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Eesti Pank is the central bank of the Republic of Estonia, and a member of the European System of
Central Banks and the Eurosystem?.

The primary function of Eesti Pank is to contribute to price stability within the euro area. Eesti Pank
serves its function by formulating the single monetary policy together with other members of the
euro area, and by implementing the single monetary policy of the euro area in Estonia. Besides the
price stability objective, the central bank also contributes to achieving other economic policy goals of
Estonia and the euro area in line with the Treaty on the Functioning of the European Union.

In addition, Eesti Pank fulfils the traditional functions of a central bank: regulates currency circulation;
supports and organises transfers between commercial banks; participates in safeguarding financial
stability; manages the foreign reserves of Estonia; prepares financial sector statistics and balance of
payments statistics, and advises the government in economic policy issues in Estonia and the euro
area.

"The European System of Central Banks (ESCB) comprises the European Central Bank (ECB) and the national central banks of Euro-
pean Union Member States. Eesti Pank became a member of the ESCB in 2004 upon Estonia’s accession to the European Union. The
Eurosystem consists of the ECB and the national central banks of countries that have adopted the euro. Eesti Pank became a member
of the Eurosystem in 2011 upon Estonia’s accession to the euro area and adoption of the euro.
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Foreword by the Governor of Eesti Pank

2011 was a year full of challenges and hard work for Eesti Pank. Estonia became the seventeenth
member of the euro area. The economy proved highly unpredictable, significantly complicating eco-
nomic forecasts and analysis of the real economy and the financial sector. It became increasingly
clear to everybody that bold and decisive steps were needed in the euro area.

Estonia withessed a smooth changeover to the euro. This required the joint effort of the entire nation.
Residents and retail traders, entrepreneurs and banks — we all made an effort and succeeded.
Despite growing uncertainties, public support to the euro has not wavered.

The transition to the euro brought along new duties and a greater responsibility for Eesti Pank — we
are now equal partners and decision-makers within the Eurosystem. For a small nation, this can be
considered quite an achievement. But also a challenge.

In the euro area economy, the first and second half of the year proved very different, indeed. The
beginning of the year saw a continued economic recovery, both on the global scale and in the euro
area, even though the rate of growth slowed. Oil and other commodity prices soared and there was
plenty of liquidity available, which placed upward pressure on euro area prices. Our principal task
was to contribute to price stability in the euro area, in other words to maintain the year-on-year
increase in consumer prices below but close to 2% over the medium term. To maintain price stability,
the Governing Council of the European Central Bank decided to raise the monetary policy rates after
a 12-month hiatus. The ECB key interest rates were raised in April and June.

The tides were turned in the second half of the year, with waning confidence and growing uncertain-
ties on the financial markets starting to curb global growth. The underlying reason for this was market
participants’ concerns about the public finance situation in several euro area countries. While the
first half of the year saw cautious optimism, growing anxieties forced companies to postpone their
investment and recruitment decisions starting from summer. Loss of confidence slowed down the
economic growth, easing inflationary pressures. In November and December, we therefore reduced
the interest rates to a historical low.

Under normal circumstances, the change of interest rates alone would have been sufficient to influ-
ence prices and economic activity. Unfortunately, the crisis proved as extensive as to disturb the
functioning of monetary policy transmission mechanism. The ability of commercial banks to issue
loans to companies and households was thus significantly reduced. This compelled us to take vari-
ous extraordinary measures, starting from August. We supported the securities market to avoid
paralysing the activities of banks; we continued providing unlimited liquidity to banks; we offered
banks three-year loans at highly favourable conditions; we expanded the list of assets eligible as col-
lateral for liquidity credit, and lowered the minimum reserve requirement from 2% to 1% at the end
of the year.

These were bold steps but necessary. As a result, the Eurosystem — the euro area central banks and
the European Central Bank — were able to make a significant contribution to the preserving of stability
and confidence on the euro area financial markets. Our primary goal was to ensure the functioning



of monetary policy and the liquidity of banks, and to alleviate the impact of the financial problems of
some crisis-stricken countries on corporate and household lending in the euro area.

This all has come with a price: the risks inherent in the balance sheets of central banks have increased.
Risk analysis and augmenting the risk buffers of its balance sheet will be a challenge for Eesti Pank
also in the forthcoming years. The central bank just finished its first year as a member of the euro
area, with one of the lowest equity to monetary policy assets ratios among euro area central banks.

It is not only the central banks that can contribute to a successful exit from the crisis. The measures
agreed upon by the European Council and the euro area heads of state and government must be
implemented swiftly by the governments of the member states. It is necessary to focus on further
developing the economic policy cooperation between euro area countries. Alongside crisis manage-
ment measures, attention should be paid to laying a foundation for sustainable growth in the long
perspective. The euro area countries all share a common interest here — the growth of the debt
burden has to be halted. We need a framework which would feed market confidence in the sustain-
ability of public finance in euro area countries. For this purpose, we must even now pursue structural
reforms with the aim of enhancing economic flexibility, adding to competitive strength and boosting
employment in the member states.

Unlike several other euro area countries, Estonia had no need to engage in local crisis management
in 2011. The Estonian economic outlook has remained relatively good and the financial sector is
strong. We need to keep up the good work, ensure the budget balance and make an effort to recover
the reserves. We should also be cautious of further energy price hikes being used as a pretext for
raising other prices.

