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INTRODUCTION

A lot of countries have had to adapt to expand-
ing trade barriers since spring of this year, though
these have not damaged the growth in global
trade, at least not yet. Growth slowed a little in
the summer months in the global economy as a
whole, but this was partly caused by the typical
cooling of the economic cycle. Although growth
has eased a little, demand still increased in for-
eign markets, which was reflected in the Estonian
economy as export revenues from goods and
services increased substantially.

Revisions to the economic statistics recently re-
leased by Statistics Estonia confirm what was
suspected, that the Estonian economy did not
start growing sharply in 2017 but was already do-
ing so earlier. This is more in line with the deep-
ening shortage of labour, which has been a
cause of concern for companies for a long time.
Unfortunately the state of the labour market re-
flects not only the expansion of the economy, but
also the lack of interest from companies in in-
creasing productivity and in investment. This is
particularly noticeable in branches of the econo-
my with lower productivity, where available labour
resources have become fewer, but this has not
led to any increase in investment. Such a pattern
could earlier be explained by uncertainty about
the future, but now the main reason is probably
that there is less future for types of production us-
ing outdated or obsolete technology, while there

are difficulties in moving over to new technology.
Branches of the economy with high productivity
invest more and this attracts resources, includ-
ing the reallocation of labour. However, the total
purchases of fixed assets by the whole business
sector are so small despite good funding condi-
tions that they indicate bottlenecks that need to
be resolved in the business environment.

The lack of investment by businesses and the
higher savings rate of households means the cur-
rent account has remained in surplus and Estonia
is a net lender to the rest of the world. The in-
come level of Estonia is still below the average
for the European Union, so it might be expected
that loans might be taken to finance investment
S0 as to achieve faster growth and a higher in-
come level. Instead, stresses have built up in the
labour market. The unemployment rate has fall-
en to one of the lowest levels ever recorded and
wage growth does not show significant signs of
slowing. Given that some of the unemployed are
those who entered the labour market under the
Work Ability Reform and have not yet found work,
the number of unemployed would have been
even lower without the reform. The exceptionally
low level of unemployment illustrates well the cy-
clical peak the Estonian economy has reached.
It also indicates that the current rate of growth in
the economy is not built on a stable foundation,
and some decline in growth may be expected.



THE EXTERNAL ENVIRONMENT

THE GLOBAL ECONOMY

The global economy again grew quite strongly
in the summer months. The earlier rapid growth
has faded as growth in global industrial output
volumes and trade volumes has slowed and the
growth cycle of the economy has reached a ma-
ture phase. The growth has been more uneven
across countries and regions, especially com-
pared to where it was at the end of last year (see
Table 1). The introduction of new trade barriers
and sanctions by several countries together with
geopolitical tensions caused volatility in global
financial markets in the summer (see Figure 1).
However, these have not yet had any visible im-
pact on the real economy. The consolidated in-
dex for global economic activity has weakened,
primarily because of a fall in new orders, and
looking forward, the risk of a sharp slowdown in
global growth has risen.

Advanced economies grew at quite different
rates in the second quarter. Growth accelerat-
ed in the US with support from the public sector,
but it slowed a little in the euro area, the United
Kingdom and Japan. There are various reasons
for this, ranging from extraordinary weather con-
ditions and uncertainty caused by barriers to
trade, to domestic political choices. Even though
the central banks of large countries are running
a tighter monetary policy, funding conditions re-
main accommodative and equity prices in devel-
oped countries have generally risen.

Problems have deepened in some develop-
ing countries. Trade tensions have led finan-
cial markets to show a notable preference for the
safe asset classes of developed countries once

Figure 1. Stock market volatility
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Source: Bloomberg

again, while there has been a moderate outflow
of capital from developing markets and a depre-
ciation in the currency of some developing coun-
tries including Turkey, Argentina, Brazil and India,
all of which indicates a rise in uncertainty. The
current account deficit, external debt and pub-
lic and private sector debt burdens are generally
large in those countries. Growth in the important
developing countries like China and some oil ex-
porters has been stable even so, or has even in-
creased because of rising commodities prices or
increased public sector spending.

The increased import tariffs imposed by the
US have not yet had a substantial negative im-
pact on the Chinese economy. Yearly growth in
the economy was almost the same in the second
quarter as in the first at 6.7%. Output fell, but for-
eign trade remains lively and exports grew rapidly
at a rate of 11.8% in the second quarter. Imports
also grew strongly in the summer because while

Table 1. GDP growth in different regions in 2012-2018 (change, %)

2012 2013 2014

2015 2016 2017 Q12018* Q22018 2018

World 3.5 3.5
Advanced economies 1.2 1.3
Emerging markets and developing 5.4 54
economies

Euro area -0.9 -0.3
United States 2.2 1.7
China 7.9 7.8
Japan 1.5 2.0
United Kingdom 1.5 21

3.6
21

4.7

1.2
2.6
7.3
0.4
3.1

3.5 3.2 3.8 3.9
2.3 1.7 2.3 2.4
43 4.4 48 4.9
21 1.8 24  25(0.4) 2.2 (0.4) 2.2
2.9 15 23 26(0.6) 2.9(1.0) 2.9
6.9 6.7 69  6.8(1.4) 6.7 (1.8) 6.6
1.4 0.9 16 11(-0.2) 1.0 (0.5) 1.0
2.3 1.9 1.8 1.2(0.) 1.3(0.4) 1.4

* GDP growth from the same quarter of the previous year and from the previous quarter in brackets; 2018 is WEO forecast
Sources: IMF World Economic Outlook Update (July 2018), OECD, Eurostat, national statistics

a  ESTONIAN ECONOMY AND MONETARY POLICY 3/2018




® ESTONIAN ECONOMY AND MONETARY POLICY 3/2018

China raised retaliatory import tariffs on goods
from the US, it lowered customs duties on prod-
ucts from several other countries. Domestically
the government continues to take measures en-
thusiastically to reduce the risks and debt burden
of the financial sector. This should mean that in
future the economy develops in a more balanced
way than it has been doing. However, trade barri-
ers will make it harder for China to meet its goals
for economic growth.

The US economy is currently doing well.
Yearly growth in the economy increased to 2.9%
in the second quarter thanks to strong domes-
tic demand and increased public sector spend-
ing. Quite surprisingly, the trade tariffs introduced
by the US government had a beneficial effect on
foreign trade in the summer, as trade volumes
were increased as a precaution in fear of retal-
iatory measures from trading partners. This can
be seen in the increase in exports of soya beans
to China, for example. Looking forward though,
growth is more likely to fade in the US econo-
my as import duties reduce foreign demand in
the end, while the increased budget spending
and the tax cuts are planned to be temporary.
US industrial output grew rapidly in June and July
and corporate confidence is strong, but the ac-
tivity index for the industrial sector' has gradu-
ally weakened. This is largely because of higher
prices for production inputs, obstacles in supply
chains and the potentially harmful impact of tar-
iffs. Consumers in the US are doing well in con-
trast, as unemployment is very low at 3.9% and
annual wage growth has picked up to almost 5%.
This is reflected in solid figures in confidence in-
dexes? and strong growth in retail sales. In line
with this, inflation remains high at 2.9%.

