
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

 
 
  
 
 
 
Summary 
 
In a recent past, the Estonian economy registered growth beyond potential, 
supported by massive financial flows from abroad. As macroeconomic imbalances 
appeared unsustainable, Estonia's central bank and commercial banks tightened 
credit conditions, while interest rates rose, contracting thereby domestic demand 
and inducing an abrupt end to the economic cycle. In 2008-2009, as the global 
financial crisis reinforced the deleveraging process, both domestic and external 
demand contracted, with the resulting fall in imports stronger than the fall in exports 
and a rapid reversal of the current account, from huge deficits to sizeable surpluses. 
Since then, wages and workforce adjustments in a quite flexible labour market 
contribute to restoring cost-competitiveness and to maintaining external surpluses. 
Moreover, the structure of Estonia's external trade is evolving rapidly towards higher 
value-added exports. This is progressively offsetting the loss in cost-
competitiveness registered by labour intensive exports in the past booming period. 
Nevertheless, when domestic demand growth eventually resumes, imports should 
pick up again. At that time the current account balance is likely to shift back into 
deficit, with a speed and extent less dramatic than in the previous cycle, but still 
dependent on Estonia's further efforts to increase productivity and competitiveness. 
 

Introduction 
This Country Focus attempts to highlight the most important drivers of the swift 
current account rebalancing which is taking place in Estonia, and tries to consider 
the possible way forward for ensuring external sustainability is safeguarded once 
domestic demand growth will resume. In 2005-2007, Estonia experienced a credit 
and real-estate investment bubble, induced by loose monetary conditions worldwide, 
rapid financial integration of the country in the Nordic banking system and massive 
financial flows (both credit and FDIs) from abroad. At that time, optimistic 
expectations about future income, as wages strongly increased, further boosted 
domestic demand. As a result, GDP growth exceeded potential, leading to 
accelerating inflation and widening already large external deficits. In late 2006 – 
early 2007, interest rates rose and, as macroeconomic imbalances appeared 
excessive and Estonia's central bank and commercial banks tightened credit 
conditions, the cycle went into reverse. The slowdown was aggravated by the global 
financial crisis and resulted into an abrupt GDP contraction of nearly 18% over the 
period 2008-09. A consequence of this was that internal and external imbalances 
unwound rapidly: HICP annual inflation reached negative territory in June 2009, 
while the current account deficit shrank by nearly 50% in 2008 (from 18% of GDP in 
2007) and has turned into surpluses since spring 2009. The current account is 
expected to remain in surplus, in annual terms, in 2010, before possibly reverting to 
slightly negative figures in 2011 or in 2012.  
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Factors which contributed to past current account deficits 
Over the 2003-2007 period, investment and private consumption largely contributed 
to the high rate of GDP growth registered in those years (Chart 1). Increases in 
inventories were also considerable. This pushed up domestic demand to 112% of 
GDP in 2007. It also fostered goods imports averaging over 70% of GDP from 2005 
to 2007, pushing current account deficits to around 18% of GDP in 2007 (see Chart 
2), even though such deficits also reflected the contribution of higher net income 
outflows from foreign-owned investments (exceeding 5% of GDP in most years).  

The financial outflow related to higher imports (Chart 3) was partly offset by 
considerable foreign capital investment, in the form of FDIs (Chart 4) or net credit 
flows (see Chart 5). The domestic shortages created a situation of overheating 
characterised by rising inflation rates and wage growth rates exceeding productivity 
growth. This reduced cost competitiveness (Chart 6) and affected goods exports in 
low-skilled sectors of the economy. External gross debt also rapidly increased, 
exceeding 110% of GDP in 2007. 