The economic and monetary union today still has all the good characteristics, for which it was estab-
lished in the first place. We now need to enhance the union’s efficiency, strength and security in the
service of our best interests.

Andres Lipstok

Governor l
A
>
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EESTI PANK’S PRIORITIES IN 2011

In 2011, Estonia adopted the euro. The changeover added to the responsibilities of the central bank
and triggered changes in the operational framework. In adopting and implementing decisions regard-
ing the euro area, the Eurosystem follows the principle that the decisions are adopted centrally in
the Governing Council of the European Central Bank' and implemented by national central banks
(NCBs) thereafter.

Eesti Pank thus follows two important operating principles.

1. As a member of the Governing Council of the European Central Bank — that is, as a decision-
maker — the Governor of Eesti Pank participates in the adoption of all decisions regarding the
Eurosystem.

2. Implementation of the Eurosystem decisions in Estonia falls within the responsibility of Eesti
Pank, not the European Central Bank.

The Governor of Eesti Pank and the central bank itself act independently and are not allowed to take
orders or instructions from the government or other interest groups outside the bank in the perfor-
mance of their statutory duties. The power of self-government and independent analysis provide
central banks with the best chances of ensuring monetary and financial stability.

In 2011, Eesti Pank focused on the following strategic areas.

1. Participating in the formation and implementation of monetary policy in the euro area

The primary function of Eesti Pank is to contribute to price stability within the euro area. This means
the objective of keeping the consumer price increase in the euro area below but close to 2%. Price
stability is the precondition for a strong economy.

Eesti Pank serves the function of ensuring price stability by formulating the single monetary policy
together with other members of the euro area. For this purpose, Eesti Pank participates in the prepa-
ration of analyses and reports that are used as an input for adopting monetary policy decisions. The
cooperation also takes the form of numerous committees and task forces as well as teleconferences,
where all major decisions are previously discussed. The Governor of Eesti Pank participates in the
adoption of monetary policy decisions and other important decisions in the Governing Council of the
European Central Bank.? The single monetary policy in the euro area is implemented by the Eurosys-
tem central banks.

" The Governing Council of the European Central Bank comprises the governors of the national central banks of euro area countries
(17 central banks) and the Executive Board of the European Central Bank (6 members).

2 See list of decisions in the annexes “Monetary policy decisions of the ECB Governing Council” and “Other decisions of the ECB
Governing Council”.
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Eesti Pank had the following priorities in monetary policy in 2011:

e enhancing competence in the monitoring and analysis required for adopting monetary policy
decisions in the euro area;

e establishing the framework for the implementation of monetary policy;

e taking account of the development needs of the Estonian economy in the process of monitoring
and analysis, and advising the government.

Further information on these matters is provided in chapters “Participating in the formulation of
monetary and economic policy” and “Implementing monetary policy decisions in the euro area and
Estonia”.

2. Participating in ensuring financial stability through formation of financial sector policy
and development of the financial sector safety net

Eesti Pank regularly analyses the functioning of the financial system and issues financial stability assess-
ments, with the aim of early detection of any risks endangering the financial system and introduction of
the corresponding changes in the Estonian financial sector policy. Eesti Pank can only serve its primary
function — to maintain price stability — if the financial intermediation system functions smoothly.

Alongside the prevention of problems, a great deal of importance must be placed on ensuring that
Estonia is prepared for crisis management in the financial sector. In a crisis, the primary task of
Eesti Pank is to ensure sufficient liquidity within the banking system. In cooperation with the Guar-
antee Fund, the Ministry of Finance and the Financial Supervision Authority, Eesti Pank serves to
strengthen the financial sector safety measures.

Eesti Pank participates in the evaluation of the functioning of the financial system of the euro area and
the European Union, and in the preparation of analyses on financial stability within the European Union.
The cooperation takes the form of committees and working parties, where all major decisions are previ-
ously discussed. The Governor of Eesti Pank is also a member of the European Systemic Risk Board.

The experience of Eesti Pank in ensuring financial stability in a financial sector largely owned by
foreign investors, and the close partnership of Nordic countries and the Baltic States in pursuit of
financial stability, is highly appreciated within the Eurosystem.

Eesti Pank had the following priorities in the field of financial stability in 2011:

e participating in the joint activities of euro area central banks in pursuit of financial stability;

e participating in the activities of the European Systemic Risk Board;

e enhancing cooperation in the financial stability group comprising Nordic countries and the Baltic
States to ensure data exchange and smooth functioning of the financial system, to prevent the
spread of potential financial crises, and to minimise the damage of financial crises;

e enhancing the efficiency of the financial sector legal framework and safety net in the European
Union.

Further information on these matters is provided in the chapter “Safeguarding financial stability”.



3. Operating and developing reliable and well-functioning settlement systems

Eesti Pank has been charged with the task of ensuring smooth transfer of both domestic and
cross-border payments and settlements. Eesti Pank operates two interbank settlement systems:
TARGET2-Eesti, the component system of the Trans-European Automated Real-time Gross Settle-
ment Express Transfer System TARGET2, and ESTA, the settlement system for retail payments. In
the current economic and financial environment, the efficiency and reliability of the financial sector
depends, among other things, on the smooth and sustainable functioning of the settlement systems.

