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The BalTic Tigers: PasT, PresenT and FuTure

Why have The BalTic Tigers 
Been so successFul?

anders Åslund*

In August 1991, the three Baltic nations, Estonia, 
Latvia and Lithuania, suddenly regained the inde-
pendence lost in 1940, thanks to the failed coup by 
Soviet hardliners in Moscow. Their economic situa-
tion was desperate. They were major importers of en-
ergy and other raw materials, and their Soviet manu-
factured goods were of substandard quality. Soviet 
public finances collapsed in every regard, which also 
hit the Baltic states. All three managed to limit their 
inflation to about 1,000 percent in 1992, but their out-
put was in free fall. In 1992 Latvia’s GDP officially fell 
by 35 percent. The Baltic countries did not return to 
economic growth until 1995. Their economies grew 
soundly from 1996 to 1998, but the Russian financial 
crash of 1998 wiped out their growth once again 
(Åslund 2013).

From 2000 onwards, however, the three Baltic econo-
mies started growing extraordinarily at an average of 
8–9 percent a year. Latvia even recorded average 
growth of 10 percent for the three years from 2005 to 
2007. Alas, this was overheating. The three Baltic 
countries were hit hard by the liquidity freeze that fol-
lowed the bankruptcy of Lehman Brothers in 
September 2008. In 2009, output in all three countries 
plummeted at a double digit rate. All three reacted as 
they had done in the early 1990s, with radical and 
front-loaded fiscal adjustment accompanied by struc-
tural reforms; and they succeeded once again.

Since 2012 the three Baltic countries have recorded the 
highest growth rates in the EU. Their growth is no 
longer as high as it was during the golden years of the 
early 2000s. The global credit boom is over, and 
growth rate in the neighbourhood has declined. Yet 
during the four years from 2011 to 2014 the three 

Baltic countries had an average annual growth rate of 

4.1 percent compared with only 0.7 percent for the EU 

as a whole (Figure 1). The Baltic economies have con-

verged significantly with EU economies as a result.

The aim of this paper is firstly to analyse how the 

Baltic countries managed to accomplish their success. 

Its second aim is to assess where they are now. What 

are their achievements, lingering concerns and new 

rising worries? The paper will conclude by considering 

the broader implications of the Baltic experience.

How the Balts reformed

Looking back at the situation of the Baltic states in 

autumn 1991, it is truly remarkable that they managed 

to get their economies back on track. None of them 

had been independent since 1940. They lacked nearly 

all relevant national institutions, including central 

banks and ministries of finance. All three had large 

ethnic minorities, mainly Russians, and they har-

boured around 200,000 Soviet soldiers and major mil-

itary installations. Their economies were in a state of 

complete collapse.

They did, however, have four favourable precondi-

tions. Firstly, all three developed strong national 

fronts in the late 1980s that aroused a strong sense of 

national community in each of the Baltic countries. 

Secondly, these national fronts won the republican 

parliamentary elections in early 1990 and were al-

lowed to form national governments, although these 

governments had minimal powers. Thirdly, their re-

newed independence in August 1991 was not contest-

ed, but recognised by Russian President Boris Yeltsin. 

The world welcomed the Baltic countries to all inter-

national institutions and no violence erupted. 

Fourthly, they had friendly and wealthy western neigh-

bours who welcomed them.

All three Baltic republics are small and vulnerable. 

Each is ethnically and linguistically distinct, unable 

to understand one another’s languages. Yet in their 

reforms they acted very similarly, sharing ideas and 

experiences. Estonia tended to take the lead with ei-

* Atlantic Council, Washington DC. In this paper I draw on three of 
my books: Åslund (2002); Åslund (2013); and Åslund and Dom-
brovskis (2011).
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ther Latvia or Lithuania following suit. It is therefore 

natural to focus on Estonia as the pioneer, whose ide-

as quickly travelled to and were embraced by Latvia 

and Lithuania, where they were frequently adopted 

with minor adjustments. The main reform govern-

ment in Estonia was led by Prime Minister Mart 

Laar, 1992–94 (Laar 2002). After achieving little in 

1991, key reforms were implemented in 1992. Intense 

reforms continued in 1993 and 1994.

The central goal of the early Baltic reforms was to se-

cure national independence. Being small and having 

been occupied for half  a century, the Baltic nations 

never took independence for granted. While other big-

ger former Soviet republics asked Russia for assis-

tance, the Baltic states preferred independence and 

never even considered joining the post-Soviet Com-

mon wealth of Independent States. Their urge to gain 

independence was fundamental to their economic pol-

icy. They shared central Europe’s two slogans ‘we 

want a normal society’ and a ‘return to Europe’, which 

meant the EU, embracing early radical reforms. 

Democracy and freedom were self-evident.

The first economic policy needed was a radical and 

early deregulation of trade and prices, which was pio-

neered by Estonia, with Lithuania quickly following 

suit. Estonia abolished all foreign trade tariffs and 

quotas, becoming the only truly free-trading country 

in Europe. This radical and early deregulation of for-

eign trade and prices wiped out criminal gangs of met-

al traders that had taken hold in 1990 and 1991. 