Growth has remained moderate in the
Japanese economy. Consumer spending and
corporate investment helped the yearly growth in
the economy to remain at 1%. The export growth
which has supported the economy until now
slowed a little in the summer, while trade barri-

ers reduced exports to the US. Several Japanese
industrial districts suffered from floods and heat
waves in the summer, and growth in industrial
output dropped quite sharply in July. New export
orders are down and the rapid rise in commodi-
ties prices has raised the price of production in-
puts, and in consequence the activity index for
manufacturing® has weakened. There are still no
clear signs of wage growth picking up in Japan,
and while yearly growth in wages reached 3.3%
in June, it fell again in August. Unemployment
is extraordinarily low however, at 2.4%. It is ex-
pected that employers hit by labour shortages
will turn to artificial intelligence and the wider use
of technology, and will also increase the employ-
ment of women. The rapid rise in food prices has
lifted inflation to close to 1%.

The economy in the United Kingdom per-
formed a little better as household consump-
tion increased. Yearly growth in the economy
rose to 1.3% in the second quarter, and export
growth remained strong in the summer while the
foreign trade deficit narrowed. The exchange
rate for the pound has declined steadily against
other major currencies in recent months as the
risk has increased of the United Kingdom exiting
the European Union without a trade agreement,
which would make trading relations much more
complicated. The lower exchange rate does how-
ever favour exports. Output fell in the summer
though, as it has for several consecutive months.
The activity index for manufacturing® also weak-
ened in June and July as corporate confidence®
was reduced by trade barriers, domestic and for-
eign policy confusion about Brexit, and rising
prices for production inputs. New orders are also
down and companies have noted ever sharper
labour shortages. Consumers remain uncertain®
about the future, even though unemployment re-
mains very low at 4% and the employment rate is
high. The cause of uncertainty may be that wage
growth has slowed in recent months. Inflation in
contrast picked up in July for the first time in several
months to 2.5% as various services rose in price.

1 United States Manufacturing PMI, IHS Markit.

The University of Michigan Consumer Sentiment Index.
Japan Manufacturing PMI, IHS Markit.

The IHS Markit/CIPS UK Manufacturing PMI.

The CBI Business Optimism indicator.

o o~ W N

The Gfk Consumer Confidence index.



Equity prices rose in advanced economies.
The MSCI World share index for advanced econ-
omies and the S&P 500 index for US stock mar-
kets both rose in July largely in consequence of
the publication of good financial results by com-
panies. Stock markets have still been support-
ed by constant economic growth in developed
countries. Share prices mostly rose in Europe
in July as well, but in August they started to fall
mainly because of political disagreements about
the Italian budget. Share prices in several devel-
oping countries, including China, fell at the start
of August primarily because of trade tensions and
stresses in currency markets (see Figure 2).

Interest rates fell on risk-free sovereign
bonds towards the end of summer. When the
Japanese central bank announced in July that it
would reduce its purchases of long-term bonds,
the interest rates rose on the bonds of Japan and
several other advanced nations, such as the US,
the United Kingdom and Canada. Heightened
tensions in developing markets in August led
global financial markets to become more risk
averse, and the interest rates on the 10-year sov-
ereign bonds of the US, Germany, Japan and the
United Kingdom fell. Increasing political confu-
sion in Europe led the interest spreads on sov-
ereign bonds to widen again between Germany
and some southern European countries like Italy
and Greece.

Commodities prices moved in different direc-
tions. The price of Brent crude fell from July to the
middle of August as trade conflicts escalated and
production volumes increased in several parts of
the world. By the end of August the oil price had
climbed back to 78 dollars per barrel, however,
as the oil supply from Iran was reduced by sanc-
tions. Metals prices also fell, primarily because of
uncertainty about whether growth would contin-
ue in the global economy. Agricultural commodi-
ties in contrast saw grain prices rise because the
extraordinarily hot summer in the northern hemi-
sphere damaged harvests (see Figure 3).

THE EURO AREA

Growth in the economy in the euro area was
stable in the first half of 2018, but slower than
in the previous year. Eurostat estimated the

Figure 2. World stock indexes
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Figure 3. Commodity price indexes
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quarterly growth in the second quarter at 0.4%,
largely thanks to better economic results than
expected in Germany. The annual growth rate
slowed to 2.2%. Growth continues to be driven
mainly by private consumption while favourable
funding conditions helped investment to grow as
well. Net exports proved a brake on economic
growth for the second quarter in a row. There is
no convincing reason yet to connect this to the
tensions in international trade however, as it was
due more to a sharp increase in imports than to
a fall in exports. The euro exchange rate is put-
ting pressure on euro area exporters though, as it
was a little lower than in the first quarter, but still
4-5% higher than at the same time a year earlier
(see Figure 4).
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Indexes of economic activity in recent months
give grounds to expect that growth will con-
tinue at more or less the same rate in the third
quarter. The Purchasing Managers Index (PMI)
published by Markit has remained at more or less
the same level since March, and indicates quar-
terly GDP growth of 0.4-0.5%. Various indicators
show confidence remaining stronger than of late
among both companies and consumers, though
a shallow but clear downward trend is becoming
more and more discernible.

Labour shortages are biting harder and hard-
er in the euro area. The unemployment rate fell
to 8.3% in the second quarter, which is its lowest
since 2008 (see Figure 5). Growth in employment
remained at 0.4% and survey results indicate that
companies are planning to hire additional staff in
future. Labour shortages are considered one of
the main factors hindering production in the euro
area, and are particularly sharp in countries where
the unemployment rate is very low, like Germany,
the Netherlands and Estonia. Wage growth has
picked up a little, which is in keeping with other
developments in the labour market. General infla-
tion has also picked up in recent months, which
is likely to keep wage growth high.

Inflation has been pushed a little above its
target level by temporary factors. Rising prices
for energy and services pushed inflation in the
euro area to 2.1% in July, which is its highest
level since the end of 2012 (see Figure 6). It fell by
0.1 percentage point in August, as the rise in
energy prices and core inflation were a little
lower. This slight fall in inflation was expected
by the market. Core inflation, which is the con-
stant component of inflation, has remained at
around 1% since the start of the year. The Survey
of Professional Forecasters found that long-term,
five-year ahead, inflation expectations for the
euro area remain anchored at 1.9%. The accom-
modative monetary policy in the euro area has
helped to keep inflation at close to its target
(see Box 1).

Figure 4. Trade-weighted euro exchange rate
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Figure 5. Employment and unemployment
in the euro area
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Figure 6. Euro area inflation
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Box 1. The euro area's monetary policy environment

The objective of the Eurosystem monetary poli-
cy is to maintain price stability in the euro area.
The forecast from the European Central Bank of
September 2018 expects that inflation will climb
to 1.7% by 2020, Inflation is being boosted by
monetary policy measures and the strong econ-
omy in the euro area. The Governing Council of
the European Central Bank has held monetary
policy interest rates at their lowest levels under
the economic and monetary union in the first
three quarters of 2018, with the minimum bid
rate on main refinancing operations at 0.00%,
the lending facility rate at 0.25%, and the de-
posit facility rate at -0.40% (see Figure B1.1).
The Governing Council expects these rates will
remain at their current level at least through the
summer of 2019, and in any case for as long as
necessary to ensure the continued sustained
convergence of inflation to its target level.