Chart 1: Contributions to GDP growth at 
constant prices 

Chart 2: Current account balance (as a % of 
GDP at current prices)  
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Chart 3: Total imports of goods – Total 
exports of goods (in €)  

Chart 4: International Investment position – 
FDIs net (as a % of GDP at current prices) 
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Effects of the current downturn  

Already since late 2006-early 2007, action was taken to counter the overheating. 
Nordic banks reassessed the risks stemming from their growing exposure in the 
Baltic States and from Estonia's growing internal and external imbalances, and 
progressively tightened their lending conditions. In the meantime, interest rates 
started rising (Chart 7) and prudential rules set by the Estonian central bank were 
tightened. As a result, credit growth rapidly slowed down and eventually turned 
negative (yoy) in 2008, down from an annual average growth of nearly 70% to 
households and commercial undertakings over the 2004-2006 period (Chart 8). In 
parallel, the global financial crisis reinforced the deleveraging process, with the 
marked deterioration in global and regional trade hitting Estonia hard due to the 
openness of its economy. Competitiveness was further challenged by nominal 
depreciations in important trade partner countries (Sweden, Russia).  

Both domestic demand and external demand were therefore negatively affected, 
reducing both imports and exports dramatically (see Chart 3). However, the fall in 
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imports was substantially stronger than the reduction in exports. As a result, the 
current account deficit nearly halved in 2008, compared to 2007, and has registered 
comfortable surpluses since 2009Q2. While services registered continuous 
surpluses, trade balance reverted to positive numbers. A rapid decline in income 
outflows on foreign-owned businesses in Estonia as well as a sharp reduction in 
direct investment (including reinvested earnings) (see Charts 2 & 4) reinforced the 
rapid reversal. At the same time, access to credit became difficult in certain sectors. 

Chart 5: International Investment position 
– Other investment net (as a % of GDP at 
current prices) 

Chart 6: REER1 – Share of exports of 
goods in world exports  
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Chart 7: Weighted average annual 
interest rates of EUR and kroon loans  

Chart 8: Loans granted by groups of 
customers (as a % of GDP - ls) and 
annual growth (% - rs) 
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Expected developments once growth recovers in the medium 
term 

Domestic demand fell in 2009 and is likely to fall also in 2010: high unemployment 
(18.9% for 15-64 category in 2010Q2) as well as negative wage growth (Chart 9) 
are expected to further depress private consumption, while the sharp drop in 
capacity utilisation could limit investment. However, Estonia should be able to 
benefit relatively quickly from the rebound of the world economy, and particularly of 
its main export markets (see Chart 10). This would be more likely, if, thanks to its 
relatively high labour market flexibility, the ongoing wage adjustment fully reverses 
the earlier fall in competitiveness. 

Cost competitiveness (Charts 6 & 9) and labour productivity are supported by a 
significant wage adjustment (-4.8% yoy on average in the manufacturing sector in 
2009) and labour shedding, mainly in the previously overheated sectors, but also in 
manufacturing. Annual HICP inflation, although turning positive in March 2010 and 
increasing in recent months, is expected to remain moderate in the next coming 
years. The flexibility of the labour market, recently reinforced by the adoption of a 
modernised Labour Law, is moreover expected to facilitate the necessary transfer of 
resources from the non-tradable to the tradable sector. Nevertheless, a more 
immediate concern is that unemployment is still high, despite sustained job creation 
and increasing vacancies.2 

Finally, the ongoing recovery of the global economy is expected to translate into 
better export figures, allowing thereby Estonia’s own recovery to get off the ground. 
However, when domestic demand growth eventually resumes, the current account 
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balance may shift back into deficit, since imports will likely be growing again 
stronger than exports, despite Estonia's relatively good export potential. The speed 
and extent, however, should be less dramatic than in the previous cycle, but will be 
dependent on Estonia's continued efforts to increase productivity and 
competitiveness. 