Eesti Pank also contributes to the development of payment and settlement systems, and functions
as the supervisor of settlement systems both on the national and the EU level.

Eesti Pank had the following priorities in the field of payment and settlement systems in 2011:

e maintaining the reliability and business continuity of the settlement systems operated by Eesti
Pank;

e bringing the interbank retail settlement system of Estonia into line with the requirements of the
Single Euro Payments Area (SEPA);

e participating in the development of the Eurosystem’s central securities settlement platform
TARGET2-Securities;

e developing and announcing the settlement system supervision framework, and concluding the
cooperation agreement between the central bank and the Financial Supervision Authority.

Further information on these matters is provided in the chapter “Payment and settlement systems”.

4. Regulating cash circulation in Estonia and contributing to smooth cash circulation
within the euro area

After the changeover to the euro, the daily regulation of cash circulation in Estonia has remained one
of the principal tasks of Eesti Pank. This includes contributing to smooth cash circulation, detecting
counterfeit euro currency and replacing worn-and-torn banknotes in Estonia. The total cash to be
launched into circulation in the Eurosystem as well as the number of different banknotes required for
meeting the cash demand is subject to the joint decision of the Eurosystem.

The production of banknotes also lies within the responsibility of the NCBs. The Eurosystem decides
by agreement which NCB assumes the task of producing certain banknotes at a given time.

Through partnership with the Eurosystem and the European Union, Eesti Pank contributes to ensur-
ing a high level of security of euro banknotes, as well as development of common quality standards
for handling euro coins and banknotes.

Eesti Pank had the following priorities in the field of cash circulation in 2011:

e meeting the demand for euro banknotes and coins, and safeguarding the cash reserves required
for cash circulation;

e processing euro banknotes and coins in compliance with the common quality standards as well as
the requirements for authenticity and fitness checking and recirculation of euro banknotes and coins;
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e exchanging Estonian kroons into euros, removing Estonian banknotes and coins from circulation
and rendering them unfit for circulation.

Further information on these matters is provided in the chapter “Meeting the cash demand”.

5. Maintaining and enhancing Estonia’s official foreign reserves and other financial assets
under the management of Eesti Pank

Eesti Pank has been charged with the task of maintaining and managing the official foreign reserves
of Estonia. The foreign reserves and other financial assets under the management of Eesti Pank
serve to support the Eurosystem’s ability to exercise efficient monetary policy and ensure Eesti
Pank’s financial ability to fulfil its tasks. Reserves help to ensure public trust in the euro area mon-
etary system, as well as financial independence of the central bank.

Pursuant to the Treaty on the Functioning of the European Union, the central banks of Member
States that have adopted the single currency have transferred to the European Central Banks foreign
reserves® which, as a rule, are proportional to the participation of the Member States in the capital of
the European Central Bank. Eesti Pank transferred a total of 103,115,678 euros to the foreign reserve
of the European Central Bank. The foreign reserves of the European Central Bank amount to a total
of 50 billion euros.

The daily management of the foreign reserves of the European Central Banks has been entrusted
to the NCBs. Eesti Pank manages a portion of the foreign reserves of the European Central Bank in
cooperation with Suomen Pankki.

Eesti Pank makes investments under the principle of conservatism, focusing on maintaining the
assets and ensuring sufficient liquidity, while also giving attention to yield. The investment portfolio
of Eesti Pank comprises the foreign currency portfolio and the euro portfolio, with the funds invested
in international financial markets. The investment portfolio is mainly based on the liquid securities
markets of leading industrial societies, with the risks stemming from the investments subjected to
continual monitoring and management.

Eesti Pank had the following priorities in the management of foreign reserves in 2011:

e in-depth analysis of the structure of investments against the background of certain changes in
the requirements for liquidity and sustainability of investments upon adoption of the euro;

e gradual diversification of investments in the upcoming years on the basis of the results of analy-
ses and without significantly raising the risk level, pursuing a higher yield in the long term.

Further information on these matters is provided in the chapter “Implementing monetary policy in the
euro area and Estonia”, and the Annual Accounts of Eesti Pank for 2011.

3 See also http://www.eestipank.info/pub/en/yldine/pank/haldamine/ekp_reserv.html.


http://www.eestipank.info/pub/et/yldine/pank/haldamine/ekp_reserv.html

6. Preparing financial sector statistics and the Estonian balance of payments

To serve its primary functions, the Eurosystem needs detailed information on the euro area economy
and its financial system. Similarly to all other areas, the quality requirements and deadlines for sub-
mission of statistics are decided jointly, while the NCBs retain responsibility for the daily collection
and processing of statistical data and preparation of output statistics. Eesti Pank has been charged
with the task of collecting financial sector statistics and preparing the balance of payments of the
Republic of Estonia.

Eesti Pank’s experience in the preparation of statistics and implementation of innovative technologies
in the collection of statistical data is highly appreciated within the Eurosystem.

Eesti Pank had the following priorities in the field of statistics in 2011:

e preparing for the fulfilment of the data requirements arising from the accession to the monetary
union;

e making the transition to the revised international standards on statistics in 2014;

e developing the user-friendly statistics column on the Eesti Pank’s website.