The Eurosystem has complemented low inter-
est rates with other monetary policy measures,
in order to ease financing conditions and ensure
the revitalisation of the supply of credit even
more strongly to help in meeting the goal of
price stability and in supporting the functioning
of the monetary policy transmission channels.
The monthly purchases under the asset pur-
chase programme are of 30 billion euros from
January 2018 to September, and will be 15 bil-
lion euros a month from October to December.
Net purchases will cease at the end of 2018.
After net asset purchases end, the Governing
Council plans over a long period as part of the

Figure B1.1. Eurosystem key
interest rates and EONIA
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Figure B1.2. Eurosystem holdings under
the asset purchase programme
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programme to continue reinvesting the principal repaid from securities that were bought ear-

lier and have reached maturity. This is very important for the Eurosystem as in this way the pro-
gramme can provide long-term support to monetary policy and favourable liquidity conditions.
The expected effect of the measures on the economy of the euro area and on inflation will be

seen in the medium term.

The support from the monetary policy measures meant that the consolidated balance sheet of
the Eurosystem at the end of August stood at 4.6 trillion euros, which is 2.2 times what it was
in autumn 2014, and was equal to 41% of the GDP of the euro area. Reinvestment of the as-
set purchase programme will help to maintain the size of the balance sheet at about the same
level for some time to come. As at 31 August total asset purchases stood at 2.5 ftrillion euros
(see Figure B1.2). At 2.1 trillion euros, the largest part of the portfolio consists of public sector

7 European Central Bank press conference, 13 September 2018.
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bonds, of which Eesti Pank's cumulative net purchases accounted for 5.4 billion euros at the
end of August 2018.

Average yearly growth of the money supply in the euro area remains strong, and in the second quar-
ter of 2018 the broad money indicator M3 was up 4.1% and the narrow indicator M1 was up 7.3%.
The growth was a little slower than in the previous quarter because the asset purchases were small-
er this year. The growth remained stable in July. The extremely low interest rates have reduced the
return earned by the non-financial sector from term deposits, which has fallen to close to 0.2% in the
euro area on average. The yearly growth in the stock of corporate deposits was a little slower than
earlier in the second quarter, though the growth in the stock of household deposits was a little faster.
The buffers that have been built up generally mean that less external funding is needed for neces-
sary spending and more can be consumed in a favourable economic environment.

Yearly growth in the stock of loans to the private sector has accelerated since the second half of
2015. The yearly growth in the stock of both housing loans and corporate loans has been above
3% since autumn 2017, and lending to companies has grown fastest. Corporate loans have
grown for all maturities, with support for growth coming from the increased need for investment
in fixed assets. Interest rates on loans are at unprecedentedly low levels, averaging 1.7-1.8%.
The spreads between interest rates for euro area countries facing problems and other member
states and those between rates for loans of over 1 million euros and under 0.25 million euros
have narrowed significantly in recent years.

Such changes indicate that monetary policy measures have improved access to loans for the pri-
vate sector. The latest Bank Lending Survey of lending by banks in the euro area shows that the
lending conditions for companies and households have improved®, demand for credit is growing,
and credit institutions have optimistic expectations for the near term. Banks report that their fi-
nancing costs have been brought down with help from the monetary policy measures, and that the
credit supply has been encouraged by stronger competition and lower risk assessments. It should
be noted though that interest rates remaining low

could harm the profitability of banks in the long
o ; m Figure B1.3. Euro area money
term, and this in turn could reduce their ability to
lend and increase the risks to financial stability.
. o . . . 3-month EURIBOR
At the end of June this year credit institutions in —— 6-month EURIBOR
" . = 12-month EURIBOR
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before maturity the targeted long-term loans that
7 &
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8 Changes in lending conditions are interpreted in the survey by analysing the net difference in the shares of those banks
that have noted in the review that they have tightened credit conditions such as margins or collateral demands, and those
banks that said they have loosened their conditions. A negative net rate means that a majority of banks have loosened their

credit conditions.




The accommodative monetary policy in the euro area has helped short-term money market interest
rates stay at their lowest ever level. The expectations for short-term interest rates that are revealed
by financial instruments remain low, and this also keeps long-term interest rates low. EONIA was at
between —0.35% and —0.37% from June to August, holding just above the interest rate on the stand-
ing deposit facility. At the end of August the three-month EURIBOR was at —0.32%, the six-month
EURIBOR was at —0.27%, and the 12-month EURIBOR was at —0.17%, so they have remained at the
level of the end of February (see Figure B1.3). The money market yield curve as shown by the gap
between the one and 12-month EURIBORs was the same as in May, which shows that the expecta-
tions of the market for a rise in monetary policy interest rates have not changed.

ESTONIA'S MAIN TRADING PARTNERS

The economies of Latvia and Lithuania are
growing strongly. Yearly growth in the Latvian
economy picked up to 5.3% in the second quar-
ter, while the Lithuanian economy grew by 3.8%
(see Figure 7). Quarterly growth also remained
strong and was measured at 0.9% in both coun-
tries. The growth is based largely on domestic
demand. Rapid rises in household incomes have
increased private consumption and boosted retail
sales, while investment has also grown rapidly.
Investment activity has been particularly strong
in construction, which partly reflects the support
from European Union funds for the rapid growth
in infrastructure investment. Goods exports have
also grown strongly (see Figure 8) as has manu-
facturing. Labour market indicators are good as
unemployment fell in the second quarter in Latvia
(see Figure 9) and the labour force participation
rate hit record levels in the first quarter. The num-
ber of people in employment in Lithuania was at
its highest ever in the first quarter and the unem-

Figure 7. Yearly growth in GDP
of trading partners
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ployment rate declined significantly in the second
quarter. Despite the rapid growth in the econ-
omy the net migration of Latvia has remained
negative for some years, though in Lithuania im-
migration exceeded emigration last year. Inflation
has been relatively stable in Latvia for the past

Figure 8. Yearly growth in exports
of trading partners
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Figure 9. Unemployment rate
in trading partners
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half year, and in August, consumer prices rose
by 2.8% (see Figure 10). In Lithuania, the annual
growth rate of consumer prices declined to 2.1%
in August. In both Latvia and Lithuania, the price
increase of services has slowed considerably.

The economic climate in the Nordic countries
is good. In the second quarter, the annual GDP
growth of both Finland and Sweden was 2.5% and
the economies of both countries grew from the pre-
vious quarter. Growth was mainly based on invest-
ments and household consumption in the second
quarter. On top of the strong domestic demand,
foreign trade activity is high in Finland and Sweden
and the value of goods exports from both countries
was notably higher in the first half of the year than a
year earlier. Growth remains strong in the industrial
sector in Finland, but the construction sector faced
some limits in the second quarter because of the
strike days resulting from the breakdown of nego-
tiations over a collective agreement with the Finnish
Construction Trade Union. All major branches of
manufacturing in Sweden saw growth in the first
half of the year and despite trending downwards,
the industrial Purchasing Managers Index stood
at over 50 points, which indicates expansion. The
Nordic labour markets are also good as unemploy-
ment is falling and the number participating in the
labour force continued to rise. Inflation remains
low in both countries, with the yearly rise in con-
sumer prices at 1.4% in Finland in July and 2.1% in
Sweden. Although the Swedish economy is doing
well and inflation has risen a little, the central bank
has kept its monetary policy accommodative and
this is one reason why the krona fell to its lowest
level for around a decade.

