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KEY ISSUES

Estonia has experienced a sharp export-led recovery in its first year in the euro area.
But price pressures have emerged—Ilargely reflecting global food and fuel prices—and
unemployment, while declining, has remained high with increasing long-term
joblessness. In 2012, the economy is set to slowdown in line with weakening export
markets but the output gap will continue to close. With increased downside risks,
Estonia faces the continuing challenge to implement policies preserving
macroeconomic policy credibility, while enhancing sustainable growth.

Fiscal policy: Estonia’s enviable fiscal position will remain strong even though a deficit
of about 2% percent of GDP will emerge in 2012. This will imply a fiscal stimulus at a
time when a neutral stance would be appropriate. Adhering to the budgetary
allocations would be appropriate. Should downside risks materialize, automatic
stabilizers should be allowed to operate while preserving credibility. Looking forward,
the authorities’ medium-term target of a small surplus can be supported by a fully
fledged multi-year fiscal framework, which would allow fiscal buffers to be rebuilt.

The financial sector: On balance, risks to the financial sector appear manageable. But
potential contagion from the euro area or parent banks requires continued vigilance.
Further improvements in cross-border supervision and crisis resolution, preparing for
Basel III, and continuing efforts to increase deposit guarantees will be essential. Also,
reforms expediting Estonia’s bankruptcy process are necessary.

Long-run growth: Besides safeguarding Estonia’s competitiveness, increasing
sustainable long-run growth will require moving up the value chain, addressing
long-term unemployment, and enhancing human capital. Fostering a business-friendly
environment by building R&D capability and enhancing cross-border infrastructure can
attract tradable sector FDI. Further improvements in vocational training and higher
education can alleviate long-run unemployment and boost human resources.
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N CONTEXT

4

1. A vibrant recovery has marked
Estonia’s first year in the euro area, albeit
with nascent tensions. A proven track record
of prudent macroeconomic policies—
underpinning successful euro adoption and a
recent credit rating upgrade—has provided a
firm grounding for the strong rebound. Still
coming on the heels of one of the EU’s
deepest economic contractions, the recovery
has exposed underlying difficulties. Price
pressures have emerged (albeit still mainly
imported) and overall unemployment, while
declining, remains high with long-term
joblessness on the rise.

2. Estonia’s growth has been among
the highest in the EU in 2011. Following a
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1/ Balance equals percent of respondents reporting an increase minus the
percentof respondents reporting a decrease.
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2% percent expansion in 2010, activity has
strengthened considerably with growth
reaching almost 9 percent in the first half of
2011. While it has been predominately export
led—exports now exceed pre-crisis levels
following six quarters of double-digit growth—
final domestic demand has also increased in
recent quarters (Figure 1). Capacity constraints
have begun prompting investment and an
improving labor market has boosted consumer
sentiment until recently and increased
long-suppressed household consumption. The
contribution to growth from inventories has
been erratic, largely reflecting initially
component imports for subsequent exports.
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3. Inflation has risen and is the highest
in the euro area. While price increases have
moderated to about 5%z percent in September,
inflation has remained well above the euro-
area average since April, 2010. The
disproportionate impact of food and energy
prices explains the bulk of Estonia’s higher
inflation. The HICP-based measure of core
inflation (excluding energy, food, tobacco and
alcohol) has remained low, but other measures
have been higher (Figure 2). Real wages have

Inflation and Contributions in Estonia and Euro Area
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4. Domestic credit has continued
declining in 2011. By the second quarter of
2011, the stock of outstanding credit had
contracted by about 15 percent from its peak
at end-2008. Higher frequency data, however,
suggest that declines in commercial credit
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continued declining despite nominal wage
increases. The latter, in part, have reflected a
rebound in bonus and profit sharing—
squeezed in the downturn—despite double-
digit unemployment. The unemployment rate
has declined from its peak of almost

20 percent in early-2010 to about 13% percent
in the second quarter of 2011. Still, long-term
unemployment has continued rising reflecting
jobs-skills mismatch (Figure 3).
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and unprocessed food.
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have slowed and credit to the manufacturing
sector has increased starting in early-2011. The
decline in lending to individuals has also
slowed reflecting slower declines in mortgage
lending since March, 2011.
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Stock of Bank Loans by Sector
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5. Credit developments have been
driven primarily by demand factors.
Commercial real estate and mortgage
borrowing—almost 60 percent of domestic
credit—has continued to be weighed down by
the legacy of Estonia’s real estate bust, as a
about a quarter of mortgages have loan-to-
value ratios above 100 percent. In addition,
while household debt (as a share of disposable
income) has declined by about 8 percentage
points from its peak, it remains elevated at
about 92 percent. On the supply side, the
banking sector returned to profitability in the
third quarter of 2010, as narrowing interest
rate margins have been offset by lower cost
funding through local deposits. Banks' usable
liquidity (i.e., liquid assets net of required
reserves) increased substantially in 2011
reflecting the lowering of Estonia’s reserve
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Monthly Growth of Loans to Non-Financial Corporations
(YoY percent changes)
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requirements to the euro area levels, even as
substantial amounts of liquidity were
repatriated to parent banks—a further
indication of Estonia’s weak credit demand.
Banks have tightened credit standards in the
aftermath of the bubble, but narrower margins
and generally lower interest rates following
euro adoption suggest that supply conditions
have not inhibited credit."

6. Estonia’s long-standing
commitment to fiscal prudence has
continued in 2011. The 2011 budget had
envisaged a small general government deficit

! About eighty percent of third quarter profits are due
to the one-off sale of Swedbank Estonia’s assets in
Lithuania and Latvia to the Swedish parent.



(about 1.5 percent of GDP), but state budget
data for the first half suggest that another
small surplus is possible in 2011. This has
reflected continuing higher-than-expected
revenues, including from the sale of CO,
emission rights that more than offset the initial
unwinding of previous “one-off” measures
namely, partly restoring pillar II pension
contributions temporarily diverted to the
budget. Estonia’s public debt has remained the
lowest in the EU and its fiscal buffers were
about 11%; percent of GDP at end-June 2011.

7. In line with competitiveness gains,
the external current account balance was
broadly in balance in the first half of 2011.
The merchandise trade deficit narrowed by
about 1% percentage points of GDP with

B OUTLOOK

8. Following a spike in growth in 2011,
economic activity is set to moderate in
2012. Given the better-than-expected
economic performance in the first half of the
year, growth is set to triple to 7% percent in
2011. Growth is projected nonetheless to slow
to about 3 percent in 2012. Abstracting from
inventories’ temporarily large contribution to
growth in 2011, a smaller contribution to
growth from net exports—in line with slowing
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robust export growth more than offsetting a
recovery in imports in the first half of 2011
(Figure 4). Net income outflows have been
robust owing to dividends paid to foreign
investors. Competitiveness has continued to
improve and the real exchange rate is broadly
in line with fundamentals (Box 1). In the first
half of 2011, the financial account recorded a
deficit as banks further reduced liabilities to
foreign parent banks associated with liquidity
freed up by the harmonization of reserve
requirements. As a result, gross external debt
has declined from about 125 percent of GDP
at end-2009 to about 110 percent of GDP at
end-June 2011. The external DSA suggests that
external debt dynamics remain sustainable in
plausible risk scenarios.

global markets—is expected to be partially
offset by final domestic demand. Fixed
investment and, to a lesser extent,
consumption are projected to continue
gradually strengthen as the economy nears
capacity and employment continues
expanding. Leaving aside measurement
uncertainties, the output gap will continue
narrowing in 2012.

Contributions to Growth, 2008-12

Proj. Proj.

2008 2009 2010 2011 2012

GDP growth -3.7 -14.3 2.3 7.5 3.1
Domestic demand -10.4 -23.2 0.3 7.6 3.1
Consumption -2.5 -8.8 -1.2 2.0 2.1
Investment 1/ -7.9 -14.4 1.4 5.6 1.0
Net exports 53 11.1 25 -0.1 0.1
Statistical discrepancy 14 -2.2 -0.5 0.0 0.0

Sources: Statistics Estonia; and IMF staff calculations.
1/ Includes changes in stocks.
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Box 1. Estonia’s Competitiveness Developments

Competitiveness gains have continued in 2011.
Standard measures of real exchange overvaluation
have declined since last assessed. Gains measured
with current account-based methods, nonetheless,
may partly reflect cyclical developments with lower

imports driving the results rather than improvements
in competitiveness. Still, the rebound of exports and

their record levels are notable as reflected in a

decline in the mid-point overvaluation range.

Direct assessments of the real exchange rate also

indicate favorable competitiveness
developments. Since March 2009, the CPI-based
real exchange rate has been broadly flat, albeit with

a small appreciation in 2010. But the ULC-based real
exchange rate has declined by about 10 percentage

points (Figure 5). Still, these real exchange rate
measures have remained between 5 percent and
10 percent above their pre-crisis levels.

Broader competitiveness indicators also suggest
improvements. Estonia’s exports as a share of GDP

have remained the highest in the Baltic countries

and increased their share in Estonia’s main trading
partners markets, namely Finland, Sweden, and
Russia. Estonia’s world export market share has held
up despite the 2006-08 real appreciation,
suggesting that improvements in non-price
competitiveness. Productivity and corporate
profits—particularly in the booming export-related
manufacturing sector—have increased since 2009.

REER Assessment
(Percent)
Current 2010
Assessment  Article IV
Macrobalance approach -73 -9.7
External Sustainability approach -9.5 -7.8
Equilibrium Real Exchange Rate approach 6.6 154
REER Deviation from Historical Average 32 72
Mid-point over/undervaluation range (+/-) -15 41
Memorandum items
Underlying current account -13 -2.8
Equilibrium current account (MB) -2.6 -5.1
Equilibrium current account (ES) -3.6 -4.3
Mitigating factor (e.g., EU funds) 20 21

Source: IMF staff calculations.

9. Inflation is projected to slow in
2012. Price increases are expected to exceed
5 percent in 2011, but should moderate to
about 3% percent in 2012 as the impact of
global food and fuel prices shocks dissipate.
Core inflation’s outlook remains uncertain in
part given wage pressures largely from skill
mismatches and increasing capacity utilization.
So far, wages increases have not exceeded
productivity gains nor have real wages risen.
While these trends are likely to broadly
continue as activity moderates, pressures may
remain on core inflation in 2012.
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10. With continued volatility in global
financial markets, downside risks to the
outlook have risen at end-2011. With
two-thirds of Estonia’s exports going to the
EU, recent European and global developments
have tilted risks to the downside. Besides the
domestic risk that the unwinding past real and
financial sector imbalances be more protracted
and weigh on domestic demand, external risks
prevail. In addition to the aforementioned
global trade developments, a generalized
confidence fallout from the euro area
sovereign debt crisis could spill over to Estonia
through Swedish parent banks. The Swedish
banks and authorities appear well-prepared to
deal with liquidity pressures, but Swedish




banks rely heavily on short-term wholesale
market funding. In an extreme tail-risk event
engulfing core EU, Estonia could however face
financial distress despite its strong
fundamentals.

11. The authorities broadly concurred
with the outlook. While official projections
had not yet been revised, the authorities
agreed that growth would slow in 2012. They
noted that, in contrast to the previous
downturn, domestic and external imbalances
have been greatly reduced. Regarding
inflation, they noted that recent increases have
been predominately driven by food price
increases, partly reflecting limited retail

POLICY CHALLENGES

12. Estonia must stand ready to address
short-term risks, while medium-term
polices should focus on sustainable growth
and increased employment. The authorities’
policies have been in line with Fund advice
(Box 2) and, going forward, uninterrupted

REPUBLIC OF ESTONIA 2011 ARTICLE IV REPORT

competition and would keep core inflation
developments under close review. They
confirmed that exporters have been
increasingly facing difficulties in filling
vacancies due to a lack of skilled labor.
Moreover, the shift of labor toward the
tradable sector has been slowed by
employment opportunities for construction
workers in nearby Nordic economies. Both
developments were thought to contribute to
recent increases in wages. Regarding the
financial sector, the authorities agreed that,
given the extensive real estate adjustment and
rebound in employment, external risks
outweigh domestic risks.

income convergence to EU levels will require
continued focus on three key areas.

Box 2. Implications of Fund Advice

Relations between Estonia and the Fund have remained excellent. Policies have been characterized by a high
degree of ownership—a key factor in Estonia’s economic success—and these have been generally consistent
with Executive Board recommendations. But large increases in current spending resulted in an ill-timed
loosening of the fiscal stance in the boom years. Since then, corrective actions, including expenditure
reversals and increased indirect taxation, have been in line with Fund advice. Most of the key
recommendations of the 2009 FSSA update have been adopted, including a domestic bank resolution
framework to facilitate rapid bank restructuring. Also, the authorities have been discussing enhancements to
their medium-term framework to further entrench their strong fiscal position.

A. Enhancing Estonia's Fiscal Framework

13. Estonia’s fiscal position will likely
remain strong. The authorities target small
budgetary surpluses starting in 2013. These

would be used, when feasible, to reverse crisis-
related increases in unemployment
contribution rates, cut the personal income tax

INTERNATIONAL MONETARY FUND |9
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rate, cap the amount of incomes subject to the
social tax excluding health insurance and
rebuild fiscal buffers (Figures 6 and 7).

14. Nonetheless, the 2012 budget will
entail a deterioration in the fiscal balance.
In contrast to a small surplus in 2011, the 2012
budget before Parliament shows a deficit that

staff estimates to be about 2% percent of GDP.

The deterioration reflects a decline in revenues
associated with the fall of CO,-emission permit
receipts (equivalent to 1 percent of GDP) and
pension pillar I contributions previously

diverted to the budget (¥2 percent of GDP).
The budget also shows a limited increase in
expenditures, notably a 4.4 percent increase in
basic pensions (about ¥ percent of GDP) and
increases in public investment (roughly

1 percent of GDP) tied to obligations from
previous sales of CO, permits. It also foresees
an unchanged public sector operating
expenditures (including the wage bill) and
does not include revenue measures with the
exception of small increases in excise taxes on
tobacco and alcohol.

Estonia: Selected Fiscal Indicators
(Percent of GDP)

2007 2008 2009 2010 2011 2012

Proj. Proj.

General government balance (ESA95 accrual basis) 24 -29 -2.0 0.3 0.3 -2.3

Cyclically adjusted balance -1.0 -4.6 1.4 3.0 1.1 -1.8
Transfers from the EU 1/ 2.9 29 5.2 5.9 6.1 6.0
Transfers to the EU (contribution to the EU budget) 1.2 1.2 1.2 1.1 1.1 1.0

Cyclically adjusted balance corrected for net EU transfers 1/ -2.8 -6.3 -2.6 -1.7 -39 -6.8

Revenues related to AAU (CO2) permits 0.0 0.0 0.0 0.9 1.3 0.3

Revenues related to other "one-off" measures 2/ 0.6 0.2 0.0

Underlying cyclically adjusted balance 3/ -2.8 -6.3 -2.6 -3.2 -54 -7.1

Fiscal impulse 4/ 2.2 1.7

Memorandum items:

General government balance (cash basis) 2.8 -2.3 21 0.4 0.5 -25
Revenue loss related to restoring pillar II pension contributions 0.0 0.0 0.0 0.0 0.5 1.0
Expenditures related to AAU (CO2) permits 0.0 0.0 0.0 0.0 0.5 1.5

Output gap 11.2 51 -10.0 -8.2 -2.5 -1.4

Sources: Estonian authorities; and IMF staff projections.