Further information on these matters is provided in the chapter “Developments in statistics”.

7. Supporting stable and sustainable economic development in Estonia, advising the gov-
ernment and cooperating with other central banks and international institutions

Eesti Pank has the important task of advising the government of the Republic in economy political
issues. The government would not adopt major economy political decisions without hearing Eesti
Pank.

Estonia’s participation in the decision-making process within the euro area means that the economic
policy is a matter of domestic policy, rather than foreign policy. Membership in the Eurosystem
entails self-confident participation in discussions regarding pan-European matters. This requires
active communication not merely within the Eurosystem, but also with other international organisa-
tions and the international media, where Eesti Pank represents both Estonia and the Eurosystem.

Eesti Pank had the following priorities in government advising and international cooperation in 2011:

e contributing to the process of counselling in economic analysis and economic policy in Estonia
in connection with the membership with the Eurosystem and the updated European calendar;

e improving the organisation of work within Eesti Pank to efficiently participate in the work of and
decision-making in the Eurosystem;

e participating in the EU institutions and the International Monetary Fund to provide solutions to
the sovereign debt crisis in Europe as well as the global financial crisis;

e specifying, in the Estonian legislation, the financial obligations and representative’s functions
related to membership with the International Monetary Fund.

Further information on these matters is provided in the chapter “Cooperation”.

Eesti Pank Annual Report 2011



8. Developing a cost-effective and sustainable organisation, and a competent and well-
motivated staff to fulfil the tasks of the central bank

Eesti Pank had the following priorities in the area in 2011:

e continuing the systematic organisational development and conducting the regular study of man-
agement quality;

e ensuring the comparability of the bank’s processes with the functional framework of the Eurosys-
tem, and preparing to contribute to the cost comparison to be conducted within the Eurosystem;

e Jaunching the renovated Eesti Pank Museum.

Further information on these matters is provided in the chapters “Governance, organisation and
human resources policy” and “Cooperation”.
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THE EURO AREA AND ESTONIAN ECONOMY IN 2011

GLOBAL ECONOMY'

In 2011, the global economy continued to recover from the crisis of 2008-2009, but GDP grew slower
than in 2010. Growth slowed down in the second quarter against the backdrop of a decrease in
global demand. In the second half of the year, growth was hampered by the negative impact of the
sovereign debt crisis on financial markets and confidence. Economic growth varied by countries:
while advanced economies showed a GDP growth of 1.6%, the growth was four times faster in
emerging economies, amounting to 6.2%.

The recovery of the global economy along with energy and food price hikes boosted inflation in
many countries in the first half of 2011. The prices showed signs of stabilisation thereafter, exerting
downward pressure on inflation. The change of pace was also reflected in the monetary policy of
central banks. While several central banks tightened their monetary policy in the first half of 2011,
quite a few advanced economies (e.g. Australia, Sweden, Norway) loosened their policy in the sec-
ond half of the year by lowering key interest rates.

In 2011, global financial markets were affected by the deterioration of the euro area debt crisis, which
lowered stock prices and boosted the demand for safe investments in the second half of the year.
A general decrease was evident in the price of raw materials, the Commodity Research Bureau’s
index for 22 major raw materials dropped by 7% during the year. The price of crude oil increased by
14%. Fuelled by a strong demand, the price of gold increased by 10% to 1,564 US dollars per ounce.
Money market interest rates retained a low level in advanced economies. The long-term interest
rates of the USA and Germany were lowered, with the spread between the long-term interest rates
of euro area peripheral countries (Greece, ltaly, Spain, Portugal and Ireland) and those of Germany
increasing significantly.

Even though the global economy stabilised somewhat at the end of 2011, GDP growth is forecasted
to slow further in 2012.

Euro area

The beginning of 2011 was characterised by optimistic trends in the euro area economy, but the
trends were reversed at the end of summer. Economy grew by 0.7% in the first quarter of the year,
compared to the previous quarter, while the pace of growth dropped to 0.1% in the third quarter.
Employment increased in the euro area at the beginning of the year, with unemployment remaining
on par with the level achieved at the end of 2010, a stable 10%. The corporate financing conditions
improved to some extent, except for SMEs. New loans were issued to households, with the annual
growth stabilising at around 3%.

The deterioration of the sovereign debt crisis exacerbated the outlook for the euro area economy
in the summer. Changes in the economic environment were manifested in a sudden decline in the
confidence of consumers and enterprises. Being quite optimistic in the first half of the year, loss of

! Preliminary data: IMF, “World Economic Outlook Update”, January 2012.



confidence forced enterprises to start postponing their investment and recruitment decisions in sum-
mer. This was accompanied by a drop in domestic demand, especially in countries facing sovereign
debt challenges. The positive employment trends were reversed in the second half of the year, when
unemployment started to rise again, reaching 10.4% in December.