The Russian economy is continuing its grad-
ual recovery. Yearly growth in the economy
picked up to 1.9% in the second quarter, although
for the first half of the year as a whole growth was
measured at only 1.6%. Investment and consump-

Figure 10. CPI inflation of trading partners
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tion were up in the first half of the year on a year
earlier, in part because of the football World Cup,
but the construction sector remained in decline.
Although manufacturing grew strongly in the sec-
ond quarter, the Purchasing Managers Index of the
sector has fallen below 50 points in recent months.
The value of exports was around one third higher
in the second quarter than a year earlier, though
the lion’s share of the growth came from the high-
er price of oil, while export volumes of crude oil
shrank at the same time. Export volumes of gas
and metal products nevertheless increased in the
second quarter. Growth in real wages supported
household consumption, and sales volumes at re-
tail companies have grown steadily in the past half
year. In August, yearly growth of consumer prices
accelerated to 3.1%. As a result of higher inflation-
ary pressures and a rise in VAT in the beginning of
2019, the Russian central bank raised its key in-
terest rate to 7.5% in mid-September. Extension
of the sanctions on Russia by the US government
at the start of August led to a downturn in the
Moscow Stock Exchange's RTS index. The rou-
ble also weakened to its lowest level of the past
two years.



THE ESTONIAN ECONOMIC ENVIRONMENT

ECONOMIC ACTIVITY

Growth has been fast in the Estonian econo-
my in recent years and has exceeded its es-
timated sustainable level. It remained fast in
the second quarter, as the economy increased
by 3.7% from the second quarter of 2017 and
by 1.4% from the first quarter of 2018 seasonal-
ly and calendar adjusted. Growth was again en-
couraged by accommodative monetary and fiscal
policies and by a strong external environment (for
more on the impact of monetary policy see Box 2).

The good performance of the economy con-
ceals the fall in corporate investment, which
occurred despite continuing strong demand
growth as both exports and private con-
sumption grew faster in the second quarter
than GDP and made a large contribution to
overall economic growth (see Figure 11). The
weakness of investment is a concern as it limits
growth in productivity and thus the long-term de-
velopment of the economy. It can partly be ex-
plained by the shortage of resources caused by
the recovery in the housing market and the in-
creased investment by the general government,
as the public and private sectors are competing
for the same resources. As investment as a whole
is down however, there are probably additional
reasons for the fall in investment by companies.
It is not impossible that corporate investment has
simply been underestimated in the statistics, as
has happened previously.

Almost all the sectors of the economy con-
tributed to the growth in GDP in the sec-
ond quarter (see Figure 12). A large part of the
growth still came from the construction sector,
reflecting the rapid growth in investment in hous-
ing on the demand side of the economy, but the
exporting sector also grew strongly, as is shown
by the rapid growth in value added in manufac-
turing and transportation and storage. In the
service sector it was high productivity activities,
such as business services, professional, scien-
tific and technical activities, and information and
communication, that grew quickly.

The growth in manufacturing slowed in June
and July. Industrial output in July was up around
4% on the previous July, but a large part of that

Figure 11. GDP growth and its components
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Figure 12. Contributions of sectors
to GDP growth in Q2 2018
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Figure 13. Yearly growth in

industrial production
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came from oil shale through electricity production
and shale oil production (see Figure 13). A survey of
industrial companies showed estimates of produc-
tion in recent months were much lower for manu-
facturing companies for July and August than they
were for May or June. Expectations remain optimis-
tic for output in the coming months though.

The whole economy, not just the industri-
al sector, is looking forward to the near-term
future with optimism. The economic sentiment
index, which describes the expectations of com-
panies and consumers for the months ahead, re-
mains higher than in previous years. The Eesti
Pank short-term outlook model for economic
growth, which uses various monthly indicators as
inputs, currently shows that GDP will continue to
grow at around the same rate in the third quar-
ter (see Figure 14). Growth in the economy in the
third quarter may well be slowed by the unusually
hot and dry summer, which has reduced value-
added from agriculture and may also have affect-
ed other branches of the economy.

The ability to grow further in the future is
threatened by supply-side restrictions, in-
cluding the labour shortages confronting
companies, as growth has been running at
above its sustainable level for some time now.
Labour shortages most affect branches of the
economy where productivity is low and wages
are below average (see Figure 15). The resulting
pressure on wages to rise fast may reduce the
ability of such industries to export. The problem
of competitiveness is probably eased by the simi-
lar pressures on low productivity branches of the
economy in other countries in central and eastern
Europe with which Estonian exporters compete.

Wage pressures do not necessarily make
industries suffering from labour shortages
become more capital intensive. Such indus-
tries equally have little spare production capacity
(see Figure 16). Labour shortages may thus indi-
cate not just a shortage of people, but also the
lack of production capacity relative to demand
from the market. The shortage of machinery is
not pushing companies to invest though, as the
higher cost of labour means there is little future
for such low productivity industries in Estonia.
Branches of the economy with low productivity

Figure 14. GDP growth and
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Figure 15. Labour productivity and labour
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Figure 16. Capacity utilisation and labour
shortages in branches of manufacturing
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invest less per worker than branches with high
productivity, and growth in investment has on with low productivity.

average been slower in the parts of the economy

Box 2. How strongly euro area monetary policy affects Estonia

The euro area monetary policy has an effect on the Estonian economy, but the question is how
strong it is. The economic cycles in Estonia and the other Baltic states have been rather volatile
and earlier studies have found that the effects of monetary policy shocks are much larger for
Estonia and other Baltic states than they are on average for the euro area.®

The level of price and wage rigidities mainly determines the strength of the effect of mone-
tary policy on the economy in New Keynesian Dynamic Stochastic General Equilibrium models.
However, prices and wages in Estonia are not likely to be so much more rigid than those in other
European countries'® that they could explain such large-scale differences. Various factors may
still increase the impact of monetary policy. Housing loans in Estonia are based on variable in-
terest rates much more commonly than in other countries in the euro area, meaning that mone-
tary policy is transmitted more directly and faster into the economy, though it is unlikely that this
would explain all of the large difference either.

This analysis shows how certain events can affect estimates of the impact of monetary policy. If
the period of the economic crisis of 2008 is excluded, estimates of the impact of monetary poli-
cy in Estonia are reduced drastically and the estimate for Estonia is statistically no different from
those for the whole euro area, although in the base estimate the impact on indicators for Estonia
is still somewhat stronger than that for the euro area.