1/ Virtually all EU funds in Estonia are channelled through the budget.
2/ Extraordinary dividends from Eesti Energia and the Port of Tallinn.

3/ Corrected for net EU transfers, and AAU and other "one-off" measures.

4/ First difference in the cyclically adjusted balance, with sign reversed.

15. In the central scenario, efforts will
be needed to limit the budget'’s stimulative
impact, albeit uncertainties abound. The
budget implies a positive fiscal impulse, largely
from CO,-related investments as there is no
expansionary impact from the lost revenue
related to restoring pillar II contributions. With
the output gap continuing to close in the
central scenario, fiscal stimulus is not needed
and a neutral stance would be appropriate.
With further compression of current
expenditure unrealistic, adherence to
budgetary allocations will help in this regard.

10 INTERNATIONAL MONETARY FUND

Consideration could be given to under
executing the budget using existing margins.
Should revenue windfalls emerge, these should
be saved consistent with the authorities’ long-
standing fiscal restraint. But if downside risks
materialize automatic stabilizers should be
allowed to operate while maintaining
credibility, which can require adhering to the
Stability and Growth Pact.

16. Estonia’s fiscal buffers provide a
comparative strength, but volatile global
markets call for caution. Estonia’s liquid fiscal
reserves could be used to finance the fiscal



deficit. But in the context of heightened
financial market uncertainty, this would leave
Estonia with potentially fewer and more
expensive options should the global shock
persist or tail risks materialize. In this
connection, alternative sources of financing
should be considered, possibly including credit
lines with liquid domestic commercial banks
and European Investment Bank resources as
were previously tapped.

17. Looking forward, the authorities’
medium-term target (a small surplus) can
safeguard Estonia’s fiscal position but
achieving it will require unwavering
expenditure restraint. The authorities have
maintained strict expenditure control, but
spending pressures will intensify as income
convergence to EU levels proceeds.
Specifically, the public sector wage freeze—
instituted following nominal wage cuts—and
the deep cuts in operational spending to meet
the Maastricht criteria will likely be tested.
Also, medium-term pressures have emerged
for the cohort of pensioners that remain in the
pre-reform system, as well as from increases in
disability pensions. The time-bound nature of
CO; permit-related investment can help limit
spending increases. Still, to achieve the fiscal
target without raising taxes, staff estimates
that expenditures on nonwage goods and
services would need to decline by at least

2 percentage points of GDP during 2011-15. In
this connection, the pace of consolidation
should be mindful of long-term investment
needs and cyclical developments.

18. Establishing a fully fledged multi-
year fiscal framework can further enhance
credibility by supporting the medium-term
target and limiting pro-cyclical policies. An
array of frameworks has been considered in
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the European context. The successful
implementation and operation of such a frame
in Estonia will require that it reflect its tradition
of simplicity and transparency, which have
facilitated monitoring and accountability
(Annex I). Its central element would be multi-
year expenditure ceilings. These ceilings could
be announced, for instance, when a new
government takes office, as in Finland, or on a
rolling basis, as in Sweden. These would be set
to be consistent with the medium-term fiscal
target and macroeconomic prospects.
Automatic stabilizers should be allowed to
operate in the face of moderate economic
cycles. The framework could be established
possibly as a reform of the State Budget Act
and be mindful of evolving EU obligations,
including the forthcoming legislation on
economic governance.

19. Fiscal buffers should continue to be
an integral part of Estonia’s fiscal
framework. Estonia thus faces the question of
how large these should be and how quickly to
rebuild them. During the downturn, fiscal
buffers allowed the authorities to minimize the
needed extent for contractionary pro-cyclical
fiscal policy without relying on financial
markets (Annex II). Buffers should in principle
be commensurate with the volatility and risks.
Estonia’s recent output and fiscal revenue
volatilities suggest that higher buffers would
be justified. But judging by Estonia’s low
financing needs, the opposite would be true.
Regardless, liquid assets entail costs as well as
benefits. A speedy accumulation of buffers
could run the risk of weakening domestic
demand and lowering long-run growth. On
balance, given increased global uncertainty
gradually rebuilding buffers to their pre-crisis
level would be appropriate.
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20. The authorities stressed that the
2012 budget addresses the dual goals of
maintaining Estonia’s favorable economic
environment and increasing stability.

CO; emission-related investments would help
address the risks from an uncertain global
environment, as would increases in basic
pensions exceeding the indexation rule. On the
other hand, the freezing of state operating
expenditures would accelerate structural
reforms and further improve the state’s
efficiency. Under their risk scenario (growth of
1 percent), the deficit was projected to
increase to 2.9 percent and automatic
stabilizers would be allowed to operate. The
authorities noted that they would consider
expenditure and revenue measures as needed
should the slowdown be larger or more
protracted. As to its financing, the authorities
intended to largely rely on the still-sizable
fiscal buffers but did not rule out alternate
options.

21. In the medium term, the authorities
underscored that a small surplus was
needed to maintain stability and support
broader economic and social objectives. In
the central scenario, they would target a small
surplus in 2013 when the EU obligations of
CO,—related investments would expire. Future
growth-supporting cuts in labor taxation
(including unemployment insurance
contributions and capping the base for the
social tax) were intended to promote
employment, while tight expenditure controls
would allow for a gradual rebuilding of fiscal
buffers. While discussions remained in an early
stage, the authorities saw merits in enhancing
their fiscal framework to accommodate more
formally a multi-year framework, by perhaps
amending the "organic” State Budget Act. The
merits of expenditure ceilings were
acknowledged, with some preference
expressed toward rolling ceilings as in the
State Budget Strategy. A monitoring role was
envisaged for the State Auditing Office in
verifying compliance with such a framework.

B. Locking-in Financial Sector Resilience

22. The mostly Nordic-owned banking
system has weathered the global financial
crisis. Non-performing loans (NPLs, loans at
least 60 days past due) rose steadily in the
aftermath of the Estonian housing market bust,
hastened also in the aftermath of the Lehman
Brothers collapse (Figure 8). Still, provisioning
against loan losses has kept pace with the
deterioration of asset quality. NPLs have
started declining recently, mainly due to
write-downs and, to a lesser extent, from a
strengthening economy. Moreover, Estonian
banks’ average capital adequacy ratios have
continued to exceed international norms

12 INTERNATIONAL MONETARY FUND

(including the EC’s decisions in mid-October
and future Basel IIl capital requirements).’
Also, banking sector profits turned positive in
the second quarter of 2010, following losses in
six consecutive quarters, but these remain
below their pre-crisis levels.

? The declines in the second and third quarters of 2011
are associated with the restructuring of the Swedbank
ownership structure mentioned in footnote 1.
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23. Even though asset quality has
improved, risks remain and continued
vigilance will be needed. Specifically,

e Domestic risks. The bulk of household
debt comprises floating-rate euro-
denominated mortgage loans with rates
based on the six-month euribor. Given
euro adoption, these loans do not face
exchange rate risk but still face interest
rate risk. Furthermore, with about a
quarter of mortgages in negative equity,
organic improvement in the health of
banks' assets with individuals depends
primarily on house price increases.

e External risks. Estonian banks have
continued to rely on foreign funding,
currently about 30 percent of total
liabilities. The bulk of this financing

Sep-11

Sep-11

consists of Swedish parent-bank deposits
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that have proven to be a stable financing
source. Still, these parent banks have
remained largely reliant on short-term
wholesale funding® and are exposed to a
booming Swedish housing market as well
as indirectly to the euro area periphery
through assets in other euro area
economies.

Foreign Support and Local Financing of Assets
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24. On balance, financial sector risks
appear manageable. A number of mitigating
factors are at play. Specifically,

Domestically, Estonian banks’ comfortable
prudential ratios provide a risk-weighted
assets buffer of almost 9 percentage
points before breaching the current Basel
tier 1 capital ratio minimum (4.5 percent).
Furthermore, banks now have access to
the ECB's liquidity facilities providing a
solid liquidity backstop. Market indicators
suggest broadly stable borrowing costs.
Specifically, average interest rates have
not yet trended up and eonia forward
interest rate swaps through four years do
not point to higher interest rates. In

? Sweden, Country Report No. 11/172.
http://www.imf.org/external/pubs/ft/scr/2011/cr11171.

pdf.
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addition, Estonian banks have been
reducing dependence on foreign funding.

Eonia Forward Curve, as of November 2011
(Percent)
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Sources: Bloomberg; and IMF staff calculations.

e Externally, Swedish parent banks are well
capitalized and their liquidity
management and capital buffers have
improved. Recent Fund staff assessment
of Sweden'’s financial sector indicated that
risks were contained, reflecting only a
limited potential of external contagion via
financial channels to Estonian banks.”
Moreover, Fund staff estimates that a
40 percent drop in Swedish housing
prices—compared to an estimated
overvaluation up to 25 percent—would
be required to reduce banks’ collateral
below the face value of outstanding
covered bonds. In addition, foreign
parents view their Estonian investments as
strategically important as a significant
source of profits, and thus are less likely
to be significantly withdrawn. Finally,
Estonia is not directly exposed to the euro
area periphery and its indirect exposure
through parent banks is small, about
0.5 percent and 3.5 percent respectively
of total Swedish and Danish banking
sector assets, with the latter mostly
consisting of exposure to Ireland.

4 See Sweden, Country Report No. 11/172.
http://www.imf.org/external/pubs/ft/scr/2011/cr11171.

pdf.
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25. The European Banking Authority’s
(EBA’s) and Eesti Pank’s stress tests support
this assessment. Under the EBA's adverse
scenario, Swedish banks' average tier I capital
ratio would be 9.5 percent in 2012. Danish and
Finnish banks have even higher tier I ratios in
2012 under the adverse scenario. Also, The
Eesti Pank's stress test from early-2011 shows
that NPLs would increase but that capital ratios
would remain adequate.’ Similarly, a more
recent exercise by Eesti Pank and Estonia’s
Financial Supervision Authority (FSA)
recreating the 2008 shock, suggests that
capital would remain above statutory
minimums. These tests do not reflect, however,
the impact of a sharp deterioration in investor
confidence nor cross-border contagion in an
extreme tail event.

26. Going forward, safeguarding
financial stability will require continued
efforts in an increasingly challenging global
financial environment. In this regard, the
authorities should pursue:

e Further Improving cross-border
supervision. While the 2010 Nordic-Baltic
Memorandum of Understanding is
non-binding, it provides a framework for
regional prudential information sharing
and crisis resolution. Continued progress
to implement its key elements, including
defining criteria for burden sharing and
establishing a shared financial database,
will be needed to ensure its effectiveness.
In addition, the authorities, in cooperation
with other supervisors, should consider
conducting joint cross-border stress tests,

> Eesti Pank, Financial Stability Review (1/2011). Stress
includes a decline of 1.4 and an increase of

2.0 percentage points respectively in growth and
unemployment, as well as higher interest rates.



including by assessing the impact of more
adverse assumptions than those in the
EBA's 2011 stress tests. In view of deep
regional financial linkages and rising
external risks, the importance of these
tools have increased for crisis resolution
as well as to safeguard confidence and
enhance crisis prevention.

NPL Mortgages by Loan-to-Value 1/

(Percent)
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Source: Estonian Financial Supervision Authority.
1/ Based on survey estimates. The red bars show the proportion of non-
performing mortgages in negative equity, e.g. 47 percentin 2010 Q2.

e Continuing preparations for Basel Ill. Early
institutional adoption of Basel III
requirements, particularly regarding the
liquidity framework and higher quality
capital, should continue and would
reduce funding risks and avoid possible
credit supply interruptions in times of
heightened stress. But this should be
balanced against the potential costs of
reducing banks’ margins and creating
headwinds for the credit recovery. In this
regard, understanding the anticipated
impact of Basel Ill on prudential ratios will
be needed to ensure that forward-looking
capital buffers serve to reassure markets.
Coordination with home supervisors will
be essential as will be consistency with
forthcoming EU directives.

e Enhancing the deposit guarantee scheme.
Since the 2009 FSAP, the authorities have
made progress to improve Estonia’s

REPUBLIC OF ESTONIA 2011 ARTICLE IV REPORT

scheme by increasing the fund's assets
and reducing the pay-out period to

20 days. With the deposit guarantee
fund'’s assets currently about 2.1 percent
of eligible deposits, further efforts are
needed to reach the authorities’ target of
2.5 percent of deposits, which
nonetheless remains short of the FSAP
recommendations.’

27. These efforts can also be supported
by further improvements in Estonia’s
bankruptcy law and restructuring
framework. The Estonian Supreme Court's
May 2011 decision on the Reorganization Act
for corporations provided a number of
clarifications to enhance its effectiveness.’
Also, the FSA has been provided the authority
to expeditiously resolve problem banks
through nationalization since early 2011.
However, the authority for bank resolution
through a flexible asset separation tool—
before and after nationalization—and
framework for cross border resolution could
be considered. The bankruptcy regime could
be further strengthened to, inter alia, speed up
the process. Finally, reforms are needed to
facilitate out-of-court debt restructuring and a
pre-packed, expedited bankruptcy process
could further reduce costs.

28. The authorities expressed
commitment to continue bolstering
financial stability. They stressed the
importance of continued progress on
implementing the Baltic-Nordic MOU. The

6 Republic of Estonia: Financial System Stability
Assessment, IMF Country Report No. 09/89
(March 2009).

" The Reorganization Act was adopted in 2008 and the
corresponding act for natural persons was adopted in
April 2011.
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authorities noted that progress in this regard
also depends on their regional partners and, in
this connection, pointed to the forthcoming
December high-level meeting of the Baltic-
Nordic Financial Stability Group. They noted
that capital and liquidity buffers above Basel III
thresholds would support financial stability,
and welcomed banks increased funding
through local deposits. The authorities agreed
that additional tools for bank resolution—

notably asset separation and cross-border
coordination—were needed and planned, but
would this require progress at the EU level and
coordination with regional partners. Regarding
the bankruptcy process, they noted ongoing
the work to identify bottlenecks and, while
reform efforts were in their early stages, they
hoped to address this by 2013.

C. Tapping Estonia's Sustainable Growth Potential

29. Besides safeguarding
competitiveness gains, bolstering
sustainable growth will entail enhancing
Estonia’s attractiveness for FDI. In addition
to the ongoing rebalancing the economy
toward the tradable sector, Estonia will need to
move up the export value chain. In this regard,
the authorities’ recently approved “Estonia
2020 Competitiveness Strategy” provides a
welcome roadmap. Specifically, it targets

Net Sales, Personnel Expenditures and Total Profit of

Business Sector, 2007-11 (2005 = 100)
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30. Fully drawing on Estonia’s resources

and developing their potential will also
require addressing emerging labor market
tensions. While its flexible labor market has
enabled rapid declines in unemployment, the
duration of joblessness has risen. Despite
double-digit unemployment, skill mismatches
as well as job opportunities in Nordic
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further improving the business environment to
attract FDI with export potential. This will be
achieved by building R&D capability,
improving education in technical fields, and
enhancing infrastructure with continued use of
EU funds. Doing so has become increasingly
pressing as Estonia’s high trade integration
with Nordic countries means it faces growing
competition for Nordic FDI from emerging
markets, particularly in Asia (Annex III).