In 2011, euro area economy grew by an estimated 1.6%, with Germany serving as the biggest con-
tributor. Huge regional differences were evident in economic activity (see Figure 1).
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Figure 1. Industrial production growth in euro area countries in 2011

Raw material price hikes on the global market, along with signs of overheating in emerging econo-
mies, added to inflationary pressures in the first half of 2011. The Harmonized Consumer Price Index
of the euro area remained above 2% throughout the year. The inflation was 2.8% in spring, and 3%
for several months in autumn, when the impact of the price increase experienced in spring passed
through to consumers. In December, inflation declined to 2.7%. The exchange rate against key curren-
cies climbed in the first half of the year. Starting from October, the failure to provide a solution to the
sovereign debt crisis negatively affected the exchange rate, exerting pressure on the entire European
financial sector. At 1.48 USD per EUR in May, the exchange rate dropped to 1.29 USD at the end of
the year.

The euro area sovereign debt crisis and counter-measures of governments

Indications of a stabilisation of the global financial markets were overturned by the outbreak of
the sovereign debt crisis in certain euro area countries in the spring of 2010. Reasonable doubts
regarding government solvency forced Ireland and Greece to request financial assistance from
the European Union and the International Monetary Fund. Loss of confidence thwarted the
functioning of monetary policy transmission mechanisms, forcing the European Central Bank to
take extraordinary measures to improve the monetary policy operational framework.?

2 The Covered Bond Purchase Programme was launched in 2009 and the Securities Market Programme in 2010.
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At the same time, the governments of euro area countries and the European Commission made
an effort to reorganise economic governance, with sights set on exiting the crisis and ensuring
the stabilisation of the economic and monetary union in the long perspective.

The first stage of measures were implemented in 2010. In May, the Greek bail-out programme
was developed and a decision was adopted to establish the European Financial Stability Facil-
ity (EFSF). The EFSF was to be a temporary facility to be replaced by the permanent European
Stability Mechanism (ESM) later on.

A total of six legal acts (the so-called six-pack) were established to revise the EU economic
and fiscal policy governance framework in order to improve the implementation of the Stabil-
ity and Growth Pact. In addition, minimum requirements for national fiscal policy frameworks
were established. Furthermore, it was decided to address the issue of imbalances on a scale
larger than merely in public finance: in internal economy with regard to price growth and devel-
opments in the real estate and credit markets, as well as in external balance issues, such as
current account deficits/surpluses and net foreign investment positions. In order to enhance
analysis of the relations between the financial sector and real economy and to prevent potential
vulnerabilities, the European Systemic Risk Board (ESRB) was set up with the European Central
Bank at the end of 2010.

However, the sovereign debt crisis deepened at the beginning of 2011. The increased risk of
contagion triggered the second stage of implementation of the stability measures. The process
was initiated at the summits of March and July, where heads of state and government resolved to:
(a) support the unconditional and efficient implementation of the six-pack;® b) expand, through
financial leverage, the EFSF and the ESM, which was to be launched earlier than planned (in
July 2012), and enhance their flexibility through the adoption of new instruments; (c) establish
additional requirements to reinforce the capital base of banks by the summer of 2012.

Unfortunately, these measures failed to instil confidence in market participants. Similarly, the
functioning of the monetary policy transmission mechanisms was still hindered. The Eurosys-
tem central banks thus started to buy up government bonds on the secondary market, and
to further develop the set of extraordinary measures®. The heads of state and government of
euro area countries also expressed their willingness to further develop the operational frame-
work for economic governance. To this end, they resolved to conclude an agreement which
obliged Member States to establish the rule of a balanced combined budget in their national
law, reduce excessive government debt, and develop a mechanism which would automatically
adjust any deviation of public finance from the country specific medium-term objectives. At the
end of the year, the European Commission, in turn, initiated two legal acts (the so-called two-
pack), designed to tighten the requirements for the fiscal policy of euro area countries, improve
the monitoring of problematic countries, and enhance the efficiency of the management of
excessive budget deficit.

3 Currently fully operating.

4 Additional information on the Eurosystem measures has been disclosed in the chapters “Participating in the formulation of monetary
and economic policy” and “Implementing monetary policy decisions in the euro area and Estonia”.



ESTONIA'S ECONOMY

Non-financial sector

In 2011, the Estonian economy was characterised, on the one hand, by a quick recovery in the
first half of the year, and, on the other hand, deceleration of growth due to increased uncertainties
regarding the external environment in the second half of the year. Growth was primarily driven by
the exporting manufacturing sector, where the value added exceeded the pre-crisis level. Accord-
ing to preliminary estimates, annual GDP growth amounted to 7.6% in Estonia. The current account
remained in surplus, as the quick recovery of economy was export-led and the increase in domestic
demand was much more balanced compared to the previous periods of growth.

The recovery boosted employment and reduced unemployment. In the middle of the year, the employ-
ment rate reached the level of the pre-boom year of 2005. Nonetheless, unemployment remained
at 10%. This can be attributed to the increased participation rate in recent years. The general recov-
ery of the economy also raised wages. Despite the increase in consumption, households succeeded
in reducing the loan burden accumulated in the boom-time years, as well as making deposits.

In 2011, consumer prices increased rapidly at 5.1%. This can mainly be attributed to price changes in the
external environment, and partly to the recovery of economic growth. Still, the increase in food prices
slowed down markedly in the second half-year. The sudden increase in the price of energy passed
through also to 2012. The core inflation was 2.4%, which was more in line with the economic cycle.

Inflationary effects of the adoption of the euro in Estonia

Estonia adopted the euro on 1 January 2011. Consumer prices grew by 5.3% from Janu-
ary 2010, yet remained unchanged from December 2010. This was partly conditioned by the
decrease in prices for electricity and gas.