As the impact of monetary policy cannot be observed directly in full, it is assessed using sta-
tistical and economic methods. A vector autoregressive (VAR) system of equations is often
used, where the effects of monetary policy are
identified using the Taylor rule'. It is assumed  [EEELEAEPRRENEICT CRUTEE I D)

) ) ) monetary policy on Estonian GDP, %
that output and inflation are affected simulta-

neously by the monetary interest rate, though o han GDP wilh the crisis excluded

the monetary policy interest rate does not af- o Fotonian GDP with the crisis included
fect the other variables in the same period. This
approach mostly works well, though the residu-
als in the equation for the interest rate must not
correlate with other events in the economy. If
another major event occurs in the economy at
the same time as the monetary policy shock,
and this is not taken into account, the VAR sys-
tem will interpret that as a change due to mon-
etary policy. Some correlation is inevitable in
every sample, though it may present a serious quarters

problem in short time series, where it might ap- Sources: Eurostat, Statistics Estonia, Eesti Pank

0

9 See Errit, G. and Uuskdila, L. (2014). Euro area monetary policy transmission in Estonia. Baltic Journal of Economics, 14(1-
2):565-77, and Stakenas, J. and Stasiukynaite, R. (2017). Monetary policy transmission: the case of Lithuania. Baltic Journal of
Economics, 17(1):1-24.

10 Branten, E., Lamo, A., Rodm, T. (2018). Nominal wage rigidity in the EU countries before and after the Great Recession:
evidence from the WDN surveys, Eesti Pank working paper no 3.

11 The rule was proposed in 1993 by John B. Taylor. He found that central bank interest rates rise when inflation and eco-
nomic growth rates pass equilibrium values.
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Figure B2.2. Average impact of euro Figure B2.4. Average impact of euro area
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pear that other economic events are occurring together with monetary policy changes.

The yellow lines in Figures B2.1 to B2.5 show the average effect of a monetary policy shock on
the euro area and on Estonia in the period from the first quarter of 1997 to the first quarter of
2018, with the events of 2008 excluded. The 68% confidence bounds for the estimate are indi-
cated by the blue area around the point estimate.

The estimated model shows that a rise of 0.25 percentage point in the three-month Euribor in-
terest rate leads to a fall in GDP in the euro area on average of more than 0.4% over five years.
The GDP deflator inflation for the euro area falls by a little more than 0.2 percentage point over
ayear, and a year later by around 0.1 percentage point. Estonian GDP falls by around 0.8% over
the five years and inflation falls by around 0.5 percentage point over a year and a half.

The differences between economic developments in Estonia and the euro area are not signifi-
cant in statistical terms even within 68% confidence bounds, while the difference between point
estimates is economically still sizable. It is understandable though that the impact on one small
region may differ slightly from the overall average impact.




All the estimates for Estonia are substantially smaller than those indicated in orange, which are
taken from a model where the impact of the financial crisis is not excluded. In this case Estonian
GDP falls by as much as 2% and inflation falls by more than one percentage point. The shocks
of 2008 may well in fact have been correlated with monetary policy shocks. The recession that
started in 2008, which was not evidently caused by the tightening of monetary policy at the
same time, may have significantly affected how the impact of monetary policy was understood.

In this estimate the monetary policy of the euro area once again has a significant impact on the
Estonian economy. Other important macroeconomic indicators like consumption, investment,
imports, exports, and credit indicators react significantly to changes in monetary policy and
generally more strongly than those for the euro area do.

DOMESTIC DEMAND

Domestic demand increased in the second
quarter of 2018 in Estonia primarily thanks to
the rapid growth in private consumption. The
growth of 4.5% in domestic demand was also
given a boost by larger acquisitions of inventory
than last year. Gross fixed capital formation was
about the same level as a year earlier. Investment
was up in the household sector and general gov-
ernment, but down in the business sector (see
Figure 17).

Corporate investment fell for the third quar-
ter in a row. Gross fixed capital formation by
companies was down by 14.4% over the year at
constant prices in the second quarter. The fall
was primarily due to a reduction in investment in
means of transport and the largest fall in invest-
ment was in transportation and storage. The fall
in investment in that sector and by companies as
a whole can partly be explained by the purchase
of two ferries a year earlier, which substantially
raised the level of investment at that time. If that
one-off transaction is excluded, the fall in invest-
ment by the business sector was one third small-
er. Gross fixed capital formation also fell sharply
in retail, as less was invested than last year in
buildings. Statistics on construction and use per-
mits show that less than half as much new trad-
ing space was built in the second quarter as a
year earlier, which is to be expected given the
earlier large amounts of construction. Though in-
vestment in transport and buildings was down,
companies invested increased amounts in other
machinery and equipment as investment grew in
the industrial sector. Gross fixed capital formation

Figure 17. Gross fixed capital formation
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Sources: Statistics Estonia, Eesti Pank

increased in energy, mining and manufacturing,
which between them create one fifth of the value
added in the Estonian economy.

The options of Estonian companies for financ-
ing investment were good in the first half of
2018. Strong capitalisation and rapid growth in
deposits meant the banks operating in Estonia
have good capacity for lending. In recent years
there have been fewer banks actively lending to
large companies, though such banks have suffi-
cient funds for lending and large companies are
quite able to borrow from abroad. There are more
panks in the market that are able to lend to small
companies. One or two banks have raised their
loan interest rates a little, but in the market as
a whole interest rates and other lending condi-
tions remain about the same as they were a year
ago. The average interest rate on new long-term
corporate loans averaged around 2.4% in the first
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seven months of 2018. Good access to domes-
tic bank loans is also indicated by the relatively
rapid growth in borrowing from banks in Estonia,
as around 20% more was issued in new long-
term loans and leases in the first seven months
of the year than in the same period of last year.
Borrowing from abroad and growth in gross debt
have remained modest however.

The growth in general government invest-
ment slowed in the second quarter. Gross
fixed capital formation by the general government
was up 6.1% over the year, and the growth was
driven primarily by increased investment in con-
struction.

There was a lot of activity in the housing mar-
ket in the second quarter of 2018, especially
the market for new residential space, which is
shown by the growth of 38.4% in investment
by households in residential space. Statistics
for construction and use permits for buildings
show that one fifth more usage permits for new
residential space were issued in the second
quarter than a year earlier, like in the first quar-
ter. The rapid growth in investment in housing
reflects high levels of demand. Rapid growth in
wages means that real estate remains easily ac-
cessible and there are a relatively large number
of people who are currently of the prime age for
buying housing. Few banks offer housing loans in
Estonia, and competition between them is mod-
est, but they have sufficient funds to be able to
issue housing loans. Some 9% more was issued
in new housing loans in the first seven months
of 2018 than in the same months of the previous
year. The average interest rate on new housing
loans has risen a little in 2018, climbing above
2.5% in July, though other lending conditions
have not changed noticeably. Data from the Land
Board show the yearly rise in the average square
metre price of apartment transactions was some
14% in the second quarter, though that was af-
fected by an increase in the share of transactions
for new and more expensive apartments (see
Figure 18). Had the structure of transactions re-
mained the same, the growth would have been
around 8%. Preliminary data showed that prices
rose more slowly in July and August.