Productivity and Real Labor Compensation
(2000 = 100)
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Sources: Statistics Estonia; and IMF staff calculations.

neighbors have resulted in labor shortages and
increases in manufacturing job vacancies
(Annex IV). In this regard, the authorities’
ongoing efforts to harmonize vocational
education with the needs of the labor market,
increase voucher training programs, and
improve job-matching through a new one-
stop IT platform are welcome. Looking ahead,



continued attention will be required to foster
development of human resources in technical
fields as well as to attract highly-trained
individuals from abroad.

31. The authorities stressed
commitment to further enhance Estonia’s
business friendly environment and address
emerging labor market tensions. In this
regard, they underscored their commitment to
safeguard competitiveness by increasing
human capital and productivity as elaborated
in the competitive strategy as well as by
lowering labor taxation. The authorities noted
that active labor market policies, including
targeted wage subsidies for problem
populations, have contributed to lower

STAFF APPRAISAL

32. Estonia faces an increasingly
challenging environment as it looks to
continue implementing policies preserving
macroeconomic policy credibility and
safeguarding sustainable growth. Following
a strong recovery in its first year in the euro
area, Estonia’s economic activity will likely slow
in 2012. In the central scenario, nonetheless,
Estonia’'s economy will continue to approach
its potential. Inflation is poised to slow even
though pressures on core inflation can remain.
Recently, downside risks to the outlook have
increased. In addition to a slowdown in
exports, a generalized confidence fallout from
the euro area sovereign debt crisis could spill
over to Estonia despite its strong
fundamentals.

33. Estonia’s fiscal position will remain
strong but there will be a need to limit the
stimulative impact of the 2012 budget in
the central scenario, albeit uncertainties
abound. Time-bound increases in public
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unemployment. In this regard, they pointed to
the doubling to €2,000 of the ceiling of the
voucher training program for the unemployed.
Also, the Public Employment Services
introduced a new IT platform providing
one-stop services in early 2011, thereby
improving the efficiency of the job-matching
process. Regarding rising long-run
unemployment, the authorities noted that the
success in reducing short-term unemployment
had also contributed to its rise. In addition to
increases in manufacturing job vacancies, they
noted that increases in cross-border
construction jobs had lowered unemployment
but contributed to pressure wages, which may
continue in the medium-term.

investment underlie the budget's positive
impulse, while a neutral budget would be
appropriate. Recognizing that further
significant compression of current
expenditures is unrealistic, observance of
budgetary allocations will be helpful in this
regard. But if downside risks materialize,
automatic stabilizers should be allowed to
operate while maintaining Estonia’s
hard-earned fiscal credibility. In addition, given
the uncertainty regarding the extent and
duration of the global slowdown, fiscal buffers
should be preserved and alternative sources of
financing be considered.

34. Looking beyond the current
conjuncture, the authorities’ medium-term
target can safeguard Estonia’s strong fiscal
position. This will require continued
expenditure restraint to counter spending
pressures that are likely to emerge. The
authorities’ ongoing efforts to enhance central
government productivity through
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centralization of accounting and personnel
management can help. Still without raising
taxes, achieving the fiscal target on a
sustainable basis, implementing the
authorities' plan to reduce labor taxation, and
restore fiscal buffers will require reducing
non-wage goods and services by at least

2 percentage points of GDP in the medium
term. The pace of consolidation should be
mindful of long-term investment needs and
cyclical developments.

35. A fully fledged multi-year fiscal
framework can support the medium-term
target, bolster Estonia’s high fiscal
credibility, and limit pro-cyclical policies. A
successful framework should reflect Estonia’s
fiscal tradition of simplicity and transparency,
which has facilitated monitoring and
accountability. The central element of such a
framework would be multi-year expenditure
ceilings and their strict observance while
revenue collections adjust to cyclical
conditions. In addition, fiscal buffers should
continue to be an integral part of Estonia’s
fiscal framework. While there are benefits as
well as costs of holding liquid assets, gradually
rebuilding buffers appears appropriate given
increased global uncertainty.

36. For the financial sector, the
challenge entails safeguarding stability in
the context of heightened global financial
tension. Estonian banks have scant direct and
indirect exposure to euro area sovereign debt,
while at the same time capital and liquidity

buffers have increased substantially since 2007.

However, the legacy of the previous crisis
continues to burden balance sheets and
dependence on financing from parent banks
remains high, although both of these factors
are declining. The latter has proven a stable
source of financing, but parent banks in turn
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rely on short-term wholesale funding. Limiting
potential contagion will thus require continued
improvements in cross-border supervision.
Developing regional crisis resolution tools—in
close cooperation with relevant authorities—
can provide critical backstop to Estonia’s
sizable fiscal and financial buffers. The
scheduled December high-level meeting of
Nordic regulators provides an opportunity to
make progress in this critical area. In addition,
an early and gradual institutional adoption of
Basel III requirements can reduce funding risks
but its implementation should avoiding
creating headwinds for credit conditions.

37. Financial resilience can also be
supported by further enhancing the
regional and domestic resolution
frameworks for banks and addressing
weaknesses in Estonia’s bankruptcy law. The
recent adoption of a domestic resolution law
provides a welcome tool to minimize the cost
of a bank failure. This could be supplemented
by introducing a bank-asset separation
authority as well as by developing cross-
border bank resolution tools in coordination
with the EU and regional partners. In addition,
legal clarifications regarding the
Reorganization Act for corporations have
improved its effectiveness, while the recent
adoption of an analogous law for individuals
ensures broader coverage. Still, reforms are
needed to shorten the lengthy and costly
bankruptcy process.

38. More broadly, sustainable growth
will entail enhancing Estonia’s
attractiveness for FDI, addressing skill
mismatches, and increasing human capital.
Estonia’s 2020 Competitiveness Strategy
highlights the need for further improvements
in the business environment to continue to
draw FDL The urgency of boosting knowledge-
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based activities and remaining an attractive attract highly-trained individuals to support
destination for FDI has been heightened by sustainable income convergence to EU levels.
growing competition from emerging markets.
Furthermore, fully drawing on Estonia’s
resources and developing their potential will
also require addressing skill mismatches and
continuing attention to foster human
resources in technical fields as well as to

39. It is recommended that the next
Article IV consultation with Estonia be held
on the standard 12-month cycle.
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Figure 1. Estonia: The Strengthening Economic Rebound, 2007-11

While economic activity is strengthening... ..its composition remains uneven.
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a decrease.

1/ Balance equals percent of respondents reporting an increase minus the percent of respondents reporting
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Core Inflation, Dec. 2010-Sep. 2011 (Percent)

...core inflation remains somewhat more subdued.

Recent Price Development, 2010-11 1/ 2/ 3/

Figure 2. Estonia

HICP Inflation, Dec. 2010-Sep. 2011 (Percent)

Although inflationis among the highestin the EU...
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2/ Data for the UK are from Dec. 2010-Aug. 2011 for monthly chart, and from Jun. 2010-Jun. 2011 for quarterly

1/ Core is defined as HICP excluding energy, food, alcohol and tobacco.
chart.

3/ Striped lines are euro area member countries.

Source: Eurostat.
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Figure 3. Estonia: Legacies of the Bust

Recent employmentgains have yet to recover from earlier losses,
but are generally focused on the tradablesector...
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..and while the number ofunemployedare declining, they are

experiencingincreasingly longer durations.
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Figure 4. Estonia: External Developments, 2001-11

The strong current accountimprovementis beginningto be ..while both saving and investment ratios (including
reversed, as imports (including for inventories) are growing... stockbuilding) are recovering.
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Bank deleveraging is reflected in external capital flows... ..and is tempering exteranal debt burdens.
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Competitiveness improved markedly due to sharp nominal
wage declines after the crisis...
REER vs EU27 Index (2007Q1=100)
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Estonia's market sharesremain robust inits export markets ...

Estonia's Market Share in Selected Countries
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Sources: DOTS; Haver; WEO; and EU Commission.

Estonia remains the mostexport-oriented economy in the Baltics...

Figure 5. Estonia: External Competitiveness, 2005-11

..which also benefitted from sharp increasesinthe
productivity in the manufacturing sector
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..withmachinery and transportequipment,and mineral products
being the mainexports.

Export Composition

(Billions of euros)

[ Other Manufactured Products
14 =" Raw Materials
I Food,Drinks and Tobacco
12 E== Chemicalsand Related Products
Mineral fuels, Lubricants and Related Materials

10 I Machinery and Transport Equipment
3 Total export
6 —
4 L]
R
2
O —_— —_— —_— —_ —_— —_

2005 2006 2007 2008 2009 2010

..but the CEE countries caught up with Estonia by 2010.
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General Government Debt, 2010

..which limits the debt to the lowestin the EU.
(Percent of GDP)

Fiscal Developments and Structure

Figure 6. Estonia

Strong policy actions and economic recovery have retumed a

small surplus...
General Government

(Percent of GDP)
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Statutory and Implicit Tax Rates, 2009-11

Figure 7. Estonia
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(Percent)

35

Standard Value-added Tax Rate 1/

(Percent)

27
25

yewuaq
Kiebuny

eluo)s3
Banoquiaxn
spuepaLiaN
e
E—— OIS
| —
E— PUei
e )
EE— 2%
e Wni61e8
e
[ LT,
[ LT
I Pu@lod
[
[ e
I SO
I éluewoy

E— oen
[

e 0
7
T S

30
20
15

o u1n O
—

25

uapams
Kiebuny
yewusq
puejuy
puejod
puejai
emnel
wnib|ag
BIUBAO|S
|ebnuog
euysny
Alent

eluo)s3
euebing
Lzn3

uely
epjeno|s
eluewoy
spuepayiaN
eluenyn
09319
Aueunan
‘doy yoaz)
eyen

ureds

an
Binoquiaxny
snudhy

i

mDifference 2009-2011

B2009

Statutory Personal Income Tax Rate, 2011

23
(Percent)
60
50

21
19
17

— Ao
e 11618
N 3724
e e0unH
[ PU 1|4
— CsnY

N U9POMS

D Ueu429
e 1Y (P97
I SPUCHIRIN

eluoys3

e R

[ ©U3/1S
O ©/UCNA
| (203

(e 1245
S 5inoduiex
[ °P1°01S
I PUe(od
N 232/9
— O]
e SO
[ )
[ °!°0Ind
E— 0
D 1oy

Implicit Tax Rate on Labor, 2009 2/

= e °070d
o [ ey
o

o

Pin om0 oo n o
=< ¥ o m N N — -

uapams
wnibjag
spuepaylaN
yewuaq
an

eusny
puejuy
Aueuuan
duey
[ebnyiod
Arex

uteds
ESEETT)
Binoquiaxn
eluano|s
puejai
Lzn3

elen
puejod
srudAy
eme]
eluo)s3
Kiebuny
epenols
eluewoy
eluenyin

R ENTREY)
eueb|ng

.|||IIE\““"“"““““H

40
30
20
10

0

Statutory Corporate Income Tax Rate, 2011

(Percent)

40

Implicit Tax Rate on Capital, 2009

(Percent)
50

|

[

|

|

|

[

|

[

[

|

|

e

T

=

A

=

===

n o mnowmwmwowmnownmo
<t T NN NN A A

I

[

[

[

e

[

|

e

—

I

[ ——

[

[——

[

|

——

AR

[

I

| —

e

| ——

I

I

e

I

|

| e—

n O n O 1n O w1n O
m ™M N N =

yewusq
At

an

duey
|ebnuog
uapams
wnibjag
puejuy
ureds
eusny
Lzn3
Auewan
e1uan0|S
puejod
‘doy yoez)
Kiebuny
epjeno|s
spuepayieN
puejai
eluols3
eluenyn

el

YEN
duey
wnibjag
Aleyr

ureds
Auewan
|eBnyog
Binoquiaxn]

~
=}

uapams
puejuy
eumsny
spuepaypaN
syewuaq
Lzn3
9319
eluo)sy
KiebBuny
eluano|s
enfenojs
puejod

day ypaz)
eluewoy
eluenyn
eme)
puejaif
snudAy
euebjng

Source: Eurostat.

1/ 2011 VAT rates refer to those applicable in May 2011.

2/ Includes social contributions.
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Figure 8. Estonia: Financial Sector Developments

Private Credit in CEE Countries and Baltics 1/ Housing Price Index

(Percent of peak) (2007Q1=100)
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Sources: Haver; Global Property Guide; country authorities; and IMF staff calculations.

1/ For countries with only one bar, the latest is the trough. Latest data are as of 2011Q2.

2/1In Lithuania, NPLs include impaired loans + loans past due by 60 days but not impaired; in Latvia, NPLs
are loans overdue by more than 90 days; in Estonia, they are loans overdue by more than 60 days.
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Figure 9. Estonia: External Debt Sustainability: Bound Tests 1/ 2/
(External debt in percent of GDP)

Baseline and historical scenarios
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Sources: International Monetary Fund; Country desk data; and IMF staff estimates.

1/ Shaded areas represent actual data. Individual shocks are permanent one-half standard
deviation shocks. Figures in the boxes represent average projections for the respective variables
in the baseline and scenario being presented. Four-year historical average for the variable is
also shown.
2/ Large projected declines in 2010-11 reflect in part the actual and expected impact of
reserve requirement harmonization associated with euro adoption.

3/ Permanent 1/4 standard deviation shocks applied to real interest rate, growth rate, and
current account balance.
4/ One-time real depreciation of 30 percent occurs in 2011.
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Table 1. Estonia: Selected Macroeconomic and Social Indicators, 2007-12
(in units as indicated)

2007 2008 2009 2010 2011 2012
Proj. Proj.
National income, prices and wages

GDP (euro, billions) 16.1 16.3 13.8 14.3 15.8 16.7

Real GDP growth (year-on-year in percent) 7.5 -3.7 -14.3 23 7.5 31

Average HICP (year-on-year change in percent) 6.7 10.6 0.2 2.7 51 31

GDP deflator (year-on-year change in percent) 116 53 -1.0 11 3.0 24

Average monthly wage (year-on-year growth in percent) 204 13.8 -4.6 0.9 4.5 4.7

Unemployment rate (ILO definition, percent) 4.7 5.5 13.8 16.9 135 11.5

Average nominal ULC (year-on-year growth in percent) 136 184 0.9 -5.4 0.6 31

Saving-investment balances (Percent of GDP)

National saving 22.7 20.7 225 231 249 25.0
Private 17.2 20.9 24.6 234 25.6 281
Public 5.4 -0.2 -21 -0.3 -0.7 -3.1

Domestic investment 38.6 304 18.8 19.5 224 229
Private 349 27.0 15.4 16.6 19.7 19.7
Public 37 33 34 3.0 2.7 31

Foreign saving 15.9 9.7 -3.7 -3.6 -2.6 -2.1

General government (ESA95 basis; percent of GDP)

Revenue and grants 36.4 36.5 43.2 40.9 41.0 39.5

Expenditure and net lending 340 395 45.2 40.6 40.7 41.8

Fiscal balance 24 -2.9 -2.0 0.3 0.3 -2.3

External sector (Percent of GDP)

Trade balance -16.4 -13.0 -4.0 -1.7 0.2 -0.6

Service balance 6.5 7.6 9.8 9.2 6.8 6.5

Income balance -6.6 -5.4 -3.6 -5.6 -5.7 -5.3

Current account -15.9 -9.7 3.7 3.6 2.6 21

Gross international reserves (euro, millions) 2237 2776 2766 1935
In months of imports 2.5 31 4.7 26
In percent of gross short-term debt (including trade credits) 42.7 39.9 41.6 32.7
In percent of base money 118.9 114.8 121.8 82.9

Gross external debt/GDP (Percent) 1/ 108.5 117.1 125.0 120.0 935 88.7

Net external debt/GDP (Percent) 2/ 34.6 37.6 35.2 287 131 2.8

General government external debt/GDP (Percent)

Excluding government assets held abroad 2.7 3.2 54 4.9 4.5 42
Including government assets held abroad 3/ -6.6 -4.8 -3.0 -2.1 -1.9 -1.8
Exchange rate (EEK/US$ - period average) 4/ 114 10.7 113 11.8
Money and credit (year-on-year growth in percent)

Domestic credit to nongovernment 33.0 7.2 -5.3 -8.5

Base money 16 28.5 -6.1 2.8

Broad money 135 5.5 0.8 2.8

Social Indicators (reference year):
Population (2010): 1.34 million; Per capita GDP (2010): €10,822; Life expectancy at birth (2009): 79.5 (female) and 69.1 (male);
Poverty rate (share of the population below the established risk-of-poverty line, 2009): 23.4 percent; Main exports: machinery and appliances.