Like in other countries that had introduced the euro, also Estonia faced the question whether
and to what extent the euro contributed to inflationary pressures. In order to analyse the impact
of the euro, Eesti Pank conducted a study of the CPI sub-indices to discover unusual price
movements from December 2010 to March 2011. A similar methodology had been used by
Eurostat to assess the impact of the adoption of the euro in Estonia, and by the Institute for
Economic Research in Slovenia. The study excluded from the calculations the prices of food,
fuel and transport services, since these were affected by the hike in commodity prices and
administered prices. Larger than usual increases were found mainly for various services and for
goods and services related to spending leisure time.

The study revealed that the total contribution of the stronger-than-usual growth to inflation over
the four months under review was 0.3%, which broadly coincides with Eurostat’s assessment
of 0.2-0.3%.5

5 See http://epp.eurostat.ec.europa.eu/portal/page/portal/hicp/documents_pub/TTNR_EURO_CHANGEOVER_INFLATION_
ESTONIA_2011_05.pdf.
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The government continued with its prudent fiscal policy of previous periods. In order to rebuild the
diminishing reserves and restore the budget surplus, the increase in general government expenditure
was kept below the rise in tax revenues. The government also cancelled some of its extraordinary
measures taken during the crisis. For instance, it restored payments to the second pension pillar to
the extent of 50% and drew fewer dividends from state-owned enterprises. Based on preliminary
estimates, the budget surplus was 0.7% of GDP, supported by the growth in tax revenues and pro-
ceeds from the trade of emission quotas.

Financial sector

Loan repayments exceeded new loans also in 2011. The loan portfolio contracted by 4.3%, despite
the one-fifth increase in new lending to companies and households due to the recovering economic
activity. The accommodative monetary policy of central banks kept the loan interest rates at a very
low level, with the interest margins also dropping significantly. Companies started to engage short-
term loans to finance growing business volumes. The turnover of long-term loans used for financing
investment showed a more modest growth. Households increased borrowing for purchasing real
estate above all.

Unlike the loan stock, the volume of deposits grew significantly in 2011. The volume of household and
corporate deposits grew by 6.6%, year-on-year. The growth in deposits allowed banks to repay the
funds taken from parent banks (see Figure 2).
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Figure 2. Estonian non-financial sector’s loans and deposits

The improvement in the financial position of the private sector enhanced the quality of the banks’
loan portfolio. The share of loans overdue by more than 60 days in the outstanding loan stock
dropped from 6.5% at the end of 2010 to 4.8% at the end of 2011.

In 2011, the banking sector posted a net profit of 663 million euros, with non-recurring income con-
tributing nearly a half to it (see Figure 3). The ROA of the banking sector without the non-recurring



income® was 1.7% — a level comparable to 2002-2006. The revenue of the banking sector was sup-
ported by the drop in interest expenses. Furthermore, banks had no need to make additional provi-
sions for contingent loan losses. The (retained) earnings serve to ensure that banks have sufficient
capital for covering loan losses and other risks. The biannual stress tests carried out in 2011 reveal
strong capitalisation of the banking sector, and a sufficient capital buffer to absorb contingent risks
even in case of economic scenarios much worse than those forecasted.
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Figure 3. Profitability of the Estonian banking sector

6 The exceptional revenue posted from a structural change in a banking group has been deducted from the net profit. With exceptional
revenue included, the ROA of the banking sector was 3.5% in 2011.
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PARTICIPATING IN THE FORMULATION OF MONETARY AND ECONOMIC POLICY

Monetary policy decisions

At the beginning of 2011, Estonia became a member of the euro area. In addition to maintaining price
stability in Estonia, Eesti Pank was thus charged with the task of maintaining price stability in the
entire euro area. In line with the Treaty on the Functioning of the European Union, Eesti Pank also
supports the achievement of other economic policy objectives.

Responsibility for implementation of the single monetary policy in the euro area lies with the Eurosys-
tem, which comprises the euro area central banks and the Frankfurt-based European Central Bank
(ECB). The adoption of monetary policy decisions is the task of the Governing Council of the ECB, set
up of the governors of Eurosystem central banks and members of the Executive Board of the ECB.

The primary objective of the Eurosystem monetary policy is to maintain price stability in the euro
area, as established with Article 127 (1) of the Treaty on the Functioning of the European Union.
The Governing Council of the European Central Bank has defined price stability as a year-on-year
increase in the Harmonised Index of Consumer Prices (HICP) for the euro area of below but close to
2% over the medium term.

Overall, the monetary policy interest rates in the euro area remained low in 2011, despite the Govern-
ing Council’s decision to raise the key policy rate in the first half of the year, after a breather of more
than 12 months. This was done twice: the interest rate for main refinancing operations was raised
from 1.00% to 1.25% in April, and from 1.25% to 1.50% in July. The interest rates for the lending
and deposit facilities were raised in the same extent. The interest rate advancement was caused by
the quicker-than-expected price increase in the euro area in the first half of the year. At its sessions
in November and December, the Governing Council resolved to lower the interest rate by 25 basis
points, as uncertainties on the financial markets, fuelled by the sovereign debt crisis, had significantly
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Figure 4. ECB key monetary policy interest rates and EONIA



undermined the growth outlook for both the euro area and the global economy. Moreover, the slow-
down in economic growth, induced by general uncertainty, led to weakening inflationary pressures.
At the end of the year, the key interest rate of the ECB stood at 1.00%. The interest rate has never
been lower in the history of the single currency (see Figure 4).