Figure 18. Floor area of apartments purchased

and sold and share of transactions with
apartments sold for the first time
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Figure 19. Private consumption
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The yearly growth in private consump-
tion increased for the third quarter in a row.
Spending on private consumption by residents
of Estonia was higher in the second quarter
than a year earlier at constant prices, and ad-
justed for inflation the rise was 4.0% (See Figure
19). In previous years the payroll has grown fast-
er than private consumption, but in the second
quarter of this year private consumption grew at
the same rate as the real payroll. Slightly slower
growth in the payroll did not lead households to
slow the growth in their outgoings, as consumer
confidence about the future remains very strong
and the net incomes of those earning the aver-
age wage increased substantially following the
income tax reform. Rapid growth in private con-



sumption did not lead to any reduction in saving,
as the yearly growth in the stock of household de-
posits was a little faster than a year earlier. Sales
revenues in retail grew more slowly than private
consumption in the second quarter as spending
grew faster than the average on services that do
not come under retail, like communications, edu-
cation, housing and leisure. As is typical for good
times in the economy, demand for consumption
loans has been strong for some time now, and
there is tight competition between providers of
consumption loans. As a result, the yearly growth
in the stock of consumption loans, including car
leases, was above 10% in July 2018.

The growth in domestic demand was also
boosted in the second quarter by increases in
inventory. Inventory was notably larger in the re-
al estate sector than it was a year ago as stocks
of unfinished products built up, and stocks also
increased in manufacturing as commodities and
materials were bought and stocks of unfinished
products increased.

EXTERNAL BALANCE AND
COMPETITIVENESS

Goods exports started to grow again in the
second quarter together with economic ac-
tivity, and positive net exports of servic-
es helped to improve the external balance.
Nominal growth in exports was 7.5% for goods
in the second quarter and 8% for services, while
goods imports increased by 8.3% and services
imports by 9.3%. Despite the recovery of growth
in goods exports, the trade deficit did not change
significantly in the second quarter, and the defi-
cit of 226 million euros on the goods account and
the surplus of 39 million euros on the services ac-
count were both larger than they were in the first
half of 2017. Goods exports provided two thirds
of the growth in exports of goods and servic-
es, and services exports provided one third (see
Figure 20). In the European Union on average the
nominal growth in exports in the first half year
was 5% for exports within the European Union
and 2.5% for exports outside the union, while the
consolidated figure for Estonia was 4%. The cur-
rent account surplus was 118 million euros in the
second quarter, and combined with the deficit in
the first quarter this meant the current account

Figure 20. Export growth decomposed
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was close to balance for the half year as a whole
at 37.6 million euros in surplus.

The growth in goods exports is in line with
the recovery in economic activity in the sec-
ond quarter and came mainly from interme-
diate goods as exports of them increased by
13% and they provided 59% of total exports.
The group of goods that grew most was mo-
tor vehicles and motor fuel, which grew by 20%
and accounted for 5% of all exports. Other ma-
jor groups of goods grew less, while consumer
goods, which had a share of 18% of exports, in-
creased by only 1%. The largest contributors to
the surplus on the services account were trans-
port services and other business services, which
both accounted for 21% of it, and exports of oth-
er business services were 20% more than in the
first half of 2017. The growth in both exports and
imports of services was broadly based.

Imports of goods grew most in the same
groups as in exports, and this helped the
trade deficit to remain about the same size as
in the first quarter. Initial data show that imports
of capital goods were 8% smaller in the first half
of the year than in the first half of 2017, which re-
flects a stagnation of investment in fixed assets
in the GDP statistics. The high reference base is
a factor here though, as the import statistics for
the first quarter of 2017 include a one-off trans-
action of over 200 million euros, which reduces
the growth in imports of capital goods in 2018
through the base effect.
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In parallel with the much smaller surplus in
goods and services, competitiveness indica-
tors are weaker than a year previously. The
dynamics of the effective exchange rates show a
moderate but stable appreciation and the nomi-
nal effective exchange rate (NEER) in the first half
of the year was up 2.2% on the first half of 2017
and 0.9% on the second half. The real effective
exchange rate (REER) was higher in the first quar-
ter of 2018 than a year earlier by 3.9% for the
GDP deflator-based REER and 4.9% for the unit
labour cost-based REER. In the past 12 months
the rise in the real effective exchange rate has
come from both changes in exchange rates and
the rise in relative prices. High frequency indica-
tors show that terms of trade have deteriorated
since February this year (see Figure 21). On top
of changes in price-based competitiveness, it will
be necessary in future to consider the impact of
the trade barriers spreading around the globe,
which will affect Estonia quite immediately be-
cause of its great openness (for more see Box 3).

The sum total of the current account and cap-
ital account of the balance of payments was
again positive in the first half of the year at 111
million euros, which indicates that Estonia
continues to be a net lender to the rest of the
world (see Figure 22). The financial account was
close to balance at 22 million euros in surplus,
as residents have invested this much more in for-
eign countries than has been invested in Estonia
by non-residents. Overall there were no major
changes in financial flows.

Figure 21. Export and import price indexes

yearly change in the export price index
yearly change in the import price index

8%

-
Vs O\
W vy

1 1 1 1 J
2014 2015 2016 2017 2018

-4%

8%

Source: Statistics Estonia

Figure 22. Current account
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sidered.

Box 3. The impact of trade barriers on Estonia through the international value

The trade barriers that came very much into focus in the spring could impact the Estonian econ-
omy substantially. Scenarios in which states simultaneously introduce barriers have been con-
structed to analyse the effect of protectionism'™. The trade spat in the spring when measures
were taken that quickly became threatening showed that trade barriers can be introduced for
very different groups of goods and so there is no point in analysing the impact of restrictions
only on certain groups of goods, but rather the broader impact of protectionism should be con-

Economics., 23: 575-605.

12 The analysis of global value chains uses a model of global trade based on the global Input-Output Database. Timmer,
M. P., Dietzenbacher, E., Los, B., Stehrer, R. and de Vries, G.J. (2015), "An lllustrated User Guide to the World Input—
Output Database: the Case of Global Automotive Production®, http://dx.doi.org/10.1111/roie.12178 Review of International




As the Estonian economy is quite open, protectionism can have a serious impact on its fortunes.
How open the economy is can be shown by exports relative to GDP, and last year the ratio of ex-
ports to GDP for Estonia was 77%. This does not mean that exports provide over three quarters
of Estonian GDP though, as a large part of the value of the goods exported comes from import-
ed production inputs. The value added of the exports that come directly from Estonia makes up
around 40% of GDP, which is a very high figure in international comparison.

If all the countries in the world were to restrict imports by 1%, it would reduce Estonian GDP in
the short term by around 1%. If all countries limited imports at the same time, global trade would
be reduced by more than initially planned. The need for intermediate products in the value chain
would be reduced, and this would amplify the decline in global trade. Exporters affected by
weaker global trade would be able to pay less in wages, meaning their workers would have to
reduce their consumption spending, pushing global demand down further.

The impact of trade barriers is eased for Estonia by membership of the European Union (see
Figure B3.1). If the countries in the European Union and the European Free trade Area did not
introduce trade barriers on each other, the effect of the trade barriers on Estonia would only be
half as much as if all countries introduced trade barriers on one another.

