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                    Estonia: Economic Overview 
Path to EU Accession:
The 1990s marked an incredible turning point for the Baltic nation. Utilizing its new-found independence, Estonia transformed its economic and political structure, and is now a market economy and functioning democracy. Economic liberalization has led to impressive economic growth rates, second only to its Baltic neighbor, Latvia.  After making great strides with economic and political reforms, Estonia finally acceded to the EU in May of 2004—gaining access to the single market and EU regional assistance. While Estonia maintains a large current account deficit and has experienced rising inflation among other economic setbacks, the country has successfully attracted foreign investment and should continue to foster vast economic expansion and political stability in the near future.
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Economic Indicators:
· Estonia’s GDP (PPP) is currently around $22.29 billion and its GDP per capita is $16,700. 
· Having experienced the second highest growth rates within the EU, the economy grew by almost 10% in 2005 and by over 35% since 2001.
      
                                                                 Source: 2006 Economist Intelligence Unit Report
· Volatile inflation levels—rising from 2% in 2005 to over 4% in April 2006, have stymied Estonia’s hopes of adopting the euro, and recent indicators show that the nation will not join the eurozone till at least 2008.

· Numerous small and medium-sized enterprises have sprung up during the nation’s economic transition. A 2002 report put the number of SMEs in Estonia at over 27,000 and growing.
 
· Increases in domestic consumption and exports have followed the massive economic growth rates, with manufacturing and finance, in particular, rapidly expanding. Private consumption grew by over 8% in 2005, while exports increased from $6 billion in 2004 to $7.8 billion in 2005, although they were overshadowed by increased imports driven by greater domestic consumption.

Economic Structure:
· GDP by sector- agriculture: 4%, 
industry: 29.4%, services: 66.6%.
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Unemployment has been relatively low the last few years and has recently fallen further—currently around 6%, down from the 7.9% rate recorded in 2005.

· Estonia wielded a current account deficit of $1.375 billion in 2005—over 10% of GDP—as imports increased relative to exports.
 
· Major export commodities include: machinery and equipment 33%, wood and paper 15%, textiles 14%, food products 8%, furniture 7%, metals, chemical products.

· The Estonian kroon(EEK) is pegged to the euro at the following rate: 1 EUR = 15.6466 EEK, and has thus appreciated relative to the US dollar—(krooni per US dollar) 17.478 in  2001, 16.612 in 2002, 13.856 in 2003, 12.596 in 2004,and 12.584 in 2005.
 And although the EU recently rejected the country’s euro aspirations, the Economist Intelligence Unit notes, “Entry to the euro zone, whenever it takes place, will make little difference to monetary policy, as, in effect, the key interest rate is already set by the European Central Bank (ECB).”

· Estonia maintains close trade relations with fellow EU members as well as with its eastern neighbor, Russia. Finland is its biggest trading partner (accounting for 26.4% of exports and almost 20% of imports), while Germany (6.2%, 13.8%) and Russia (6.5%, 9.4%) are also important players.

	Priority 
	EU contribution
(EEK mln)
	Estonian contribution 
(EEK mln) 

	Human resource development 
	954.21
	238.55

	Competitiveness of enterprises 
	1013.40
	253.35

	Agriculture, fisheries and rural development 
	1092.71
	298.29

	Infrastructure and local development
	1878.50
	489.35

	Technical assistance 
	202.66
	50.66

	Total 
	5141.48
	1330.20


· Due to increased market access, liberalization, and low taxes, Estonia attracts large inflows of foreign investment. FDI increased from just under EEK 100 billion in 2004 to EEK 175 billion currently.

· Estonia, as a new member of the EU, was endowed with over EEK 5 billion in EU structural funds for the 2004-2006 period, (as outlined in the graph to the right), and will receive more in the future.
                             Source: http://w.hansa.ee/eng/arikliendile_fondid_toetused.html
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Political Considerations:

· Estonia’s constitutional democracy is controlled by the following branches: a unicameral parliament (the Riigikogu); an executive composed of a council of ministers, headed by the prime minister whose party wins the most votes; and a president elected by parliament who serves five year terms as head of state. Moreover, Estonia’s multi-party system demands a 5% threshold for a party to gain representation in parliament.                                                     The Riigikogu Building in the capital Tallinn
                                                                                       Source: wikipedia.org                                                                                                                                                                                                                                                                                                                                                                                                                               

· 15 counties divide the Baltic nation: Harjumaa (Tallinn), Hiiumaa (Kardla), Ida-Virumaa (Johvi), Jarvamaa (Paide), Jogevamaa (Jogeva), Laanemaa (Haapsalu), Laane-Virumaa (Rakvere), Parnumaa (Parnu), Polvamaa (Polva), Raplamaa (Rapla), Saaremaa (Kuressaare), Tartumaa (Tartu), Valgamaa (Valga), Viljandimaa (Viljandi), Vorumaa (Voru).

· Estonia maintains a flat income tax rate (the first country in the world to do so in 1994) of 23%, which will drop by 1% annually until 2009, and a standard Value Added Tax (VAT) rate of 18%.
 Corporations do not pay a tax on reinvested income, but are taxed at a rate of 24% for distribution of profits, which needs to be altered by 2009 in order to keep in line with the EU’s freedom of capital framework. 

· The Central Bank of Estonia—headed by a governor who serves five year terms—coordinates monetary policy and provides currency stability.

· Foreign investors are very welcome in Estonia, which is inherent in its regulatory regime—the government solely regulates foreign investment and requires only licenses to participate in the following sectors: mining, energy, gas and water supply, railroad and transport, waterways, ports, dams and other water-related structures, and telecommunications and communication networks.
 To that end, companies maintaining some foreign ownership produce around 1/3 of GDP and over 50% of Estonian exports.

Attractions: 
· Ease of Foreign Investment: With few restrictions or regulations on foreign investment, it is no surprise that Estonia ranks 20th out of 101 in the 2005-2006 World Economic Forum's Current Competitiveness 
Index, which is tops among EU members.

· Low, Flat Tax: Another reason for the large inflows of foreign investment in Estonia is its simplistic, discounted tax system. With a 24% corporate tax rate, along with the reasons above, it is no wonder that investors flock to this Baltic nation.
· EU Membership: Access to the single market, allocation of EU structural funds (see above).
Troubled Spots:

· High Current Account Deficit: Imports have outstripped exports creating a current account deficit of more than $1 billion. With global economic instability, the euro could appreciate greatly and Estonian exports could decrease even further.
· Inflation: Although a 4% inflation rate is not extraordinarily high inflation rates have kept Estonia out of the eurozone for the time being. Accordingly, inflation needs to be addressed if the nation wishes to reach its goal of adopting the Euro by 2008.
· Small and Inefficient Labor Force: While highly educated, Estonia’s work force is small and largely inefficient. As the 2006 Investor Climate Report states, “It is becoming increasingly challenging to find a pool of blue collar workers to start up a small or medium-sized manufacturing enterprise requiring a significant amount of manpower.”
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