Sources: Estonian authorities; Eurostat; and IMF staff estimates and projections.

1/ Includes trade credits.

2/ Net of portfolio assets (including money market instruments), financial derivative assets, other investment assets,
and reserve assets held by Estonian residents.

3/ Includes the Stabilization Reserve Fund (SRF).

4/ The Estonian kroon was pegged at 15.6466 kroons to the euro. Estonia adopted the euro on January 1, 2011.
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Table 2. Estonia: General Government Accounts, 2001-10

(ESA95 basis; in percent of GDP)

2001 2002 2003 2004 2005 2006 2007 2008 2009 2010
Statement of Operations
Revenue 347 36.0 365 356 35.2 361 364 365 432 409
Taxes 196 200 202 200 200 202 206 198 222 207
Direct taxes 72 75 80 79 70 71 74 78 76 6.8
Indirect taxes 123 125 121 121 131 132 131 119 147 139
Capital taxes 00 00 00 00 00 00 00 0.0 00 0.0
Social contributions 107 110 107 104 104 102 106 117 133 133
Current transfers 10 09 13 11 10 12 09 09 12 14
Capital transfers 02 03 04 03 03 08 08 04 17 14
Other revenue 34 38 39 38 36 37 35 37 43 41
Expenditure 348 358 348 340 336 336 340 395 452 406
Expense 305 304 305 305 299 293 288 334 413 387
Compensation of employees 102 103 102 10.2 99 93 95 112 128 119
Use of goods and services 78 17 79 70 69 6.5 6.2 70 17 75
Interest 01 02 02 02 02 02 02 02 02 01
Subsidies 10 10 09 038 0.7 09 09 10 10 11
Capital transfers 03 04 04 04 03 08 11 13 08 09
Social benefits 106 103 10.1 106 103 100 99 121 160 149
Other expense 04 0.6 08 12 16 17 11 06 29 22
Net acquisition of nonfinancial assets 43 54 43 35 37 43 5.2 61 40 19
of which: acquisitions of nonfinancial assets 41 53 44 38 40 48 51 53 5.2 39
Gross Operating Balance [= revenue minus expense (excluding consumption of fixed capita 43 57 6.0 51 53 6.8 76 32 19 22
Net Operating Balance [= revenue minus expense (including consumption of fixed capital) 26 41 45 36 38 53 61 15 0.1 0.0
Net lending (+)/borrowing (-) (= revenue minus expenditure) -0.1 03 17 16 16 25 24 -29 -20 03
Government financing
Statistical descrepancy 05 05 03 03 0.2 01 01 00 01 00
Net acquisition of financial assets 11 24 36 25 28 38 30 -17 08 05
Net incurrance of liabilities 07 17 16 11 10 12 05 13 27 02
Financial Balance Sheet
Financial assets 358 362 375 397 401 394 362 348 423 49,0
Currency and deposits 33 40 32 41 47 45 36 36 68 56
Securities other than shares 31 55 79 75 73 87 8.7 6.6 68 6.5
Loans 03 03 11 19 16 13 10 1.0 16 15
Shares and other equity 26.1 26 225 219 222 207 185 190 211 294
Other financial assets 29 29 28 42 43 42 44 46 6.0 61
Financial liabilities 6.7 76 84 86 8.2 80 73 85 127 125
Currency and deposits 00 00 00 00 0.0 00 00 00 00 00
Securities other than shares 0.6 18 14 15 13 14 08 11 17 17
Loans 42 41 43 37 34 30 29 35 55 50
Shares and other equity 00 00 00 00 0.0 00 00 00 00 00
Other financial assets 19 18 26 35 36 36 36 39 55 58
Net financial worth 291 286 292 311 319 314 289 263 296 365
Memorandum items:
GDP (millions of Euros) 69709 77763 87189 96853 111817 133908 160694 163042 138396 14,3053
General government debt (Maastricht definition) 48 57 56 50 46 44 37 45 72 6.7
Net lending/borrowing (cash basis) 04 11 25 16 16 32 28 23 21 04

Sources: Eurostat; Statistics Estonia; and IMF staff calculations.
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Table 3. Estonia: Summary of General Government Operations, 2001-12 1/

(Percent of GDP)
2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 2011 2012
Staff Proj.
Revenue and grants 336 352 355 362 368 378 377 387 456 451 453 437
Revenue 330 346 344 341 341 350 348 358 404 392 376 363
Tax revenue 292 306 303 298 300 299 307 317 347 340 325 324
Direct taxes 180 188 188 185 174 172 181 196 207 208 197 188
Personal income tax 6.5 64 6.5 63 56 56 58 6.2 57 54 54 54
Corporate profits tax 0.7 11 16 17 14 15 16 16 19 14 13 13
Social security tax 6.3 6.3 59 57 56 56 58 64 72 70 6.2 59
Medical insurance tax 41 41 41 41 41 41 44 49 52 48 46 46
Unemployment insurance tax 04 04 04 04 02 03 03 08 13 12 12
Land and property taxes 04 03 03 04 03 03 03 03 03 04 03 03
VAT 79 84 82 75 84 89 89 8.1 87 87 84 86
Excises 33 32 31 35 38 34 33 35 46 47 46 46
Other taxes (incl. on intern. trade) 0.0 0.2 0.2 03 04 04 04 0.5 03 04 0.5 04
Nontax revenue 38 40 41 43 41 51 41 41 56 5.2 51 39
Grants 0.6 06 11 21 27 28 29 29 5.2 59 17 74
Expenditure 333 342 330 346 352 346 349 410 477 447 448 462
Current expenditure 304 308 304 319 318 308 311 377 442 418 421 A1
Expenditure on goods and services 198 199 194 197 202 196 204 245 282 255 272 282
Wages and salaries 6.7 6.9 74 71 68 6.3 64 75 83 17 7.0 6.9
Other goods and services 131 130 120 126 133 133 140 170 199 178 202 213
Current transfers and subsidies 103 106 108 120 114 110 106 131 158 161 148 147
Subsidies 07 09 10 13 07 0.6 03 03 03 03 03 03
Transfers to households 9.6 9.7 96 101 98 94 91 116 143 147 134 134
of which: Pensions 6.1 6.0 6.1 60 60 58 5.7 70 85 88 8.1 81
Family benefits 12 11 10 14 13 12 12 15 18 20 18 17
Sickness benefits 07 07 0.6 08 07 08 08 10 10 06 0.6 06
Unemployment benefits 0.1 0.1 02 02 01 01 0.1 03 11 10 04 05
Income maintenance 03 03 02 02 01 0.1 01 00 0.1 01 0.1 01
Disability benefits 04 05 04 04 04 03 03 03 04 04 04 04
Prescription drug benefits 06 06 05 06 05 05 04 05 06 06 06 06
Other 02 04 05 05 06 0.6 06 10 10 11 13 13
Transfers to the EU budget 06 10 10 14 19 20 23 25 25
Interest payments 0.2 0.2 0.2 02 02 0.1 0.1 0.1 0.2 0.2 0.2 0.2
Capital expenditure 29 35 26 27 34 38 37 33 34 30 27 31
Overall surplus (+) / deficit (-) 04 11 2.5 16 16 3.2 28 -23 21 04 0.5 -2.5
Memorandum items:

Primary fiscal balance (+, surplus) 0.6 13 2.7 18 18 34 30 =22 -18 0.6 0.6 -23
Overall balance, ESA95 basis 01 03 17 16 16 25 24 -29 -20 03 03 -23

Total general government debt
Excluding government assets held abroad 48 57 56 50 46 44 37 45 72 6.6 6.0 57
Including government assets held abroad 15 04 23 31 37 49 57 -35 -12 04 -17 08
Nominal GDP (euro, billion) 70 78 8.7 9.7 112 134 16.1 163 138 143 15.8 16.7

Sources: Estonian authorities; and IMF staff estimates and projections.
1/ Cash basis.
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Table 4. Estonia: Summary Balance of Payments, 2002-12

Projections
2002 2003 2004 2005 2006 2007 2008 2009 2010 2011 2012

(In millions of EURO) (In millions of euro)
Current Account -825 -985 -1095 -1,116 -2,053 -2562 -1,578 513 513 405 356

Primary Current Account 1/ -480 -523 -586 -660 -1,365 -1,504 -699 1,015 1,319 1,310 1,239

Trade Balance -1,179 -1,375 -1,569 -1,550 -2,304 -2,641 -2,123 -559 -250 39 -98

Exports 3,704 4,055 4,764 6348 7,774 8132 8,542 6,550 8,778 10,533 11,195
Of which : goods for processing 1,146 1,204 804 647 1,281 994 825 837 1,095 1,314 1,397

Imports -4,8383 -5430 -6333 -7,898 -10,078 -10,773 -10,664 -7,109 -9,028 -10,494 -11,293
Of which : goods for processing -964 -962 -672 -587 -1214 -923 -915 -801 -929 -1,080 -1,162

Services Balance 632 733 891 839 890 1,042 1,244 1,358 1,312 1,082 1,094

Receipts 1,800 1960 2,294 2612 2871 3,289 3537 3174 3,422 3,684 3,907

of which: travel and tourism 585 592 717 784 811 754 808 780 809 871 924

Payments -1,168 -1,227 -1403 -1,773 -1,981 -2,247 -2,293 -1,815 -2,109 -2,601 -2,813

Income -344 -463 -509 -455 -688  -1,059 -878 -502 -805 -905 -882
Current Transfers 67 119 92 50 49 95 179 215 256 189 242
Capital and Financial Account 834 1,185 1,449 1,311 2,679 2,615 1,937 -450 -1,128 -846 1,135
Capital Transfers 41 62 69 85 289 174 202 483 519 613 636
Financial Account 793 1,123 1,381 1,226 2390 2441 1,736 -934  -1647 -1,458 500
Direct Investment 2/ 167 684 554 1,751 550 708 421 209 1,062 717 747
From abroad 307 822 771 2,307 1432 1,985 1,182 1,323 1,162 1,010 1,098
Outward (by Estonians) -140 -138 -216 -556 -881 -1,276 -760 -1,114 -100 -292 -351

Net equity investment 2/ 59 32 -44  -1,355 -54 -265 49 -141 -291 -32 -32

Loans and other investments 3/ 567 406 870 830 1,894 1,998 1,265 -1,001 -2418 -2,144 -216

of which:

Banks 339 696 897 531 1,583 2,216 1,023 -911  -1,747 -1,392 -128

Government -194 -211 37 -94 -251 -337 317 336 -9 0 0

Monetary Authorities 38 37 11 -44 24 62 -111 74 7 8 8

Errors and Omissions 50 -53 -135 117 -145 38 143 -60 -216 0 0
Overall balance 59 147 220 312 481 90 503 3 -831 -440 1,492
Memorandum Items: (In percent of GDP, unless otherwise stated)

Current Account -106  -11.3 -11.3 -10.0 -15.3 -15.9 -9.7 37 36 26 21
Trade balance -152  -15.8 -16.2 -139 -17.2 -16.4 -13.0 -4.0 -17 0.2 -0.6
Non-factor services balance 8.1 84 9.2 7.5 6.6 6.5 7.6 9.8 9.2 6.8 6.5
Income balance -44 -53 -53 -4.1 -5.1 -6.6 -54 -36 -5.6 -5.7 -5.3

Compensation of employees, net 0.2 03 11 15 1.9 13 0.9 0.9 0.9 0.9 0.9
Reinvested earnings, net -2.2 -4.2 -47 -3.5 -5.2 -6.5 -4.5 -2.2 -5.2 -39 -39
Other income, net -24 -14 -17 -2.0 -19 -14 -1.8 -23 -13 -2.7 -23
Current transfers 0.9 14 1.0 0.4 0.4 0.6 11 16 18 1.2 14

Export growth (in percent) -14 9.5 175 332 225 4.6 50 -233 340 200 6.3

Import growth (in percent) 5.6 11.2 16.6 247 276 6.9 -1.0  -333 270 16.2 7.6

Net FDI 22 7.9 57 15.7 41 44 2.6 15 74 45 45

Gross International Reserves (euro millions) 4/ 5/ 964 1,099 1,318 1,648 2,121 2,237 2,776 2,766 1,935

In months of imports 24 24 25 25 25 25 31 4.7 26
Relative to gross short-term debt (ratio) 6/ 7/ 0.7 0.6 0.6 0.5 0.5 04 04 04 0.3

Total external debt 8/

Gross 57.8 64.4 77.2 86.6 96.9 108.5 1171 125.0 120.0 935 88.7
Net 9/ 104 12.9 17.5 18.2 274 34.6 376 35.2 287 131 2.8

NIIP -54.1 -65.9 -86.5 -85.2 -73.9 -72.1 -76.5 -82.0 -72.8 -59.3 -50.3

General government external debt 10/

Excluding Govt. assets held abroad 2.8 28 39 37 3.6 27 32 5.4 4.9 4.5 4.2
Including Govt. assets held abroad -25 -5.1 -4.2 -4.5 -5.7 -6.6 -4.8 -3.0 -21 -19 -1.8
Debt Service/Exports of GNFS (in percent) 33.8 319 371 37.8 455 55.7 67.0 105.0 59.8 58.2 56.5

Sources: Bank of Estonia; and IMF staff estimates and projections.

1/ Excluding interest payments and reinvested earnings.

2/ The large FDI and equity investment flows in 2005 reflect the aquisition of remaining shares of Hansabank, most of which were held by foreigners, by its
Swedish parent owner.

3/ Includes operations in debt securities.

4/ Excludes Government deposits held abroad (including in the SRF).

5/ Changes in gross international reserves may differ from flows implied by overall balance of payments due to valuation changes.

6/ Includes trade credits.

7/ Short term debt is defined on the basis of original maturity.

8/ Starting in 2000, the definition of external debt was widened to include money market instruments and financial derivatives.