Figure B3.1. Change in value added in % if all countries limit imports by 1%

=== if all countries limit imports if EU and EFTA countries do not limit trade between themselves
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One reason for countries to introduce trade barriers may be to protect their own workers, in
which case it may be expected that they would want to substitute imports by the output of their
own companies. Scenarios have been run to test this, where countries introduce barriers to re-
duce imports by 10% and produce the same goods themselves to replace those imports. The
central assumption of the scenario is that goods can be produced in every country at the same
price and branches of the economy competing with imports are freely able to increase their pro-
duction. This is not actually very realistic, as goods are generally imported from abroad because
they can be made more cheaply there or they are of better quality, or for some similar reason.

This scenario does indicate though which countries would lose relatively more if barriers to trade
were really introduced. The biggest losers in the short term would be those countries that have a
surplus on their current account. As global trade was reined back, production would fall most in
those countries that export more than they import. This conclusion sits well with the arguments
that politicians have used to justify trade barriers. It is equally apparent that in such a scenario
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Figure B3.2. Change in value added in % if all countries substituted 10% of their imports
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Estonia would lose most if countries in the European Union were not to introduce trade barriers
on each other. The reason for this is that although Estonia has a surplus on its global balance for
goods and services, it has a deficit against other countries in the European Union.

It should be remembered with import replacement that trade barriers not only have a measur-
able financial impact, but they also reduce freedom of choice and harm intercommunication and
international relations. The ability to choose between different products is of value in itself for
consumers, though that value is difficult to measure. In consequence trade barriers would also
hurt consumers in countries that appear to gain from them by reducing the freedom of choice.

THE LABOUR MARKET
Figure 23. Yearly change in average
wages by employer ownership

Yearly growth in the gross monthly wage de-
celerated from 7.7% in the first quarter of
the year to 6.4% in the second. The growth
slowed because of the slower rise in the mini-
mum wage and the impact of income tax reform,
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by the shortage of available resources in the la-

bour market and the increasing labour shortages 4%

2%

better aligned with growth in labour produc-
tivity since 2017 than it was in 2014-2016. Real
wages, which is the average wage adjusted for
inflation, have risen by around 3-4% a year since

Growth slowed in the average wage in the
public sector for employees of the state and
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2017. The purchasing power of wages is increas-
ing much more slowly than when consumer
prices were falling in 2014-2015 and the first three
quarters of 2016.

of local government (see Figure 23). Wages
grew at a falling rate at private companies with
Estonian ownership, but grew at an increas-
ing rate at foreign-owned companies. The wage



growth in the state sector was boosted by the ad-
ministrative reform of 2017 and the presidency of
the Council of the European Union. The effect of
those factors has now faded, and so slower wage
growth was to be expected. Wage growth in edu-
cation under local authorities slowed in the sec-
ond quarter, probably because changes to the
income tax system affected how holiday pay was
taken, which impacted the wage statistics tem-
porarily.

Wages in manufacturing, where a large part
of output is exported, rose by less than else-
where in the economy at a rate of 5.5%.
Labour costs accounted for around the same
share of value added in manufacturing as they
did a year earlier. The improvement in foreign de-
mand meant that labour productivity rose in man-
ufacturing over the year at the same rate as, or
even faster than, wage costs. The rate of wage
growth in other countries in central and eastern
Europe that are competitors in export markets al-
so picked up at the same time. Wage growth ac-
celerated in construction, driven by demand for
labour, though there remains a shortage of qual-
ified labour. If the need for labour in construc-
tion increases further, it may start to raise wage
growth in the industrial sector, which competes
for similar labour.

Revised data show that real unit labour
costs, which approximately express the ra-
tio of labour costs in the whole economy
to GDP in current prices, rose by 0.8% in
2017 and 0.9% in the first half of 2018. This
means that the labour share has not declined af-
ter rising rapidly during the years of rapidly rising
wages and weak economic growth. However, it
is now increasing at a slower rate. As an increas-
ing labour share reflects a reduction in the share
of profits in GDP and indicates narrowing profit
margins, Estonia may have become less attrac-
tive as a place to locate production.

The labour force survey by Statistics Estonia
found that 71.9% of people aged 15-74 were
participating in the labour market in the sec-
ond quarter, which is about the same as a
year earlier. The labour force participation rate
has risen to five percentage points above where
it was before the crisis. Some 68.2% of work-

Figure 24. Yearly growth in employment from
the Labour Force Survey
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Figure 25. Unemployment
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ing age people were in work and the employ-
ment rate rose by 1.3 percentage points over
the year. The labour force participation rate fell in
Harjumaa though it rose almost everywhere else,
especially in Ida-Virumaa. Employment increased
in both the service and industrial sectors, but at a
faster rate in industry(see Figure 24). Other sourc-
es also indicate that the labour market remains
favourable for employees. Data from the Tax and
Customs Board show the number of waged em-
ployees rose by more than 2% in first half of 2018.

The unemployment rate was 5.1% in the sec-
ond quarter which is almost two percentage
points lower than a year earlier. Data from
Tootukassa, the unemployment insurance fund,
show a slight rise in the number of registered
unemployed from the second quarter of 2017,
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though this can again be explained by the impact
of the Work Ability Reform. Equally, fear of rising
unemployment declined among households even
though the unemployment rate is low.

An ever-increasing share of employers cite
labour shortages as a factor preventing them
expanding their activities, while their opti-
mism about increasing growth in employment
in future shows signs of fading. The share of
service companies and industrial companies that
considered labour shortages an obstacle to in-
creased production grew further in the second
quarter. There was no increase in the share of
such companies in construction, and it remained
at its high level of last year. Companies have how-
ever become more pessimistic at the same time
about future growth in employment, and only the
industrial sector expects growth in future.

The number of vacancies and their share in
the total number of jobs both declined in the
first half of 2018. The fall in the vacancy rate is in
line with the decline in optimism among companies
about future growth in employment. A fairly large
number of vacancies still remain because of the
rapid rise in their numbers in 2017 (see Figure 26).
Manufacturing drove the rise in vacancies last year
and the fall in 2018 more than any other sector. As
the construction market came to life, the number
of positions available in that sector also increased.
The rise in the number of vacancies in the public
sector is also worthy of note, and comes mainly
from education, though also from healthcare.

PRICES

Overall inflation accelerated notably in the
second quarter. Inflation was 2.8% in April but it
rose to 4% in June, driven by a rise in energy pric-
es, especially electricity prices. Growth in food
prices slowed at the same time though, and this
slowed the inflation in the consumer basket (see
Figure 27). The perceived inflation of consumers
has been a little faster than is indicated by official
statistics. Some fall in inflation is expected in the
coming year though (see Box 4.1).

Inflation eased for food products in the first
half of the year as prices for food commod-
ities rose more slowly in global markets.

Figure 26. Vacancy rate, seasonally adjusted
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Figure 27. CPI growth
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Figure 28. Growth in energy prices
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Inflation for food products was slowed mainly
because of the high reference base, though the
level of retail prices has been broadly stable this
year. The price of dairy products rose particularly
sharply in the second half of 2017, and so the ref-
erence base will remain high until the end of this
year. Food price inflation may start to pick up in
the months ahead as the drought that started in
spring has hit the harvest of a lot of garden pro-
duce and grains. A lot of other European coun-
tries have also suffered from the drought, though
inflation has so far remained restrained for food
commodities on the global market.