In order to provide the euro area banks with a sufficient liquidity buffer and enhance the efficiency
of the functioning of monetary policy transmission mechanisms, the Eurosystem expanded the set
of extraordinary monetary policy measures. In 2011, the Eurosystem offered unlimited liquidity to
banks at a fixed interest rate’ in both main refinancing operations and longer-term refinancing opera-
tions?. In addition, it was decided in autumn to resume longer-term refinancing operations® as well
as to launch the second, 40-billion-euro Covered Bond Purchase Programme®“. The Eurosystem also
promised to continue the provision of unlimited liquidity to euro area banks at least until 10 July 2012.
Furthermore, the Eurosystem continued to perform purchases under the Securities Markets Pro-
gramme, which aims at intervening, through purchases, in the sovereign bond market, where mon-
etary policy transmission mechanisms have been dysfunctional due to the debt crisis. To enhance
the banks’ access to the Eurosystem liquidity operations, the threshold for collaterals eligible in
monetary policy operations was lowered, and the minimum reserve ratio® reduced from 2% to 1%.
To support money market activity, the fine-tuning reverse operations carried out at the end of the
required reserves maintenance period® were cancelled. All extraordinary monetary policy measures
that have been adopted due to tensions brewing on the financial markets are of temporary nature.

Changes in the key interest rate, along with market expectations of future interest rate levels, have
also translated into money market interest rates. This is reflected in the development of the 3-month
Euribor. Following the rise in the key interest rate in April, the 3-month Euribor also started to increase:
from 1.25% in April to 1.61% at the beginning of August, by a total of 33 basis points. With the dete-
rioration of the sovereign debt crisis in the euro area at the beginning of August, the Euribor started
to decline. After the key interest rate was lowered in November and December, the 3-month Euribor
dropped to 1.35% by the end of December.

The supply of broad money in the euro area increased at the beginning of 2011, alongside the rela-
tively stable and moderate growth of the euro area economy, rising to 2.9% by August — the quickest
growth after the middle of 2009. Towards the end of the year, the annual growth of M3’ slowed down,

" An interest rate which equals to the bid rate on the main refinancing operations.
2 With a maturity of three months.
3 With a maturity of 6, 12, 13 and 36 months.

4 Covered bonds are debt securities issued by financial institutions or fully covered by a financial institution’s collateral. The text refers
to the second Covered Bond Purchase Programme (CBPP2). The first Covered Bond Purchase Programme (for a nominal value of
60 billion euros) was implemented from July 2009 to June 2010.

5 Credit institutions established in the euro area are required to hold deposits on accounts with their national central banks. These are
called “minimum” or “required” reserves.

6 The term of the minimum reserve maintenance period is approximately one month, with the schedule depending on the sessions
of the Governing Council. The indicative calendar has also been published on the ECB webpage at http://www.ecb.int/press/pr/
date/2011/html/pr110520.en.html.

7 M3 - broad monetary aggregate, which comprises M2 and marketable instruments, in particular repurchase agreements, money
market fund shares/units and bonds issued by monetary financial institutions with a term of up to two years.
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amounting to a mere 1.5% in December, with the three-month average being 2.1%. Thus, the risks
posed by the increase in money supply to price stability remain low.

Monitoring

The adoption of the euro changed both the scope and procedure for conducting monitoring in Eesti
Pank. The focus previously lay on trade partners and target markets. Membership in the euro area
and participation in the Eurosystem monetary policy decision-making process added to the signifi-
cance of monitoring the economy of the entire euro area. Every month, the central bank prepares an
economic analysis of the euro area, which will then be used for briefing the Governor of Eesti Pank
prior to his participation in interest decision making at the Governing Council of the European Central
Bank.

The implementation of the Eurosystem’s single monetary policy is supported by the Monetary Policy
Committee. The Head of the Economics and Research Department is a member of the Monetary
Policy Committee on behalf of Eesti Pank. The committee also comprises representatives of central
banks who have not adopted the euro. The other key task of the committee is thus to coordinate the
monetary policy of the Eurosystem and other central banks of the European Union. The committee
also coordinates preparation of the euro area macro forecasts, and public finance projections. Work-
ing groups on forecasts and public finance have been set up for that. The experts with the Econom-
ics and Research Department participate in these working groups on behalf of Eesti Pank.

Participation in the working groups requires continual monitoring and analysis of the Estonian econ-
omy. The results of the analysis are prepared as bimonthly reports. Where necessary, in-depth
analyses are conducted for the purpose of preparing assessments of the economic situation in a
particular area. The Estonian economy strongly depends on exports. For the most part, the analyses
thus revolve around competition issues.

Monitoring was also affected by the sovereign debt crisis in the euro area in 2011. As the crisis dete-
riorated and the risk of spillover increased, additional monitoring and analysis was launched on the
economy and financial markets of crisis-stricken or endangered member states in the spring of 2011.
Such weekly assessments have occasionally been prepared ever since the autumn of 2008.