9/ Net of portfolio assets (including money market instruments), financial derivative assets, other investment assets, and reserve assets held by Estonian residents
10/ Includes government guaranteed debt.
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Table 5. Estonia: Macroeconomic Framework, 2005-16
(Percent of GDP, unless otherwise indicated)

2005 2006 2007 2008 2009 2010 2011 2012 2013 2014 2015 2016
Projection
GDP real growth (percent) 8.9 10.1 7.5 -3.7 -14.3 2.3 7.5 3.1 3.7 3.6 3.6 3.6
Contribution to real GDP growth (percent)
Consumption 1/ 5.9 83 5.9 -2.5 -8.8 -1.2 2.0 21 1.9 2.5 2.5 24
Investment 2/ 4.5 8.8 4.2 -6.4 -16.6 1.0 5.6 1.0 1.1 11 11 11
Exports (goods and nonfactor services) 13.6 47 2.7 0.4 -13.2 14.6 14.8 3.8 5.1 5.2 5.4 5.5
Imports (goods and nonfactor services) -15.1 -11.7 -5.3 4.8 24.3 -12.1 -14.9 -3.8 -4.5 -5.2 -5.4 -5.4

National saving 238 234 227 20.7 225 231 249 25.0 24.0 223 216 210
Private 195 18.5 17.2 20.9 24.6 234 256 28.1 26.3 232 216 20.2
Public 4.3 4.9 5.4 -0.2 -21 -0.3 -0.7 -3.1 -23 -0.8 0.0 0.7

Investment 33.8 38.7 38.6 30.4 18.8 19.5 224 229 233 23.7 24.1 24.5
Private 30.3 34.9 34.9 27.0 15.4 16.6 19.7 19.7 21.7 221 225 23.0
Public 34 3.8 3.7 33 34 3.0 27 3.1 1.7 1.6 1.6 1.6

Foreign saving 10.0 15.3 159 9.7 -3.7 -3.6 -2.6 -2.1 -0.7 14 25 3.6

Memorandum items:

Fiscal balance 3/ 16 3.2 2.8 -2.3 -21 0.4 0.5 -2.5 -0.7 -0.1 0.6 1.2
Revenues and grants 36.8 37.8 37.7 38.7 45.6 45.1 453 43.7 42.9 42.2 42.1 41.8
Expenditure and net lending 35.2 34.6 349 41.0 47.7 44.7 44.8 46.2 43.6 423 41.5 40.7

Cyclically-adjusted balance 0.9 1.0 -0.6 -39 1.4 3.2 1.3 -2.0 -0.5 -0.2 0.5 1.2

Total general government debt 4.6 4.4 3.7 4.5 7.2 6.6 6.0 5.7 5.4 51 4.8 4.6

Net non-debt creating capital inflows ("+" inflow) 4.3 5.9 3.8 4.1 4.0 9.0 8.2 8.1 8.5 8.0 8.1 83
Capital transfers 4/ 0.8 2.2 11 1.2 3.5 3.6 3.9 3.8 3.3 23 21 2.0
Net equity investment -12.1 -04 -1.7 0.3 -1.0 -2.0 -0.2 -0.2 -0.2 -0.2 -0.2 -0.2
Net foreign direct investment 15.7 4.1 4.4 2.6 1.5 7.4 4.5 4.5 5.4 6.0 6.2 6.5

HICP inflation (average, in percent) 4.1 4.4 6.7 10.6 0.2 2.7 5.1 3.1 2.8 2.8 2.8 2.8

CPI inflation (average, in percent) 41 4.4 6.6 104 -0.1 2.9 5.1 3.1 2.8 2.8 2.8 2.8

Employment growth (average, year-on-year in percent) 2.0 6.4 1.4 0.2 -9.3 -4.2 3.5 1.6 1.4 1.0 0.5 0.5

Unemployment rate (percent) 7.9 59 4.7 5.5 13.8 16.9 135 115 9.5 7.9 6.8 5.8

Average wage growth (percent) 114 16.2 20.4 13.8 -4.6 0.9 4.5 4.7 5.0 5.0 5.0 5.0

Labor compensation share of GDP 44.2 44.4 46.0 50.5 51.5 48.2 47.1 47.4 47.9 48.1 48.1 48.0

Output gap (in percent of potential output) 2.5 7.3 11.2 5.1 -10.0 -8.2 -2.5 -1.4 -0.4 0.1 0.1 0.0

Sources: Estonian authorities; and IMF staff estimates and projections.

1/ Includes government, private and nonpublic institutions serving households.
2/ Includes private and public capital formation, changes in inventories, and statistical discrepancy.

3/ Cash basis. Public savings minus public investment differs from the fiscal balance by the amount of capital transfers received from abroad.

4/ Mainly EU capital grants, all of which are channelled through the budget.
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Table 6. Estonia: Indicators of External Vulnerability, 2005-11

(Percent of GDP, unless otherwise indicated)

Latest Observation
2005 2006 2007 2008 2009 2010 Date
Financial indicators
Public sector external debt 1/ 37 36 27 32 54 49 53 Q22011
Broad money (Year-on-year, percent) 419 282 135 55 08 30 00 Q22011
Base Money (Year-on-year, percent) 30 307 16 285 61 -395
Private sector credit (Year-on-year, percent) 2/ 649 621 330 84 -39 -89 41 -1l
External Indicators
Exports (Year-on-year, percent) 32 225 46 50 -233 340 B35 Julkll
Imports (Year-on-year, percent) 47 276 6.9 -10 -333 210 370 Julll
Current account balance 100 -153 -159 97 37 36 08 Q22011
Capital and financial account balance 17 200 163 119 -33 -19 10 Q22011
Gross official reserves (Millions of euros) 1648 2121 2231 2,776 2,766 1,935 156 Aug-11
NFA of the consolidated banking system (Millions of euros) 667 -1,597 -3404 -3.282 -2,624 -1612 -306 Q22011
Central Bank short-term foreign liabilities (Millions of euros) 9167.1 123610 158636 163370 147524 145464 151600 Q22011
Short term foreign assets of the financial sector (Millions of euros) 3/ 61003 77742 119812 151901 126604 105872 0 Q22011
Short term foreign liabilities of the financial sector (Millions of euros) 49234 62873 84,528 48,270 48,706 53,802 0 Q22011
Open net foreign currency position of the financial sector (Millions of euros) 633 506 2213 3316 4006 3763 -1570 Q22011
Official reserves in months of imports (Excl. imports of goods for processing) 2] 29 27 34 53 29 56 Q22011
Broad money to reserves (Ratio) 32 32 34 29 30 44 542 Q22011
Total short term external debt to reserves 4/ 20 21 23 25 24 34 436 Q22011
Total external debt 5/ 87 97 109 117 125 120 110 Q22011
of which: Public sector debt 1/ 37 36 27 32 54 49 53 Q22011
Net external debt 6/ 18 2 35 3% 3 29 21 Q01
Debt service to exports of GNFS 3718 455 55.7 670 1050 598
External interest payments to exports of GNFS (Percent) 23 29 47 64 46 26
External Amortization payments to exports of GNFS (Percent) B5 426 510 605 1004 573
Exchange rate (Per USS, period average) 126 125 114 106 112 118 13 Sep-ll
REER (Percent change, period average; appreciation (+)) 14 -103 46 68 10 21 03 -l
Financial Market Indicators
Stock market index 7/ 664 85 LY 214 405 698 676 Jul-11
Foreign currency debt rating 8/ A A A A A- A- AA- Aug-11
Money market spread 9/ 002 -0.05 201 410 235 011

Sources: Estonian authorities; Bloomberg; Standard & Poor's; and IMF staff estimates.

1/ Total general government and government-guaranteed debt excluding government assets held abroad.

2/ Credit to households and nonfinancial institutions.

3/ Excluding reserve assets of the Bank of Estonia.

4/ By original maturity.

5/ External debt includes money market instruments and financial derivatives.

6/ Net of portfolio assets (including money market instruments), financial derivative assets, other investment assets, and reserve assets held by residents.
7/ Tallinn stock exchange index (OMX Tallinn), end of period.

8/ Standard & Poor's long-term foreign exchange sovereign rating.

9/ One-month spread between Tallinn interbank borrowing rate (TALIBOR) and the corresponding EURIBOR rate.
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Table 7. Estonia: External Debt Sustainability Framework, 2006-16
(Percent of GDP, unless otherwise indicated)

Projections

2006 2007 2008 2009 2010 2011 2012 2013 2014 2015 2016
1 Baseline: External debt 96.8 108.5 1171 125.0 120.0 935 88.7 843 80.3 76.7 73.9
2 Change in external debt 1/ 103 117 86 8.0 -5.0 -26.5 -48 -4.4 -4.0 -3.6 -28
3 Identified external debt-creating flows (4+8+9) -5.7 -129 -5.3 14.6 -119 -154 -9.8 -9.9 -84 -74 -6.6
4 Current account deficit, excluding interest payments 13.0 126 49 -7.0 -5.8 -5.6 -5.2 -3.6 -2.1 -1.0 0.2
5 Deficit in balance of goods and services 10.6 9.9 54 -5.8 -74 -7.1 -6.0 -5.5 -4.6 -3.6 -2.7
6 Exports 79.5 711 741 703 853 89.8 90.3 924 94.6 96.9 100.0
7 Imports 90.0 81.0 79.5 64.5 779 82.7 843 86.9 90.1 933 973
8  Net non-debt creating capital inflows (negative) -6.0 -6.0 -6.1 -104 -54 -4.8 -4.9 -6.1 -6.9 -7.1 -7.5
9  Automatic debt dynamics 2/ -12.7 -19.6 -4.1 319 -0.6 -5.0 03 -03 0.5 07 07
10 Contribution from nominal interest rate 23 33 48 33 22 32 31 28 35 35 33
11 Contribution from real GDP growth <72 -5.5 37 208 -2.8 -8.2 -2.8 -31 -29 -2.7 -26
12 Contribution from price and exchange rate changes 3/ -7.7 -174 -12.6 79
13 Residual, incl. change in gross foreign assets (2-3) 4/ 159 246 139 -6.6 6.8 -111 5.0 55 44 38 38
External debt-to-exports ratio (in percent) 1218 152.7 158.0 177.9 140.7 104.2 983 912 84.8 791 73.9
Gross external financing need (in billions of US dollars) 5/ 124 17.2 20.2 231 216 20.0 193 19.5 19.9 20.0 20.2
in percent of GDP 73.6 78.0 84.5 1199 1137 96.2 88.2 85.0 825 79.2 75.7
Scenario with key variables at their historical averages 6/ 120.0 98.7 94.5 90.1 847 79.0 738
For debt
Key Macroeconomic Assumptions Underlying Baseline stabilization
hide Nominal GDP (US dollars) 16.8 220 24.0 193 19.0 20.8 219 229 241 253 26.7
Real GDP growth (in percent) 10.1 75 -37 -143 23 7.5 31 37 36 3.6 36
GDP deflator in US dollars (change in percent) 9.8 219 131 -6.3 -1.0 19 18 12 13 14 19
Nominal external interest rate (in percent) 32 45 48 22 18 30 35 34 43 46 46
Growth of exports (US dollar terms, in percent) 199 171 135 -23.7 195 240 6.1 72 7.2 73 8.1
Growth of imports (US dollar terms, in percent) 259 179 6.8 -34.7 189 251 7.6 79 8.5 85 9.2
Current account balance, excluding interest payments -13.0 -126 -4.9 7.0 58 5.6 52 36 21 1.0 -0.2
Net non-debt creating capital inflows 6.0 6.0 6.1 104 54 48 49 6.1 6.9 71 75

Debt-stabilizing
non-interest

current account 7/

-8.2

-144

Source: Estonian authorities; and IMF staff estimates and projections.

1/ Large reductions projected for 2010-11 reflect in part the expected impact of reserve requirement harmonization associated with euro adoption.

2/ Derived as [r - g - r(1+g) + ea(1+n)]/(1+g+r+gr) times previous period debt stock, with r = nominal effective interest rate on external debt; r = change in domestic GDP deflator in US dollar terms, g = real GDP growth rate,
e = nominal appreciation (increase in dollar value of domestic currency), and a = share of domestic-currency denominated debt in total external debt.

3/ The contribution from price and exchange rate changes is defined as [-r(1+g) + ea(1+r)]/(1+g+r+gr) times previous period debt stock. r increases with an appreciating domestic currency (e > 0) and rising inflation
(based on GDP deflator).

4/ For projection, line includes the impact of price and exchange rate changes.

5/ Defined as current account deficit, plus amortization on medium- and long-term debt, plus short-term debt at end of previous period.

6/ The key variables include real GDP growth; nominal interest rate; dollar deflator growth; and both non-interest current account and non-debt inflows in percent of GDP.

7/ Long-run, constant balance that stabilizes the debt ratio assuming that key variables (real GDP growth, nominal interest rate, dollar deflator growth, and non-debt inflows in percent of GDP) remain at their levels
of the last projection year.
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Table 8. Estonia: Financial Soundness Indicators of the Banking Sector, 2005-12
(Percent unless otherwise noted)

2005 2006 2007 2008 2009 2010  2011Q2

Capital adequacy (on consolidated basis)

Regulatory capital as percent of risk-weighted assets 1072 1079 1084 1327 1572 16.25 1591
Regulatory Tier I capital to risk-weighted assets 1001 864 8.25 1044 1183 12.75 12,60
Capital as percent of assets 872 1761 770 9.26 8.58 9.77 1044
Sectoral distribution of bank credit to the private sector (as percent of total credit to private sector)
Commerical real estate/Construction and Development loans 1963 2281 2116 19.55 2068 1992 19.84
Mortgage loans 4160 4270 4270 4091 41.88 43.02 4381
Consumer loans 1001 9.06 9.79 9.00 815 789 750
Industrial/Commercial loans 716 595 598 645 595 537 563
Transportation and Road Construction Loans 603 471 447 387 437 397 385
Asset quality
Non-performing loans (NPL) as percent of gross loans 020 018 044 194 5.20 538 511
NPL net of provisions as percent of tier I capital 122 156 382 16.53 28.05 2563 26.03
Large exposures as percent of tier [ capital 2838 865 058 117 11.85 1841 3157
Eamings and profitability
Gross profits as percent of average assets (ROAA) 198 172 2.65 119 -2.76 0.34 149
Gross profits as percent of average equity capital (ROAE) 2102 1920 30.19 1337 -2458 210 1067
Net interest margin (net interest income as percent of interest bearing asset: na na na 051 034 051 043
Net interest income as percent of gross income 1/ 4590 5618 4517 56.82 4710 5226 2944
Non-interest income as percent of gross income 5410 4382 5483 4191 59.32 46.00 38.05
Trading income as a percent of gross income 1/ 1851 1857 17.79 737 12.70 10.01 6.82
Non-interest expenses as percent of gross income 1/ 5094 5191 40.71 6519 66.30 5449 54.03
Personnel expenses as percent of non-interest expenses 1/ 3429 3528 3543 2831 3390 39.14 8223
Spread between reference loan and deposit rates (basis points) 195 211 215 21 159 169 197
Liquidity
Liquid assets as percent of total assets 2493 1919 1812 19.01 13.03 10.77 768
Liquid assets as percent of short-term liabilities 3946 3198 3489 3195 2768 21.08 1461
Foreign currency loans as percent of total loans 7987 7813 80.50 86.11 87.18 9011 173
Deposits as percent of assets 5131 5123 4447 4359 4879 53.67 55.26
Sensitivity to market risk
Off-balance sheet operations as percent of assets 5147 5792 48344 44,25 4765 44,05 4527
Gross asset position in derivatives as a percentage of tier [ capital 237 278 5.57 544 33 269 273
Gross liability position in derivatives as a percentage of tier I capital 130 339 39 442 255 283 249
Net open position in foreign exchange as a percentage of tier I capital 781 2170 1602 1831 4456 4752 2429
Net open position in equities as a percentage of tier I capital 5877 5197 65.54 58.71 77.05 72.76 80.57

Source: Bank of Estonia.
1/ Average of four quarters ending in 2011Q1.
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Annex 1. A Fiscal Framework for Estonia

1. The success of Estonia’s long-standing
currency board arrangement and its accession
into the euro area has been predicated on,
inter alia, fiscal prudence. Budgetary surpluses
were the norm, resulting not only in the lowest
level of general government debt in the EU but
also in an accumulation of sizable liquid
government assets, and sizable cuts in direct
flat tax rates.

