components to economic growth (in percentage points)
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faster wage growth, real disposable income is going to increase, which will create a prerequisite 
for a new private consumption cycle to take shape. On the other hand, the economic picture is 
being affected by several new steps that, in turn, provide an additional impetus for increased 
private consumption. Arising from the income tax reform and higher pensions in particular, 
the increase in private consumption is going to outpace economic growth by 1.3 percentage 
points in 2006. At the same time, the growth in general government fi nal consumption can be 
minimal in the context of balanced budget.

During the forecast period investments are being supported by the capital fl owing in 
through the EU structural funds, which is why the total share of investment in the GDP 
will be nearly 29%. The contribution of net exports will remain largely neutral in the period of 
2006–2007 since due to the gradual increase in domestic demand growth also the difference 
in exports-imports growth rates is decreasing. Thanks to the joint impact of these factors, the 
years 2006 and 2007 will see GDP growth rates of 6.2% and 6.1%, which is close to potential 
growth.

Labour Market 

According to the spring forecast, changes in employment and real wage trends in 2004 will 
affect non-fi nancial sector behaviour also during the forecast period. The tax reform, which 
can change the behaviour of economic agents, makes the picture even more complicated. 

Slow real wage growth this year (3.5%; in 2004 3.3%) is underpinned by employers’ wish 
to compensate for fast real growth in unit labour costs in recent years (see Figure 5.2). 
Presumably also the income tax reform, which enhances employers’ negotiating powers 
upon concluding wage agreements, is affecting wage dynamics. This creates a gap between 
the growth rates of gross wages and employees’ disposable income. Further on employees’ 
negotiating power is going to strengthen again. 

Figure 5.2. Productivity, real wages and real unit labour cost
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Economic growth that is mainly geared towards more capital-intensive sectors does not 
enable to predict a signifi cant rise in employment. At the same time, capital infl ow through 
structural funds and the decline in the tax burden of labour supports creation of new jobs. In 
line with these factors faster increase in employment is expected over the medium term. 
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Supply-side constraints on the labour market are likely to remain insignifi cant. The effect 
of birth-promoting population policy and demographic trends will remain unnoticeable 
over the forecast horizon. Active labour market policies should help to alleviate structural 
unemployment.

Labour market may still turn out to be the bottleneck, restricting Estonia’s long-term 
economic growth. The risks arise from the fact that Estonia’s labour market is moving 
towards full employment and the disparity between free jobs and the skills of the unemployed 
is quite big. Although such shortcomings have already appeared in single sectors, the same 
cannot be said about the economy at large. 

Domestic Demand 

Changes in consumer behaviour and the relationship thereof with the labour market and 
monetary development remain critical in terms of forecast. Monetary environment and the 
fi nancial sector are expected to sustain expansive support for domestic demand throughout 
the entire forecast period. However, there have recently been some changes in the main 
determinants of private consumption. 

In line with real disposable income the autumn forecast anticipated a gradual decline in private 
consumption growth rate, which would have reached its bottom this year. This, in turn, was 
expected to be supported by the slowing credit cycle, which could be assumed on the basis 
of an expected rise in interest rates as soon as of spring 2005. Although the growth rates of 
both wage and disposable income declined as expected, the latter increased even slightly 
faster than expected. This gives grounds to say that the effect of disposable income on private 
consumers’ behaviour had been somewhat underestimated.

In 2005, slightly larger differences have appeared in the indicators affecting consumption. 
Compared to autumn, interest rate growth expectations have been deferred, thus extending 
the expansiveness of credit supply. The shift in the fi nancial sector towards making consumer 
loan conditions easier is a risk factor on its own. However, the present forecast anticipates 
slower real disposable income growth, above all due to weaker gross wage pressures 
described above. Hence the conditions affecting consumer behaviour have changed in 
different directions, which has enabled to keep real consumption growth forecast for 2005 
within the range of the autumn forecast (4.7%; see Figure 5.3). 
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As for private consumption dynamics in 2006, the new coalition agreement is going to be 
the pivotal factor. Major effects of the pension increases will accumulate in that year, which 
along with the gradually restored growth in gross wages will boost real private consumption 
to 7.5%, which will signifi cantly outpace GDP growth. A balancing factor here is government 
consumption, which is expected to see a contraction in growth rates for the sake of achieving 
a balanced budget. Revenue policy effects are going to be smaller in 2007, which is why also 
consumption indicators converge towards an equilibrium level.