Chart 9: Growth of average hourly gross 
wages and salaries (yoy)  

Chart 10: GDP growth (incl. GDP 
forecasts) of Estonia's main export 
markets 
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Sub-sectors that could form the basis of a future recovery 

Estonia has been climbing the technology ladder from low tech (LT) exports in the 
late nineties to MLT exports in this decade. This phenomenon reflects the 
progressive evolution of Estonia's labour skills and cost-competitiveness conditions. 
The current dynamism of MHT exports augurs relatively well for future trade 
developments. A close look at sub-sectors that could form the basis of an export 
recovery (Chart 11) indeed indicates that, in the 2005-2007 period, medium-to-high 
tech (MHT) exports were predominant among most dynamic exports (export 
categories representing a minimum share of total exports and registering a 
continuous and sizeable expansion over the period considered) and registered a 
sharp increase in total value. MHT exports appear therefore to have the highest 
export growth potential. However, the development of genuine HT exports in a 
broader product range than in the late nineties might be a longer term prospect, 
notwithstanding the improved raking of Estonia in the European Innovation 
Scoreboard 2009.3  

In 2007, more than half of 
Estonia’s exports still consisted 
of raw materials or labour-
intensive products, with raw 
materials clearly dominating (a 
third of the total). However, the 
share of labour-intensive exports 
continued its decline after a 
peak in 2004, while the shares 
of capital-intensive products and 
(difficult to imitate) research-
intensive exports grew rapidly 
(see Chart 12) over 2005-2007.  

Overall, Estonia seems to have 
a relatively sophisticated export 
basket, but where the price per 
unit paid for exports from 

Estonia is still lower than prices on the world markets. Estonia appears therefore to 
have room to upgrade quality and capture more markets in existing products. The 
country also seems to have the potential to move to new products, as many closely 
related export activities are expected to emerge over time, thanks to relatively well 
connected industrial activities or "clusters".4  

With respect to services, most sectors are growing rapidly, in particular exports of 
other business services, as well as of computer and communications services. In 
the booming period, exports of financial services, as well as of construction services 
to neighbouring Finland, also developed markedly, but significantly declined during 

Chart 11: Distribution of "most dynamics 
exports" by technology level over the 
2001-2003 and 2004-2007 periods 
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the global crisis.(see Chart 13). In 2009, travel and transportation remained the most 
important services sectors, together reflecting a share of more than 60% in services 
exports (80% in 2000) and of 20% in total exports (25% in 2000). Their potential is 
still significant, despite regional political tensions and the development of competing 
Russian ports on the Baltic Sea.  

Chart 12: Total value of exported 
products - Distribution by factor intensity 

Chart 13: Total value of exported services 
- Distribution by main categories (mln €) 

0.0%

5.0%

10.0%

15.0%

20.0%

25.0%

30.0%

35.0%

RMIG: raw
material

CIG: capital
intensive

DIRG: difficult
to imitate

technological
products

EIRG: easy to
imitate

technological
products

LIG: labour
intensive
products

01-04

05-07

0

200

400

600

800

1000

1200

1400

Transportation

Travel

C
om

m
unication

C
onstruction

Insurance

Financial serv.

C
om

puter
services

R
oyalties

O
ther business

serv.

Personal serv.

G
overnm

ent
serv.

2000

2009

Source: author's calculations Source: Bank of Estonia 

The way forward 
What are the perspectives for the current account over the next few years? 

The REER assessment (Chart 6) suggests that Estonia's cost competitiveness 
deteriorated during the 2005-2007 overheating period. However, Estonia's 
imbalances originated mostly from a too rapid growth of imports (see Chart 3), 
fuelled by excessive credit growth (see Chart 8) in the later phase of the cycle, and 
probably less so from a deterioration in the country's export performance.  

As regards credit flows, deleveraging is ongoing, reducing domestic demand and, 
thereby, excessive imports. This may lead to a more balanced credit growth over 
time: contrary to the past where banks mostly financed real estate and construction, 
they seem now more interested in financing viable projects in the tradable sector, 
supporting thereby higher exports prospects. In addition, the current government-
sponsored programmes aimed at supporting exporting enterprises, in particular 
through an efficient use of EU structural funds, should foster the ongoing economic 
rebalancing. Finally, a law establishing a state-owned insurance company aiming 
exclusively at supporting exporting companies was adopted in late 2009, with the 
company expected to become fully operational very soon. In Estonia's process of 
euro adoption on 1 January 2011, reserve requirements for banks are progressively 
being aligned with ECB's monetary policy decisions: reserve requirements have 
been reduced (from 15%) to 11% of the reserve requirement calculation basis as 
from 1 September 2010 and will be at 7% as from 1 November.  