The results of monitoring conducted by Eesti Pank are published via the bank’s press releases and
public comments. These consist of regular releases involving key economic indicators, including
the financial sector and foreign sector statistics, and releases dedicated to current economic policy
issues.®

Economic forecasts
Forecasts for the Estonian economy must answer the question of how the global situation and eco-

nomic policy of other nations will affect the near future in Estonia, and whether or not market partici-
pants take into account the developments of the Eurosystem and place importance on the principle

8 Similarly to previous periods, the central bank prepared an assessment of the financial sector on a semi-annual basis also in 2011.
Further information is available in the chapter “Safeguarding financial stability”.



of long-term sustainability. As a member of the euro area, Eesti Pank started to participate in the
preparation of the biannual Eurosystem staff projections used for ascertaining the risks to price
stability and preparing assessments of the economic development. For the macro forecasts of Eesti
Pank, this meant the adoption of the same forecast inputs used by other Eurosystem central banks,
a prolonged preparation process and adherence to the Eurosystem’s common rules of publication.
The forecast still covers the current year and the two years following.

The bank’s spring forecast was published in June, and autumn forecast at the beginning of Decem-
ber. The forecasts comprised both the baseline scenario and the risk scenario considered by experts
to be the most credible. The spring forecast touched upon the risk of wage pressures while the
autumn forecast analysed the risk of a sharper and longer-than-expected drop in external demand.
In addition, the spring forecast included background information on and factors contributing to price
movements on the Estonian food market.

The preparation of the forecast was based on the quarterly macro-economic model and expert
assessments. In the macro model, long-term growth stems from supply-based factors, while short-
term fluctuations, due to the slow adjustment of prices, are driven by demand. Overall, the macro
model used by Eesti Pank follows the logic of the structural blocks of member states in the European
System of Central Banks Multi-Country Model, taking into account the specifics of Estonia as a very
small and open economy on the path of EU convergence. Expert assessments are a part of the
preparation of the forecast.

Even though the preparation of the economic forecast was incorporated in the Eurosystem’s single
forecast system, the bank retained its ability and readiness for preparing independent additional
forecasts, should the results of monitoring require that. The preparation of any additional forecasts
was not considered necessary in 2011.

Advising the government

Economic forecasts together with monitoring provide Eesti Pank with the background information
required for advising the government. The economic development and key problems of economic
policy are discussed in the quarterly meetings with the Ministry of Finance and the Ministry of Eco-
nomic Affairs and Communications. The Prime Minister’s Office and the Office of the President of
the Republic are also represented at these meetings. In addition, the bank’s experts participate in
the European Union Coordination Council which gathers on a weekly basis in the State Chancel-
lery. Eesti Pank’s experts mainly contribute to the preparation of the meetings of the EU ministers of
finance (ECOFIN) and heads of government (European Council).®

Consultations on fiscal policy have also become a norm. In the spring forecast cycle, the con-
sultations and discussions mainly revolve around the budget strategy and stability programme. In
autumn, the next year’s budget is discussed. Key subjects in 2011 included further development of
the national fiscal policy framework.

9 Further information on cooperation in financial stability is provided in the chapter “Safeguarding financial stability”.
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From the point of view of sustainability of public finance, Eesti Pank has always emphasised the need
to further efforts towards reducing budget deficit and enhancing the efficiency of the general govern-
ment. The state budget strategy prepared in the spring of 2010 stems from the same basic idea, with
the consolidated budget scheduled to generate a surplus at the latest in 2013. Eesti Pank considers
the established objective to be quite reasonable. While government expenditure decreased against
massive cut-backs in 2009-2010, a moderate increase in expenditure could be seen in 2011. The
consolidated budget objective was based on the assumption that the increase in expenditure would
be much slower than the increase in tax revenue in 2011 and the subsequent periods. In the first half
of the year, the objective seemed relatively easy to achieve.

The end of the summer saw a significant increase in the probability of the pessimistic scenarios for
the global economy to realise. The debate over the state budget for 2012 thus had to consider the
deteriorating outlook. Eesti Pank stressed in its statements that growing uncertainty calls for espe-
cially strict requirements for the Estonian fiscal policy, and pointed out the difficulties in forecasting
economic growth and tax revenues in the upcoming periods.

The draft state budget prepared by the government for 2012 was based on the assumption that
government expenditure would increase by a little over 5% (without considering the one-off impact
of emissions trading). Eesti Pank reckoned that the figure fell short of Estonia’s ability to grow and
boost tax revenue in the medium perspective, but still jeopardized the strategic objective of eliminat-
ing the budget deficit by 2013. The upswing in government spending would have fuelled unreason-
able expectations. The structural budget balance — the budget position indicator without considering
the impact of the economic cycle as well as extraordinary revenue and expenditure — would still
have shown a surplus, but the fiscal policy would have been relaxed to some extent. Eesti Pank thus
advised, in the discussions with the government and the Finance Committee of the Riigikogu, to build
the state budget for 2012 on the Ministry of Finance’s risk scenario, while continuing to pursue the
goal of eliminating the budget deficit. At the same time, the central bank called attention to the need
to refrain from excessive volatility of government expenditure, and ensure the availability of sufficient
reserves.