Despite the fact that the forecast assumptions were true, last year’s investment forecast was 
somewhat overestimated: annual growth in gross fi xed capital formation stood at 6.9%, which 
is 0.6 percentage points smaller than predicted. The underestimation of stocks accumulation 
compensated this. This year the interest rate cycle makes it possible to expect slightly 
faster capital investment growth cycle. This is also promoted by increasing EU subsidies 
for infrastructure, which have partly been deferred from last year. The expected path of 
investments is thus materialising over a slightly longer period with the 6.8% real growth in 
2005 declining to 5.8% by the year 2007 (see Figure 5.4). 
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Figure 5.4. Dynamics of investments and interest rates

External Balance and Current Account

Estonia’s external balance trends in recent years are an empirical proof of the neoclassical 
ideology, which sees the current account defi cit increase during a period of fast development 
in the course of which a small and open economy integrates its goods and fi nancial markets 
with the rest of the world. Thus, Estonia’s current account convergence is materialising during 
a longer period; the 11.3% current account defi cit expected for this year will decline gradually 
to 10.8% and 10.1%, respectively, by 2006 and 2007. Consistently expansive external 
demand on the one hand, and moderated growth in domestic demand, on the other hand, are 
behind the current account improvement this year.

Estonian export growth rates fi rmly follow the weighted average economic growth of its foreign 
trade partners (see Figure 5.5). Good prospects enable to predict further movements towards 
a more balanced (more based on external demand) GDP growth structure. On average, 
exports are going to grow slightly less than 10% a year over the forecast period. This is above 
all supported by the more open economic environment and better utilisation of capacity. 
Growth in imports is going to be slower this year due to a slowdown in domestic demand 
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and will amount to 6.3%, to accelerate again in the two subsequent years to 8.5% and 9.3%, 
respectively, along with an increase in domestic demand. 

Figure 5.5. Contribution to Estonian export market growth
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The goods and services account is gradually improving throughout the forecast period: the 
defi cit will decline from 7.5% in 2004 to 6.0%, 4.8% and 4.0%, respectively, in the period of 
2005–2007 (see Figure 5.6). The surplus of the services account showed a slight upward 
trend already in 2004 and this could continue in the short run. In the near future, terms of 
trade are above all going to be affected by fuel prices, which is why trading conditions are 
expected to deteriorate in the current year. Nevertheless, a positive change in terms of trade 
is anticipated further on.
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Figure 5.6. Current account structure (% of GDP)

This year will be relatively positive for enterprises, including foreign-owned companies, which 
is why income outfl ow could be predicted while the income account defi cit is going to rise to 
7.0% of GDP. Increasing defi cit can be compensated by the positive balance of transfers, 
refl ecting capital fl ows into Estonia through pre-structural and structural funds.
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As regards fi nancing the current account defi cit in the near future, further direct investment 
infl ow can probably be expected. It is known already now that several projects with long-term 
foreign participation will be carried out and, considering the high productivity of companies 
with foreign ownership, there are no grounds to expect that reinvestment of income on foreign 
investments would not continue.

Inflation

Infl ation dynamics will be shaped by various factors in the near future. This year 
administrative price regulations will have a particular impact, as well as the prices of 
fuel and food in the world market. Oil price increase in the world market, whose effect 
on Estonia’s non-fi nancial sector has so far remained comparatively modest, remains 
the biggest risk factor. Meanwhile stronger domestic competitive pressure has helped to 
curb infl ation and this tendency is likely to continue also further on.

In the fi rst half of the year the infl ation rate will remain high mainly because of the base effect, 
whose impact is going to fade away as of May. From then onwards a modest slowdown should 
continue until the end of the current year with an average of 3.4% consumer price rise to be 
expected in 2005. Over the next two years the infl ation rate will slow down to 2.7% due to 
a gradual decline in fuel prices (see Figure 5.7). 
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Figure 5.7. Infl ation components

The external price pressure on Estonia’s infl ation rate is expected to remain moderate, even 
though raw material prices have increased fast at the beginning of this year. Compared to 
the autumn forecast, besides the oil price also the prices of raw materials in the food industry 
have been adjusted signifi cantly upwards. This has happened mainly because of coffee and 
cocoa, whose prices have recently increased considerably. External infl ationary pressures 
are going to be curbed by relatively fast productivity growth expected in the world economy 
in the near future.

Administrative price regulation is maintaining its role upon shaping infl ationary dynamics. This 
year the consumer price infl ation is mainly affected by the rise in electricity rates, which lifted 
the price level by slightly less than half a percentage point. The adjustment of tobacco and 
alcohol excise duties will continue also this year.
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Estonia’s core infl ation remained at a low level last year and at the beginning of this year. Taking 
into consideration that Estonia’s price level is lower than the respective indicator in developed 
countries, such a trend is unlikely to continue in the long run thanks to price convergence, 
and Estonia’s core infl ation should outpace that of the developed countries. Therefore, the 
spring forecast anticipates a gradual upward adjustment of the core infl ation, which refl ects 
a recovery from very low levels and not demand pressures within the economy.

The real effective exchange rate (REER) as a price-based competitiveness indicator is 
going up this year in particular, as Estonia’s infl ation rate outpaces the average of its trade 
partners. This is compensated by fast productivity growth, thus not posing any threats to real 
competitiveness. In the following years no signifi cant REER changes are expected.
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