2. Despite Estonia’s sound fiscal
reputation, surging revenue growth during the
recent boom period resulted in pro-cyclical
expenditure growth, which exacerbated the
boom and the following pro-cyclical
retrenchment measures once the bust set in.
Estonia’s favorable economic circumstances
boosted perceptions of the speed of real
income convergence and of permanent
incomes. This in turn led in the mid-2000s to
higher expenditures on public wages (in order
to compete with the private sector), and on
social benefits, especially pensions, to promote
social cohesion and limit income disparities. In
addition, rising government surpluses and
fiscal buffers during this period increased
pressures to boost public infrastructure
expenditures to facilitate further income
convergence. These pro-cyclical policies, along
with income tax cuts motivated and further
fueled the unsustainable expansion, requiring
contractionary policies once the bust began.

3. In this connection, Estonia’s fiscal
framework can be improved further to limit
pro-cyclical fiscal policy. The European
Commission has noted that performance and
accrual budgeting have been gradually

introduced in 2010-11." Limitations have also
been tightened recently regarding the
contracting of loans by local governments.
Plans are also underway to enhance Estonia’s
"soft” medium-term balanced budget rule,
possibly by amending the State Budget Act.?
Still, the counter-cyclical operation of the
budgetary framework can be improved by
introducing binding expenditure ceilings in a
multi-year context.

4, The usefulness of fiscal rules has
become increasingly recognized, and lies at
the heart of recent EU-wide efforts to
strengthen economic governance (the so-
called legislative “six pack”). In light of the
sizable deterioration of overall balances and
debt levels during the recent crisis , a number
of economies have or are considering
enshrining a medium-term objective fiscal
target (MTO) in some legal (such as in the
“organic” State Budget Law) or constitutional
framework for longer-term sustainability.
Other economies with a tradition of prudence
(Sweden and Finland, for example), in contrast,
have found medium-term political
commitments to be sufficient to provide the
necessary discipline.

5. In Estonia, achieving the medium-term
target for the overall balance could usefully be
supplemented with a multi-year expenditure
rule. The rule would be based on a medium-

! “National fiscal governance reforms across EU
Member States: Analysis of the information contained
in the 2009-10 Stability and Convergence
Programmes,” European Economy Occasional Papers
67, August 2010.

? See “Republic of Estonia—Stability Programme
2011," http://www.fin.ee/index.php?id=79456.

INTERNATIONAL MONETARY FUND | 37



REPUBLIC OF ESTONIA 2011 ARTICLE IV REPORT

term macroeconomic forecast consistent with
achieving the ultimate fiscally sustainable
target. Revenues would be allowed to vary
with deviations of actual developments from
initial forecasts in order to prevent pro-cyclical
policies, thereby enabling automatic stabilizers
to operate (with due respected accorded to
the Stability and Growth Pact). Consideration
could be given to the advice of outside
“experts” to monitor the accuracy of the
macroeconomic and fiscal forecasts and
outcomes. In the Estonian context, the State
Auditing Authority already fulfills some of
these functions.

6. While multi-year expenditure rules can
help minimize pro-cyclical policies, they are
not without their own operational difficulties.
Expenditure rules should cover as broadly as
possible governmental economic activities
(e.g., at the general government level), but this
may need to be traded off against the cost this
exacts in the timeliness of their monitoring.
Another tradeoff emerges when specifying the
fiscal targets in cyclically adjusted terms, even
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after possibly excluding some cyclically
sensitive components, as this entails
estimating output gaps and underlying
potential output developments. This poses a
greater challenge for economies, such as
Estonia, undergoing significant economic
changes and real income convergence, as
trends and cycles are often difficult to
disentangle. The costs that these intrinsic
measurement difficulties pose for the
transparency and the monitoring of framework
must be weighed against potential benefits in
economic policy making. A non-cyclically
adjusted framework would be simpler to
monitor but would be unable to account for
movements of a purely cyclical nature.

7. While the use of MTOs, supplemented
by medium-term expenditure rules, and
possibly by independent fiscal authorities are
valuable additional mechanisms, the success of
achieving and maintain a sustainable fiscal
position will ultimately depend upon political
commitments of elected authorities to
formulate and deliver prudent policies..
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Annex II. A Rationale for Fiscal Buffers and Their Size

1. Fiscal buffers can serve as
self-insurance in the event of extreme distress
during crises. The higher the degree of
uncertainty in output, fiscal revenues, and
cyclically-related expenditures (such as social
benefits), the larger potential need for
insurance for smooth fiscal operations. Larger
buffers could also be justified by a higher
probability of being shut out of markets or of
banking sector recapitalization.

2. Fiscal buffers nonetheless entail
opportunity costs. For highly advanced
economies, costs will boil down to the
foregone interest on higher yielding (non-
liquid) assets. In this regard, the size of fiscal

Government Liquid Financial Assets
(Millions of euro)

buffers would be determined as part of public
sector’s asset management. For countries with
infrastructure needs, growth-enhancing
physical infrastructure investment would be
the relevant alternative use of liquid assets.
Resources devoted to fiscal buffers would thus
be weighed against the benefits of
infrastructure development.

3. In Estonia, fiscal surpluses during the
economic boom had given rise to sizable
buffers, which are among the largest in the EU.
This reflects its comparatively prudent fiscal
policy—a requirement under its previous
currency board arrangement—as well as a
legacy of the economic boom.

Government Liquid Financial Assets
(Percent of GDP)
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Euro Area: Fiscal Buffers, 2007 and 2010 1/ 2/
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Euro Area: Another Measure of Fiscal Buffers, 2009 1/ 2/
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(currency and deposits and securities other than shares).
2/ Malta is not included due to missing data for 2010.

debt due within 1 year.
2/ Cyprus and Greece are not included due to missing data.
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During 2001-07 general government surpluses
averaged about 1.8 percent of GDP, which
were saved as liquid assets (i.e., currency and
deposits, and securities other than shares).
Over this period, liquid assets rose at their
peak roughly seven-fold to about €2 billion
and had tripled as a share of GDP by end-
2007. After a temporary decline during the
crisis, liquid assets have recovered to about
€1.8 billion in the second quarter of 2011. The
bulk of the buffers has been held at the central
government level, with social security and local
governments holding the remainder.

4. During Estonia’s sharp economic
downturn in 2008-09, fiscal buffers were
mainly used to finance fiscal deficits and
largely eschewing financial markets. The
combined 2008-09 general government deficit
totaled €783 million, with the state budget
borrowing €215 million in financing from the
EIB and a local bank (with the latter, totaling
€50 million, has already been repaid).

5. While fiscal buffers have declined, they
remain above the euro area average. At
roughly 2 percentage points of GDP above
average, Estonia’s buffers as a share of GDP
rank fifth among the 17 euro area at end-2010.
Estonia’s liquid assets nonetheless rank among
the highest when compared to fiscal financing
needs (fiscal deficit plus short-term debt falling
due).! With the exception of Finland, whose
buffers include pension pillar II assets, only
Luxembourg’s buffers are larger than Estonia'’s.

6. Considering Estonia’s economic and
fiscal revenue volatility, fiscal buffers

! The size of Finland's large fiscal buffers reflect their
publically mandated, and partly funded, pay-as-you-
go pillar I pension system, and thus are not strictly
comparable to those for Estonia.
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nonetheless do not appear to be out of line
(Figure Al). The association of economic
volatility and fiscal buffers generally suggest
that more volatile countries have larger
buffers. In this regard, Estonia’s buffers in
relation to its volatility fall below the average
(as expressed by the regression line), when
measured as a share of GDP. The deviation
from the average should not be taken
literally—it would imply increasing buffers
substantially—but does suggest that some
increase might be justified by Estonia’s
volatility.

7. But judging by Estonia’s low financing
needs, fiscal buffers appear above average.
There is, however, only a weak relation
between fiscal buffers and financing needs,
with significant outliers.

8. Turning to fiscal buffers and market
access, the relation is weak. Countries with
higher probability of accessing markets
(proxied by higher credit ratings) hold buffers
that if all are slightly less than those with lower
probability. This weak relation, however, could
be associated with the impact that fiscal
buffers have in turn on the probability of
market access. A country with higher buffers
appears to be deemed more credit worthy and
thus would have a higher credit rating.
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Figure Al. Euro Area: Fiscal Buffers, Volatility, Financing Needs and Credit Ratings, 2001-10 1/ 2/
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Annex III. Trade and FDI Linkages

A. Trade Structure and Linkages

1. Estonia’s export performance has
benefited from its high integration with Nordic
countries, particularly by being part of the
Finnish and Swedish global supply chains
(Table 1). Finland and Sweden account for

33 percent of Estonia’s exports. Estonia
processes imported intermediate inputs and
exports these to Finland and Sweden, which in
turn export the final goods to third markets.
Estonia’s other export markets—the Baltics (14
percent) and Russia (10 percent)—represent a
smaller share of Estonia’s exports.

2. Estonia’s trade exposure to EU
countries thus includes a significant indirect
linkage through Nordic markets. Specifically, in
total commodity exports, the indirect Nordic
linkage accounts for about % of Estonia’s total
EU exposure. Similarly, Estonia’s exposure to
Brazil, India, and China (BRICs) is greater than
its direct linkage. In machinery and equipment
exports, 17 percent of is actually exported to
BRICs, with about 12¥2 percent exported
directly. Such secondary linkages are mostly
absent in the Baltic peers as they are not
currently part of global supply chains; their
main exports are mineral and wood products
whose productions processes are less likely to
be vertically integrated..

Exports and Imports by Main Trading Partner

(Percent)
Exporting  Share of Importing  Share of
to total from total
Commodity total 1/ Finland 17 Baltics 19
Sweden 16 Finland 15
Baltics 14 Russia 11
Russia 10 Sweden 11
Machinery & equipment 2/ Finland 30 Germany 15
Russia 12 Finland 12
Sweden 10 China 10
Mineral products 2/ Baltics 20 Russia 62
Russia 20 Baltics 12
Finland 9

Source: Statistics Estonia.
1/ 2010 data.
2/ 2009 data.

Trade Exposure via Finland and Sweden, 2010

(Percent)
Total Machinery and
commodity equipment
Exposure to EU 1/ Direct 19.0 19.2
Indirect 9.9 8.4
Total 28.9 27.7
Exposure to BRICs 2/ Direct 10.0 124
Indirect 2.0 43
Total 12.0 16.7
Exposure to Baltics Direct 16 12
Indirect 0.2 0.1
Total 16.1 12.2

Source: IMF Staff calculations.

1/ EU excluding Finland, Sweden, Latvia and Lithuania.
2/ Brazil, Russia, India and China.

Exports and Imports by Main Commaodity Sectors, 2010

(Percent)

Share of total Share of total
Sectors exports Sectors imports
Machinery and Equipment 226 Machinery and Equipment 235
Mineral Products 15.7 Mineral Products 17.5
Agricultural products and food preparations 9.5 Agricultural products and food preparations 111
Wood and products thereof 9.1 Metals and produscts thereof 9.0
Metals and produscts thereof 9.1 Wood and products thereof 8.0

Source: Statistics Estonia.
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3. Estonia’s trade pattern reflects a large
share of intra-industry trade. Machinery and
equipment and mineral product exports
represent about 40 percent of Estonia’s
exports, which mirrors imports of these
products. Exports of machinery and equipment
mainly entail processing intermediate goods,
but a large share of exports of mineral
products reflects transit trade of oil: Estonia re-
exports its Russian oil imports to the Baltics.

4. Even though Estonia’s export markets
are mostly Nordic and neighboring countries,
its imports come from a broader set of
countries. This reflects greater trade
integration with EU countries other than
Finland, as a large share of imports also comes
from Germany and Poland, as well as China.

5. Finland has remained Estonia’s the
most important export destination, though its
relative importance has declined. Between
2000 and 2010, there was a small decline in
Estonia’s export markets to Finland in favor of
the Baltics and Russia. In contrast, there was a
significant change in the relative importance of
the source countries of imports for Estonia.
The Baltic peers are the most important for
Estonia. The Baltic peers are the most

B. FDI Linkages

6. Estonia’s exports have been supported
and enhanced by FDI from the Nordic
countries. Financial sector FDI from Sweden
has accounted for the bulk of total FDI in
Estonia. The manufacturing sector is the
second largest FDI-receiving sector, which
comes primarily from Finland. Finland
proximity may explain why it is the largest
foreign investor in Estonia.

7. Manufacturing FDI has been found to
be linked with a host country’s export
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important source of imports for Estonia, taking
over from Finland.

Imports by Source Country, 2000 - 2010
(Percent of total imports)
25

20 §

15

W 2000-2002
2009-2010
10

| M.

Baltics Finland  Emerging  Sweden Russia China
Europe 1/

Sources: IMF Direction of Trade; and IMF staff calculations.
1/ Emerging Europe excludes Russia, Latvia and Lithuania.

Exports by Source Country, 2000 - 2010

(Percent of total exports)
30
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25 £42009-2010

@@Nm

Finland Sweden Baltics Russia Emerging China
Europe 1/
Sources: IMF Direction of Trade; and IMF staff calculations.
1/ Emerging Europe excludes Russia, Latvia and Lithuania.

20

performance. This comes about by
augmenting domestic capital, helping transfer
of technology and new products, and
providing training for the local workforce and
upgrading technical and managerial skills (text
figure).*?

! Higher FDI in the tradable sector leads to better
export performance and an improvement in external
balance (Kinoshita, Yuko, 2011, “Sectoral Composition
of FDI and External Vulnerability in Eastern Europe”,
IMF Working Paper, WP/11/123).
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Correlations of Trade and FDI, 2007

(Percent of GDP)
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Sources: WEO; WIIW Database for Foreign Direct Investment.

8. Estonia faces competition for Nordic
FDI from other emerging markets particularly
in Asia. Even though Finland’s outward FDI
bounced back in 2010, Estonia’s share has
declined. Finnish FDI has been increasingly
directed towards China and India, while
Estonia’s share has remained roughly
unchanged. In nominal terms, Finnish FDI in
Estonia has been stagnant since mid-2000,
with Finland’s FDI in China surpassing that in
Estonia in 2006. This partly reflects a loss of
Estonia’s price competitiveness and rising unit
labor cost during the boom years. During the
crisis, recessions had prompted further Finnish
and Swedish manufactures to expand overseas
production in Asia to cut costs. Estonia
continues to attract manufacturing FDI but
green-field investments are increasingly from
small and medium-sized firms located in
Finland.