A large part of inflation, some 0.6 percent-
age point, comes from the rise in excises this
year. The excise on fuel, tobacco and alcohol was
raised at the beginning of the year, and the rise in
excise on beer last July continued to have an effect
throughout the first half of the year. Alcohol and to-
bacco products were 12% more expensive in the
second quarter than they were a year ago in con-
sequence. The price of beer has been raised fur-
ther by the mark-up of merchants, while the price of
wine is affected by higher prices for imports.

Growth in energy prices accelerated sharp-
ly in the second quarter. This is because mo-
tor fuels and electricity were more than 15%
more expensive than a year earlier (see Figure
28). The price of crude oil on the global market
rose in US dollars in the second quarter, and the
rise was exaggerated by the depreciation of the
euro. The exchange price for electricity was up
by 42% in the second quarter as low water lev-
els limited the production of electricity from hy-
dropower in the Nordic countries. This means
that energy price inflation will probably slow from
next year.

Inflation has remained moderate for manu-
factured goods and services. Core inflation
was only 1.1% in the second quarter. Service
price inflation accelerated from 1% to 3% in the
second quarter, partly because of seasonal fac-
tors, as the weather this year was good for holi-
days and travel. This was offset however by large
discount sales for manufactured goods. Import
prices have been weak for manufactured goods
for some time now, and remain so despite the
rise in commodities prices on global markets.

Inflation expectations play an important role in
price setting by companies and also in wage
negotiations. The price expectations of con-
sumers also give an indication of whether mon-
etary policy is having its intended effect.

Price expectations cannot be measured direct-
ly, but they can be measured indirectly using
surveys. The Estonian Institute of Economic
Research carries out a monthly survey that in-
vestigates qualitatively the opinions of con-
sumers about changes they perceive in prices
and their expectations for inflation'™. The sur-
vey results are published as a balance giving
the weighted average for the different shares
for each answer choice. The balance for how
Estonian consumers perceive price rises has
risen rapidly in the past year and is above its

Box 4. The price perceptions and price expectations of consumers

Figure B4.1. Qualitative measures
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rate; 4) stay about the same; 5) fall; 6) don’t know.

13 The questions offer a choice of six possible answers, for example question five on price changes in the past 12 months
offers: 1) risen a lot; 2) risen moderately; 3) risen slightly; 4) stayed about the same; 5) fallen; 6) don’t know. Question six on
price changes in the coming 12 months offers: 1) increase more rapidly; 2) increase at the same rate; 3) increase at a slower
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Table B4.1 Expected and perceived inflation in 2002-2018

Perceived inflation Expected inflation Perceived inflation Expected inflation

(balance) (balance) (quantified*) (quantified*)
Full sample 37 31 4.0 2.7
16-29 33 29 3.4 2.6
30-49 37 32 4.0 27
Age
50-64 4 34 4.6 2.8
65+ 38 27 4.5 2.8
Primary 37 28 3.8 2.8
Education Secondary 40 32 41 2.7
Higher 33 30 3.9 2.7
Male 41 33 4.3 2.8
Gender
Female 32 29 3.7 2.7
1 quartile 43 33 4.7 2.9
2 quartile 39 33 4.2 2.8
Income .
3 quartile 35 31 3.9 2.7
4 quartile 33 30 3.7 2.6

* quantified using the Carlson-Parkin probability approach
Sources: Estonian Institute of Economic Research, Eesti Pank calculations

historical average. Having been muted for three years, the balance of consumer expectations
for prices has also started to rise (see Figure B4.1). Table B4.1 shows the indicators for price bal-
ances for different social groups. The results are much as would be expected and are similar to
those from other countries. The price perceptions and price expectations of men are on aver-
age lower than those of women. Price perception falls as incomes rise, though it rises together
with age. The price perceptions and expectations of consumers with secondary education are
higher than those of consumers with basic education or higher education.

The balances reflect the opinions of consumers about the expected direction of price changes,
but not about their extent, and so they cannot be compared directly with official price statis-
tics. Various methods can be used to make the survey results comparable with the quantitative
form of CPI statistics, the most common methods being scaling of the survey results, probability
methods, and non-linear regressions™.

The recent data on consumer perceptions of

Figure B4.2. Quantified inflation
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ed into numerical form are depicted in Figure
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14 Lyziak, T. Consumer inflation expectations in Poland, ECB Working Paper, No 287 / 2003




GENERAL GOVERNMENT

The state budget for 2018 expects gener-
al government spending to grow rapidly at
a faster rate than the economy as a whole.
In planning faster growth in spending than pre-
viously it was thought that transfers from the
European Union budget would increase sub-
stantially and the growth in spending would be
pushed higher by the indexing of pensions and
the rise in mid-2017 of family and child benefits.
Numerous tax measures were intended to in-
crease tax revenues and allow the government to
increase spending on its priorities. Yearly growth
in total spending by the general government was
forecast at up to 9.5%.

Preliminary estimates show that the growth in
spending from January to June was even fast-
er than was planned for the average for the year.
Capital transfers and investment grew especial-
ly fast with the backing of Structural Funds, and
18% more was spent on fixed capital formation
in the first half of the year, and 13% more in the
second quarter than in the same quarter a year
before. Social transfers also grew faster than the
average. Yearly growth in labour costs slowed
from more than 9% in the first months of the year
to 7.5% in the second quarter, while various ad-
ministrative expenditures increased more slowly.
The annual state budget expects general govern-
ment spending to grow more slowly in the sec-
ond half of the year.

Growth in tax revenues accelerated in the first
half of the year. When the budget was drawn up
it was forecast that the tax changes being intro-
duced would increase the tax burden and over-
all would make tax revenues in the state budget
grow faster than in the previous year at 8%.

Preliminary estimates show that tax revenues
grew even faster in the first half of the year. The
package of tax changes had less impact than ex-
pected on raising revenues. Despite the rise in
tax rates, revenues from alcohol and tobacco ex-
cise were lower in the first half of the year than
in the previous year and revenues from all other
excises rose by less than had been hoped. The

lower revenues than expected from excise were
offset by the smaller impact than forecast on gov-
ernment revenues from the reform of personal in-
come tax. Corporate income tax revenues rose
more or less as expected.

GDP grew more quickly than was expected
when the budget was drawn up, and this in-
creased tax revenues by more than planned.
Better labour market indicators supported good
revenues from labour taxes. Private consumption
grew at the limit of what was forecast, but VAT
revenues were supported by a large jump in gen-
eral government investment and rapid growth in
inventories and housing construction. Corporate
income tax revenues were some 40% more in the
first half of the year than in the first half of the pre-
vious year, as substantially more was taken out in
dividends than previously.

Overall general government tax revenues were
12% larger in the first quarter than a year earlier.
The rapid growth continued in the second quar-
ter and the tax revenues received in the state
budget in the first eight months of the year were
10% more than in the same months of last year
(see Figure 29).

As tax revenues exceeded expectations in the
first half of the year, the nominal fiscal position of
the general government may also prove stronger
than the budgeted deficit of 0.2% of GDP.

Figure 29. Tax receipts in the state budget
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