Further raising competitiveness and productivity 

However, as the fall in imports will likely disappear, putting pressure on the external 
balance, the need to increase productivity and competitiveness will once again 
become paramount. This can be achieved through cost reductions and, with effects 
more in the longer run, by productivity increases.  

With respect to cost reductions, wage adjustment is taking place and is expected to 
have continued in 2010. A new Labour Law (entered into force on 1 July 2009) has 
further reinforced the flexibility of the labour market, in particular through reduced 
administrative interferences, lower firing costs and increased possibilities of 
employment contracts with limited duration.5-6 In parallel, the merger of the Labour 
Market Board and the Unemployment Insurance Fund on 1 May 2009 seems to be 
resulting in increased labour market efficiency, in particular through a close co-
operation between employers and unions. The new body appears to be intensifying 
job intermediation: with respect to the unemployed, the number of deregistration 
because of becoming employed was higher in 2009 than in any other year since 
2003. Estonia is also progressing towards a more cost-effective and flexible public 
service. However, several professional services remain regulated, energy intensity 
remains high, as well as usage fees of ICT networks.  

Regarding productivity, domestic enterprises are mostly SMEs and their capacity to 
invest in R&D is therefore limited. This partly explains why Estonia's patent and 
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trademark application rates are still rather low. Therefore, public policies aimed at 
promoting R&D as well as innovation, primarily private, could be reinforced. This 
should ensure that Estonia continues to climb the technological ladder and 
progressively shifts to a predominance of medium-to-high tech exports. Finally, 
ensuring that labour skills match the evolving market needs is essential to reaching 
the objective of higher tech exports. Estonia's education system combines both 
quality and equity, and is rated above the EU average. Nevertheless, raising labour 
skills further, by making training systems more responsive to labour market needs 
and investing in life-long learning, would support the ongoing shift to more 
sophisticated exports. Infrastructure, including cross-border and ICT infrastructure, 
could be reinforced to facilitate access and mobility, fostering thereby investment 
and growth. 

A continued responsible and attractive fiscal policy 

The restrictive budget policies implemented in recent years, including the efforts to 
limit budget deficits to 3% of GDP, as well as to revert to a balanced budget as soon 
as the crisis is over, have strengthened the sustainability of public finances. 
Estonia's general government debt burden will remain the lowest in the EU for many 
years to come. Jointly with euro adoption, sound budgetary policies make the 
country attractive to long-term investment, which in turn will foster technological 
progress. This prudent fiscal policy has been one of the major elements of 
macroeconomic policy differentiating Estonia from its Baltic neighbours, Latvia and 
Lithuania, during the last decade. The recent change to the taxation framework for 
foreign-owned companies (removal of withholding tax from 1 January 2009) further 
reinforces the already highly favourable climate for inward investment. 

Further improvement in the structure of the budget may help the country to avoid the 
re-emergence of fiscal deterioration. The current "balance or better" fiscal rule could 
not prevent a surge in spending during the boom years, while tax revenue was 
excessively cyclical, leading to a rapid worsening of the fiscal balance when 
revenues shrank during the downturn. Overall, tax revenue appeared insufficiently 
diversified and policies more directed at fostering growth, than at stabilizing the 
economy. The Estonian authorities have already announced that they will conduct a 
detailed analysis of the economic and budgetary impact of alternative fiscal options. 
At that time, and provided economic recovery has started, consideration could be 
given to reducing the total tax wedge on labour, which is relatively high by OECD 
standards (notably social contributions), while raising alternative and non-distortive 
revenue sources. This could include extending the tax base to real estate 7 and 
vehicle motor taxation. 

Other progress 

While, over time, investment is expected to resume, it is also vital that it takes place 
in the tradable sectors, supporting the progressive reallocation of resources from the 
non-tradable sector. In this respect, a recent amendment to the Income Tax Act8 
(entering into force on 1 January 2011) should contribute to ensuring that 
counterparts to increased capital formation include sufficient equity capital, and that 
investment takes place in the right (tradable) sectors.  
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