Finland: FDI Outflows
(Billions of euro; Percent of GDP)
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Sources: WEO; and IFS.

2 Ibid.
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Finland: Outward FDI Stock by Country

(Billions of euro)

4

——Estonia
35 /

-=-China /

3 —India !
25
2
15

1

0.5

0

2001 2002 2003 2004 2005 2006 2007 2008 2009 2010
Sources: WEO; and IFS.

Finland: Outward FDI Stock by Country
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9. Estonia’s ability to attract FDI will be a
central element in boosting long-run growth.
In particular, FDI can be a catalyst for a country
to climb up the value chain via transfer of new
technology and skills. Estonia has been the
best performer in exports compared to the
Baltic countries, but it has been caught up by
the CEE countries in 2010 (Figure 5). In
addition, FDI in the tradable sector
(manufacturing) as a share of GDP had
declined in Estonia during the boom years.
Enhancing human capital and infrastructure
would help tilt capital inflows more towards
the tradable sector in line with the ongoing
rebalancing of the economy.



FDI Inflow by Country, 2010Q2-2011Q1
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Appendix. Estonia Export Destinations, 2007-09 1/

Millions of ~ Percent of
USD total exports

By country and region
Finland 5922 18.2
Sweden 4325 133
Latvia 3377 104
Russia 3107 9.5
Lithuania 1789 5.5
Germany 1759 54
Euro area (exc. Estonia, Germany, and Finland) 2790 8.6
Other EU advanced countries 1840 5.7
Other Non-EU advanaced countries 1225 38
CEE 902 2.8
SEE 94 0.3
CIS and Turkey 1125 35
Other Advanced countries (US, Japan) 1945 6.0
BRICS (exc. Russia) 390 12
Others 1959 6.0
Total 32551 100

By region

EU 16637 51.1
Euro Area (EU-17, inc. Finland) 10472 32.2
Finland and Sweden 10248 315
Other Emerging Europe (inc. Russia and Baltics) 10395 319
Baltics 5167 159
Russia 3107 9.5
Other 5519 17.0
Total 32551 100

Source: Directions of Trade.
1/ Cumulative exports between 2007-09.

INTERNATIONAL MONETARY FUND |45



REPUBLIC OF ESTONIA 2011 ARTICLE IV REPORT

Annex IV. Labor Market Development and Skill Mismatches

A. Recent Developments

1. Labor market conditions have
improved steadily since the first quarter
of 2010. Employment growth has
increased by 7% percent (year-on-year)
and the unemployment rate has declined
to about 13% percent in the second
quarter of 2011 from its 20-percent peak.
Likewise, youth unemployment has fallen
(Figure A2). Still, long-term
unemployment has been rising.

2. Reflecting its flexibility, Estonia’s labor
market has adjusted quicker than its neighbors
(Figure A2). According to survey data, Estonia
has the lowest collective bargaining coverage
among EU countries, its wage changes are
among the most frequent, and its share of
bonus pay ranks among the highest."
Relatively low level of employment protection
legislation (EPL) may also contribute to a high
turnover of labor force in Estonia

3. Labor participation rate has been on a
rising trend except during 2008-10. Together
with a stable trend in population growth, this
implies that recent increases in outward cross-
border workers to Nordic countries have not
yet had significant effect on Estonia’s labor

supply.

! Dabusinskas, Aurelijus and Tairi R66m, 2011, “Survey
Evidence on Wage and Price Setting in Estonia," Bank
of Estonia Working Papers Series 6/2011.
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Baltics and GIPS: Labor Market Efficiency Index 1/

Cooperationin __ Flexibility of __Hiring and Reliance on Female
labor-employment wage Firing Payand  professional  Brain participationin Overall
relations determination _Practices _productivity _management _ drain___labor force _Index 2/

Baltics 1.02 1.20 0.99 1.20 1.05 0.85 115 1.07
Estonia 109 122 105 128 116 100 116 114
Latvia 098 116 108 110 095 0.80 111 103
Lithuania 100 120 0.85 121 105 074 118 103

GIPS 0.94 0.73 0.72 0.88 1.05 1.04 0.98 0.91
Greece 082 063 074 079 089 077 090 0.79
Ireland 111 069 095 105 132 137 098 107
Portugal 091 086 059 0.85 095 0.97 109 0.89
Spain 091 076 062 085 105 106 094 0.88

Source: Global Competitiveness Indicators - Labor Market Efficiency, World Economic Forum
1/ Each sub-index s calculated as a ratio of raw score to a cross-country average.
2/ Overall index is an average of all sub-indices. A higher score reflects a more efficient labor market.
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Source: Statistics Estonia.
4, Despite a decline in overall

unemployment, long-term unemployment—
accounting for about half of joblessness—has
been rising.” Labor force surveys show that
Estonia’s long-term unemployment has been
more prevalent among the youth (people
between the ages of 15 and 25 years) lacking
higher education. Still job vacancies are rising
particularly in the manufacturing sector
reflecting mismatched skills.

5. While the unemployment rate has
remained in the double-digits, gross wages
have started to increase again. This could
reflect a number of factors. Given that wage
increases have been more pronounced in
manufacturing, labor shortage appear to be

2 Long-term unemployment refers to unemployed
persons who have been looking for a job for more
than 24 months.



more acute in this sector. In the construction
sector, increases in cross-border workers to
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Finland have contributed to a rise in wages
despite moderate employment growth

Wages in Manufacturing and Construction Sector
(4 quarter moving average, 2006Q1=100)
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B. Skill Mismatches in Labor Market

6. Addressing skill mismatches in the
labor market is one of the main challenges
facing Estonia. During the real estate and
construction booms, a bloated demand for
labor in the construction sector served to
divert workers away from other sectors
through rapidly increasing wages. The latter
peaked in September 2008 and were

60 percent higher than in March 2006. During
the bust, labor shedding took place in the
construction sector, with about 43 percent of
total jobs lost was in the construction sector.
With no corresponding pick-up in
manufacturing employment, unemployment
increased rapidly. While the recovery has
strengthened, laid-off construction workers
have not been able to secure jobs in the
manufacturing sector—where vacancies have

increased—mostly due to the lack of needed
skills

7. Recent trends in the relationship
between vacancy and unemployment rates
suggest that job matching has become more
difficult. During March 2008 and March 2010,

the recessionary phrase in the business cycle
can be traced as a movement to the right
along the Beveridge curve® The
unemployment rate had started to fall since
March 2010 as job vacancies started to pick
up. More recently, however, there was an
uptick in unemployment despite an increase in
the vacancy rate.

8. The job-skill mismatch is more visible
in the manufacturing sector. Wages have

* The job vacancy rate is negatively related to the
unemployment rate in a pattern known as the
“Beveridge” curve. Movements along the curve trace
the business cycle. In the expansionary phase, for
instance, one moves along the curve in a northeast
direction as vacancy rates rises and the unemployment
rate falls. Shifts in the curve represent changes in
structural unemployment. A rightward shift of the
Beveridge curve implies a a decline in the labor
market's efficiency: i.e., the job matching process has
become less efficient due to mismatches between the
unemployed and available jobs (Rodenburg, Peter,
2011, "The Remarkable Transformation of the UV
curve". European Journal of the History of Economic
Thought 18 (1): pp.125-153).
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started to increase in manufacturing despite
rising job vacancies, while wages are still
stagnant in the construction sector. A risk of
the high unemployment rate would become
entrenched unless the mismatches are further
addressed by retraining and improving
education. On this front, there have been a
number of measures put in place to reduce
unemployment. Wage subsidies targeting
high-risk groups have contributed to reduce
youth and long-term unemployed.

9. In Estonia, labor market developments
suggest that the Beveridge curve could have
shifted up in March 2010. Specifically in a
simple regression line, a shift dummy is
statistically significant and it increases the
regression’s explanatory power; the adjusted
R? increases about 50 percentage points to
0.83 compared to a regression without the
dummy. The outward shift could reflect a
cyclical factor in the early stages of a recovery,*
but it could also imply a structural change in
the efficiency of job matching associated with
worsening skill mismatches.

10. The job-skill mismatch is more visible
in the manufacturing sector. Wages have
started to increase in manufacturing despite
rising job vacancies, while wages are still
stagnant in the construction sector. A risk of
the high unemployment rate would become
entrenched unless the mismatches are further
addressed by retraining and improving
education. On this front, there have been a
number of measures put in place to reduce
unemployment. Wage subsidies targeting
high-risk groups have contributed to reduce
youth and long-term unemployed.

4 Tasci, Murat and and John Lindner, 2010, “Has the
Beveridge Curve Shifted?” Federal Reserve Bank of
Cleveland, Economic Trends, August 10.
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1/ Fitted values are calculated from regression: In Vr=[1.2]-[0.12]*Un+[0.7]*
dummy, where Vr and Un denote the log of vacancy rate and unemployment
rate, and dummy is a binary variable that takes on the value of 1 starting in
March 2010. The adjusted R-squared for the regression equals 0.83.
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Figure A2. Estonia: Labor Market Developments
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1/ Defined as youth aged between 15-24 years old.
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3/ The vacancy rate measures the proportion of total vacant posts expressed as a percentage of
occupied and vacant posts.
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2011 ARTICLE IV REPORT—INFORMATIONAL ANNEX

I FUND RELATIONS

(As of October 31, 2011)

Membership Status
Joined: May 26, 1992; Article VIII

General Resources Account

SDR Million Percent Quota
Quota 65.20 100.00
Fund holdings of
currency 65.19 99.99
Reserve position in
Fund 0.01 0.01
SDR Department
Percent
SDR Million Allocation
Net cumulative
allocation 61.97 100.00
Holdings 62.03 100.10
Outstanding Purchases and Loans
None
Latest Financial Arrangements
In millions of SDR, (mm/dd/yyyy)
Approval Expiration Amount Amount
Type Date Date Approved Drawn
Stand-by  03/01/2000 08/31/2001 29.34 0.00
Stand-By  12/17/1997  03/16/1999 16.10 0.00
EFF 07/29/1996  08/28/1997 13.95 0.00

Projected Payments to Fund
None

Implementation of HIPC Initiative:
Not applicable.

Implementation of MDRI Assistance:
Not applicable.

2 INTERNATIONAL MONETARY FUND

REPUBLIC OF ESTONIA

Implementation of PCDR Assistance:
Not applicable.

Exchange Arrangements:

As of January 1, 2011, Estonia’s currency is the
euro, which floats freely and independently
against other currencies.

Estonia has accepted the obligations under
Article VIII, Sections 2(a), 3 and 4 of the Fund's
Articles of Agreement, and maintains an
exchange system free of restrictions on the
making of payments and transfers for current
international transactions, except for those
measures imposed for security reasons in
accordance with Regulations of the Council of
the European Union, as notified to the
Executive Board in accordance with Decision
No. 144-(52/51). An updated and
comprehensive list of all EU restrictions can be
found at:
http://ec.europa.eu/external_relations/cfsp/san
ctions/measures.htm

Article IV Consultation:

Estonia is on the 12-month consultation cycle.
The last Article IV consultation was concluded
on January 31, 2011. The Executive Board
assessment is available at
http://www.imf.org/external/pubs/ft/scr/2011/

crl134.pdf

FSAP Participation and ROSCs:

A review under the Financial Sector
Assessment Program (FSAP) was completed at
the time of the 2000 Article IV Consultation.
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Further Reports on Observance of Standards Technical Assistance:
and Codes (ROSC) modules were discussed in
the 2001 Article IV Consultations and updated
during the 2002 Consultation. A FAD mission

concluded a fiscal transparency ROSC in

The following table summarizes the technical
assistance missions provided by the Fund to
Estonia since 2000.

January 2009 and an FSAP update was
completed in February 2009. MONEYVAL

conducted its evaluation of Estonia’s AML/CFT

Resident Representative: Mark Allen
(stationed in Warsaw, Poland).

framework in February 2008, and its report
was adopted in December 2008.

ESTONIA: TECHNICAL ASSISTANCE FROM THE FUND, 2000-11

Department  Issue Action Date Counterpart

FAD Pension reform Mission April 2000 Ministries of Finance
and Social Affairs

MAE Banking Supervision Staff Visit December 2000 Bank of Estonia

FAD Tax Policy Mission March 2001 Ministry of Finance

INS Financial Markets Training September 2002 Bank of Estonia

FAD Medium-term Budget Technical Assistance  December 2003 Ministry of Finance

FAD Tax Reform Technical Assistance  February 2005 Ministry of Finance

FAD Tax Reform Technical Assistance  October 2009 Ministry of Finance

B STATISTICAL ISSUES

Estonia’s data provision to the Fund is
generally adequate for surveillance purposes.
A May 2001 data ROSC mission found that the
quality of macroeconomic statistics was
generally good. The 2009 fiscal transparency
ROSC indicated that Estonia now meets nearly
all of the requirements of the transparency
code, and approached best international
practice in some areas. Estonia subscribed to
the SDDS on September 30, 1998, with
metadata posted on the DSSB on January 27,
1999, and met SDDS specifications on March
30, 2000. The latest (2010) annual observance
report for Estonia for the SDDS was posted on
the Fund’s website in May 2011.

(http://dsbb.imf.org/images/pdfs/AnnualRepor
ts/2010/EST SDDS AR2010.pdf)

(SDDS webpage for EST)
http://dsbb.imf.org/Pages/SDDS/CtyCtglist.as
px?ctycode=EST

National Accounts

The national accounts are compiled by
Statistics Estonia (SE) in accordance with the
guidelines of the European System of
Accounts 1995 (ESA 95). Quarterly GDP
estimates at current and at constant prices are
compiled using the production, income and
expenditure approaches and statistical

INTERNATIONAL MONETARY FUND |3
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discrepancies among them have at times been
sizable. The annual and the quarterly national
accounts are compiled at previous year prices
and chain-linked to 2005. As of September
2011, data are compiled on the basis of the
new version of classification of activities
EMTAK 2008, and using double deflation. Data
were revised at this time back through 2002,
with earlier revisions to be subsequently
introduced.

Public Finance

Fiscal data are published by the Ministry of
Finance (MoF), while historical data are also
available on Statistics Estonia’s website.
Monthly central government data are
disseminated with a lag of up to 25 days after
the end of the month. Quarterly data on
foreign loans and guarantees by the central
government are published in Estonian with a
monthly lag. The Ministry is using one of its
two allowed SDDS flexibility options on the
timeliness of monthly central government
operations data, and disseminate these data
on the National Summary Data page.
Comprehensive annual data on central and
general government operations (accrual basis)
are reported in the GFS Yearbook. These data
include a statement of operations and the
government balance sheet, including data on
financial assets and liabilities, both domestic
and foreign. Quarterly data for the general
government are included in the International
Finance Statistics.

Monetary and Financial Statistics
The Bank of Estonia (BoE) compiles and reports
monetary and financial statistics consistent

with the IMF's Monetary and Financial Statistics
Manual Aggregate financial data are compiled

4 INTERNATIONAL MONETARY FUND

REPUBLIC OF ESTONIA

by the BoE and reported on a monthly basis.
The majority of statistics are disseminated on
the Bank of Estonia’s webpage on the

17" banking day after the end of the reporting
period. Data for individual banks are also
available on a quarterly basis since 2008Q1 on
the Financial Supervision Authority’'s webpage.
Estonia also regularly provides requested
Financial Soundness Indicators.

External Sector

Quarterly balance of payments, external debt,
and international investment position (IIP) data
are compiled by the BoE consistent with the
Balance of Payments Manual fifth edition
(BMP5). Daily exchange rate data are available
with a one working day lag. Monthly
import/export data are available with a two
month lag. The Data Template on International
Reserves and Foreign Currency Liquidity is
disseminated monthly according to the
operational guidelines and is hyperlinked to
the Fund’s DSBB.

Dissemination of Statistics

The Estonian authorities disseminate a range
of economic statistics, with a significant
amount of data are available on the Internet:

e metadata for data categories defined by
the Special Data Dissemination Standard
are posted on the IMF's DSBB
(http://dsbb.imf.orq);

e the Bank of Estonia website
(http://www.eestipank.info/frontpage/en/)
provides data on monetary statistics,
balance of payments, IIP, external debt and
other main economic indicators;
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the Statistics Estonia website
(http://www.stat.ee/en) provides
information on economic and social
development indicators;

the Ministry of Finance homepage
(http://www.stat.ee/en) includes
information on the government’s annual
multi-year State Budget Strategy, as well as
information and data on the national
budget, and government finance statistics
(deficit, debt, financial assets).

2011 ARTICLE IV REPORT—INFORMATIONAL ANNEX
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ESTONIA: TABLE OF COMMON INDICATORS REQUIRED FOR SURVEILLANCE—AS OF OCTOBER 31, 2011

Date of latest Date received Frequency Frequency Frequency Memo Items:
observation of of of Data Quality — Data Quality —
Data® Reporting® | publication Methodological Accuracy
6 7 . e 9
soundness and reliability
Exchange Rates October 31, 2011 October 31, 2011 D D D
International Reserve Assets and Reserve
Liabilities of the Monetary Authorities® September 2011 October 7, 2011 M M M
Reserve/Base Money September 2011 October 14, 2011 M M M O, LO, LO, LO 0O, 0, 0O, NA
Broad Money September 2011 October 28, 2011 M M M
Central Bank Balance Sheet September 2011 October 14, 2011 M M M
Consolidated Balance Sheet of the Banking September 2011 October 28, 2011 M M M
System
Interest Rates’ September 2011 October 25, 2011 M M M
Consumer Price Index September 2011 October 7, 2011 M M M 0,0,0,0 LO, LO, O, LO
Revenue, Expenditure, Balance and Composition September 23, LO, LO, O, O LO, LO, O, NO
of Financing® — General Government® Q2/2011 2011 Q Q Q
Revienue,AEerndlture, Balance and Composition September 2011 October 2011 M M M
of Financing™ Central Government
Stocks of Central Government and Central
Government-Guaranteed Debt® September 2011 October 2011 M M M
External Current Account Balance Q2/2011 Sept;(r)rll:)Ler 8, Q Q Q 0O,0,L0, 0 0,0,0,0,0
Exports and Imports of Goods and Services August 2011 October 12, 2011 M M M
GDP/GNP Q2/2011 Septgakier 8 Q Q Q 0,0,0,10 LO, LO, LO, LNO
Gross External Debt Q2/2011 September 8, Q Q Q
2011
International Investment Position® Q2/2011 September 8,2011 Q Q Q

VINOLS3 40 Jr1dnd3y
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! Any reserve assets that are pledged of otherwise encumbered should be specified separately. Also, data should comprise short-term liabilities linked to a foreign currency but
settled by other means as well as the notional values of financial derivatives to pay and to receive foreign currency, including those linked to a foreign currency but settled by
other means.

2Both market-based and officially-determined, including discount rates, money market rates, rates on treasury bills, notes and bonds.

3 Foreign, domestic bank, and domestic nonbank financing.

*The general government consists of the central government (budgetary funds, extra budgetary funds, and social security funds) and state and local governments.

>Including currency and maturity composition.

6 Daily (D), Weekly (W), Monthly (M), Quarterly (Q), Annually (A); Not Available (NA).

7 Reflects the assessment provided in the data ROSC published on November 6, 2001, and based on the findings of the respective missions that took place during May 10-18, 2001
for the dataset corresponding to the variable in each row. For fiscal data, also takes account of the 2009 Fiscal Transparency ROSC. The assessment indicates whether international
standards concerning concepts and definitions, scope, classification/sectorization, and basis for recording are fully observed (O), largely observed (LO), largely not observed (LNO),
or not observed (NO).

& Same as footnote 7, except referring to international standards concerning (respectively) source data, statistical techniques, assessment and validation, and revision studies.
®Includes external gross financial asset and liability positions vis-a-vis nonresidents.

XANNY TVNOILVINYOINI—140d3Y Al 31DILHV T10Z
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INTERNATIONAL MONETARY FUND EXTERNAL

RELATIONS
Public Information Notice DEPARTMENT
Public Information Notice (PIN) No. 11/144 International Monetary Fund
FOR IMMEDIATE RELEASE 700 19" Street, NW
November 29, 2011 Washington, D. C. 20431 USA

IMF Executive Board Concludes 2011 Article IV Consultation with
the Republic of Estonia

On November 28, 2011, the Executive Board of the International Monetary Fund (IMF)
concluded the Article IV consultation with Estonia, and considered and endorsed the
staff appraisal without a meeting on a lapse-of-time basis®.

Background

A vibrant recovery has marked Estonia’s first year in the euro area, albeit amid nascent
tensions. The economy’s strong rebound has been grounded in a proven track record of
prudent macroeconomic policies, which also underpinned a successful euro adoption
and a recent credit rating upgrade. But coming on the heels of one of the EU’s deepest
economic contractions, the recovery has exposed underlying difficulties. Price pressures
have emerged (still mainly imported) and unemployment, while declining, remains high
with long-term joblessness on the rise. The latter has mostly reflected mismatched skills.

Following strong growth in 2011—among the highest in the EU—the pace of economic
activity and price increases are set to moderate in 2012. In line with weakening export
markets, growth is projected to slow to about 3 percent. This is expected to be only
partially offset by stronger final domestic demand. The output gap will nonetheless
continue to narrow in 2012. Inflation should also moderate as the impact of global food

" Under Article IV of the IMF's Articles of Agreement, the IMF holds bilateral discussions with
members, usually every year. A staff team visits the country, collects economic and financial
information, and discusses with officials the country's economic developments and policies.
On return to headquarters, the staff prepares a report, which forms the basis for discussion
by the Executive Board. At the conclusion of the discussion, the Managing Director, as
Chairman of the Board, summarizes the views of Executive Directors, and this summary is
transmitted to the country's authorities.

2 The Executive Board takes decisions under its lapse-of-time procedure when the Board
agrees that a proposal can be considered without convening formal discussions.



and fuel prices shocks dissipate. Core inflation’s outlook remains uncertain given wage
pressures largely stemming from labor shortages and mismatched skills. So far, wages
increases have not exceeded productivity gains. As a result, economy-wide profitability
and external competitiveness have improved. These trends are likely to broadly
continue but pressures can remain on core inflation.

With continued volatility in global financial markets, downside risks to the outlook have
risen at end-2011. With two-thirds of Estonia’s exports going to the EU, recent European
and global developments have tilted risks to the downside. Besides the domestic risk
that the unwinding past real and financial sector imbalances be more protracted and
weigh on domestic demand, external risks associated with the euro area sovereign debt
crisis prevail.

Executive Board Assessment

In concluding the 2011 Article IV consultation with Estonia, Executive Directors
endorsed the staff’s appraisal as follows:

Estonia faces an increasingly challenging environment as it looks to continue
implementing policies preserving macroeconomic policy credibility and safeguarding
sustainable growth. Following a strong recovery in its first year in the euro area,
Estonia’s economic activity will likely slow in 2012. In the central scenario, nonetheless,
Estonia’s economy will continue to approach its potential. Inflation is poised to slow
even though pressures on core inflation can remain. Recently, downside risks to the
outlook have increased. In addition to a slowdown in exports, a generalized confidence
fallout from the euro area sovereign debt crisis could spill over to Estonia despite its
strong fundamentals.

Estonia’s fiscal position will remain strong but there will be a need to limit the stimulative
impact of the 2012 budget in the central scenario, albeit uncertainties abound. Time-
bound increases in public investment underlie the budget’s positive impulse, while a
neutral budget would be appropriate. Recognizing that further significant compression of
current expenditures is unrealistic, observance of budgetary allocations will be helpful in
this regard. But if downside risks materialize, automatic stabilizers should be allowed to
operate while maintaining Estonia’s hard-earned fiscal credibility. In addition, given the
uncertainty regarding the extent and duration of the global slowdown, fiscal buffers
should be preserved and alternative sources of financing be considered.

Looking beyond the current conjuncture, the authorities’ medium-term target can
safeguard Estonia’s strong fiscal position. This will require continued expenditure
restraint to counter spending pressures that are likely to emerge. The authorities’
ongoing efforts to enhance central government productivity through centralization of
accounting and personnel management can help. Still without raising taxes, achieving
the fiscal target on a sustainable basis, implementing the authorities’ plan to reduce



labor taxation, and restore fiscal buffers will require reducing non-wage goods and
services by at least 2 percentage points of GDP in the medium term. The pace of
consolidation should be mindful of long-term investment needs and cyclical
developments.

A fully fledged multi-year fiscal framework can support the medium-term target, bolster
Estonia’s high fiscal credibility, and limit pro-cyclical policies. A successful framework
should reflect Estonia’s fiscal tradition of simplicity and transparency, which has
facilitated monitoring and accountability. The central element of such a framework would
be multi-year expenditure ceilings and their strict observance while revenue collections
adjust to cyclical conditions. In addition, fiscal buffers should continue to be an integral
part of Estonia’s fiscal framework. While there are benefits as well as costs of holding
liquid assets, gradually rebuilding buffers appears appropriate given increased global
uncertainty.

For the financial sector, the challenge entails safeguarding stability in the context of
heightened global financial tension. Estonian banks have scant direct and indirect
exposure to euro area sovereign debt, while at the same time capital and liquidity
buffers have increased substantially since 2007. However, the legacy of the previous
crisis continues to burden balance sheets and dependence on financing from parent
banks remains high, although both of these factors are declining. The latter has proven
a stable source of financing, but parent banks in turn rely on short-term wholesale
funding. Limiting potential contagion will thus require continued improvements in cross-
border supervision. Developing regional crisis resolution tools—in close cooperation
with relevant authorities—can provide critical backstop to Estonia’s sizable fiscal and
financial buffers. The scheduled December high-level meeting of Nordic regulators
provides an opportunity to make progress in this critical area. In addition, an early and
gradual institutional adoption of Basel Ill requirements can reduce funding risks but its
implementation should avoiding creating headwinds for credit conditions.

Financial resilience can also be supported by further enhancing the regional and
domestic resolution frameworks for banks and addressing weaknesses in Estonia’s
bankruptcy law. The recent adoption of a domestic resolution law provides a welcome
tool to minimize the cost of a bank failure. This could be supplemented by introducing a
bank-asset separation authority as well as by developing cross-border bank resolution
tools in coordination with the EU and regional partners. In addition, legal clarifications
regarding the Reorganization Act for corporations have improved its effectiveness, while
the recent adoption of an analogous law for individuals ensures broader coverage. Still,
reforms are needed to shorten the lengthy and costly bankruptcy process.

More broadly, sustainable growth will entail enhancing Estonia’s attractiveness for
Foreign Direct Investments (FDI), addressing skill mismatches, and increasing human
capital. Estonia’s 2020 Competitiveness Strategy highlights the need for further
improvements in the business environment to continue to draw FDI. The urgency of



boosting knowledge-based activities and remaining an attractive destination for FDI has
been heightened by growing competition from emerging markets. Furthermore, fully
drawing on Estonia’s resources and developing their potential will also require
addressing skill mismatches and continuing attention to foster human resources in
technical fields as well as to attract highly-trained individuals to support sustainable
income convergence to EU levels.

Public Information Notices (PINs) form part of the IMF's efforts to promote transparency of the IMF's
views and analysis of economic developments and policies. With the consent of the country

(or countries) concerned, PINs are issued after Executive Board discussions of Article IV consultations
with member countries, of its surveillance of developments at the regional level, of post-program
monitoring, and of ex post assessments of member countries with longer-term program engagements.
PINs are also issued after Executive Board discussions of general policy matters, unless otherwise
decided by the Executive Board in a particular case. The staff report (use the free Adobe Acrobat
Reader to view this pdf file) for the 2011 Article IV Consultation with Estonia is also available.




Estonia: Selected Macroeconomic and Social Indicators, 2009-12
(In units as indicated)

2009 2010 2011 2012

Projection
National income, prices and wages

GDP (euro, billions) 13.8 143 158 16.7

Real GDP growth (year-on-year in percent) -14.3 2.3 7.5 3.1

Average HICP (year-on-year change in percent) 0.2 27 51 3.1

GDP deflator (year-on-year change in percent) -1.0 1.1 3.0 24

Average monthly wage (year-on-year growth in percent) -4.6 0.9 4.5 4.7

Unemployment rate (ILO definition, percent) 13.8 16.9 13.5 11.5

Average nominal ULC (year-on-year growth in percent) 0.9 -5.4 0.6 3.1

Saving-investment balances (in percent of GDP)

National saving 22.5 23.1 249 25.0
Private 24.6 234 256 28.1
Public -2.1 -0.3 -0.7 -3.1

Domestic investment 18.8 195 224 22.9
Private 15.4 16.6 19.7 19.7
Public 3.4 3.0 2.7 3.1

Foreign saving -3.7 -36 -26 -2.1

General government (ESA95 basis; percent of GDP)

Revenue and grants 43.2 409 41.0 39.5

Expenditure and net lending 45.2 40.6 40.7 41.8

Fiscal balance -2.0 0.3 0.3 -2.3

External sector (in percent of GDP)

Trade balance -4.0 -1.7 0.2 -0.6

Service balance 9.8 9.2 6.8 6.5

Income balance -3.6 -56 -57 -5.3

Current account 3.7 3.6 26 21

Gross international reserves (euro, millions) 2766 1935
In months of imports 4.7 2.6
In percent of gross short-term debt (including trade credits) 41.6 32.7
In percent of base money 121.8 82.9

Gross external debt/GDP (in percent) 1/ 125.0 120.0 935 88.7

Net external debt/GDP (in percent) 2/ 35.2 28.7 131 2.8

General government external debt/GDP (in percent)

Excluding government assets held abroad 54 4.9 4.5 4.2
Including government assets held abroad 3/ -3.0 -2.1 -1.9 -1.8
Exchange rate (EEK/USS$ - period average) 4/ 11.3 11.8
Money and credit (year-on-year growth in percent)

Domestic credit to nongovernment -5.3 -5.0

Base money -51 39.5

Broad money 0.1 3.0

Sources: Estonian authorities; and IMF staff estimates and projections

1/ Includes trade credits.

2/ Net of portfolio assets (including money market instruments), financial derivative assets, other investment assets, and
reserve assets held by Estonian residents.

3/ Includes the Stabilization Reserve Fund (SRF).

4/ Until 2011, the Estonian kroon was pegged at 15.6466 kroons to the euro. The euro was adopted on January 1, 2011.