Lithuania did not go quite as far in its foreign trade 

liberalization, and Latvia waited for one year before 

deregulating its foreign trade, creating a thriving oil 

transit trade from Russia through the Latvian port of 

Ventspils. Its mayor Aivars 

Lembergs became the country’s 

richest man and remains so to 

this day. Latvia started corrup-

tion proceedings against him in 

2006, but the case is ongoing and 

there is no real end in sight. 

Latvian politics became dominat-

ed by three oligarchs, who each 

controlled one political party. 

These three groupings dominated 

Latvian politics until 2010, show-

ing how dangerous the quick en-

trenchment of rent seeking inter-

ests are – see Murphy, Shleifer 

and Vishny (1992 and 1993).

All three countries carried out rigorous macroeco-

nomic stabilisation in 1992, introducing their own 

currencies in the summer of  1992: first Estonia, next 

Latvia and finally Lithuania. The Estonians argued 

that a national currency was the best wall against 

Russia. Their currency reforms were unilateral with-

out any consultation with Russia or other members 

of  the rouble zone, cutting them off  from otherwise 

ample Russia central bank credits. Estonia and 

Lithuania established formal currency boards with 

fixed exchange rates in 1992, while Latvia pursued a 

similar policy. All three have been firm fiscal conserv-

atives, regardless of  political party in power, carrying 

out radical expenditure cuts aimed at a balanced 

budget. Tax reforms took a slightly longer time to im-

plement. In 1994, Estonia minimised its taxes and in-

troduced a flat income tax, initially of  26 percent. 

Latvia and Lithuania quickly adopted flat income 

taxes too, and rates were reduced as far as public fi-

nances allowed them to be. At present, Lithuania has 

the lowest flat income tax rate of  15 percent. 

Corporate profit taxes have fallen in line with person-

al income tax.

The Baltic countries carried out early and fast privati-

zation, doing almost as well as the Central European 

countries. All three countries insisted on the restitu-

tion of agricultural land and housing to a far greater 

extent than other countries. Estonia adopted the East 

German model of privatization through sales via a 

strong privatization agency, while Lithuania pursued 

far-reaching voucher privatization, and Latvia adopt-

ed a mixed model, which led to a slightly slower pri-

vatization rate. Thanks to early and fast deregulation 

and privatisation, all three Baltic countries have at-
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tracted a large and steady stream of foreign direct 

in vestment.

None of the post-communist countries implemented a 

more radical transformation of its public sector than 

Estonia. The Laar government laid off  all government 

employees, reorganised state institutions and invited 

both former employees and outsiders to apply for new 

jobs. Together with the other reforms, this helped to 

give Estonia the best governance of all post-commu-

nist countries. Latvia and Lithuania reformed the gov-

ernment less radically in the early transition, but 

caught up to a large extent through rigorous restruc-

turing during the financial crisis in 2009. Importantly, 

all three Baltic states rebuilt their military and security 

services after regaining independence, which left them 

free of poor Soviet governance. As a result, Trans-

parency International ranks Estonia No. 26, Lithuania 

39 and Latvia 43 out of 175 countries on its Corruption 

Perception Index for 2014. Eight EU members rank 

below Latvia (Transparency International 2014).

These achievements were possible because the Balts 

received the international support that they needed. 

They swiftly joined the International Monetary Fund 

and the World Bank. To facilitate their initial financial 

stabilization, the IMF, the World Bank, the EU and 

individual countries provided loans totalling 1 billion 

US dollars for the three countries in 1992. The EU 

concluded free trade agreements and opened up its 

markets early on, which made it possible for the Balts 

to raise the share of their exports to the EU to two-

thirds. In June 1995, the EU signed European 

Association Agreements with the Baltic nations, open-

ing up the perspective of EU membership. Thus, the 

EU legal and democratic standards as inscribed in the 

acquis communautaire applied to the Baltic states. In 

2004, they finally become EU members. At the same 

time the Balts applied for membership of the North 

Atlantic Treaty Organization, and became fully mem-

bers of NATO in 2004 (Åslund 2013).

In 2008, however, the Baltic countries experienced a 

serious shock when the European Central Bank (ECB) 

did not provide them with any liquidity at all, as the 

three countries faced a nearly complete liquidity 

freeze. But aware of their weakness, they abstained 

from criticising the ECB and instead attempted to 

qualify for adoption of the euro as quickly as possible. 

In 2011, Estonia adopted the euro, followed by Latvia 

in 2014 and Lithuania in 2015. In any future liquidity 

crisis, they will all have access to ECB funding.

The current state of affairs

Overall, the three Baltic economies are currently in 

good shape economically. They have achieved most of 

what one could have hoped for in post-communist 

transformation, although a few problems remain. The 

most obvious achievement of the Baltic states is that 

they established a high and steady growth rate after 

the 2008/9 crisis of about 4 percent a year, which is 

much higher than that of the rest of the EU. Their 

convergence with the rest of the EU is therefore likely 

to continue after the hiatus of 2009 (Figure 1). Their 

main advantages compared to other EU economies lie 

in the fiscal sphere. Their public finances are in perfect 

order, with low and flat tax rates and simpler tax sys-

tems than anywhere else in Europe. 

The Baltic economies are all close to fiscal balance, es-

pecially Estonia, after running large deficits during the 

crisis years of 2008 to 2010.1 As a result of good fiscal 

discipline, the Baltic countries have limited public 

debt. At the end of 2014, Estonia’s public debt was 

tiny at a mere 10.4 percent of GDP, while Latvia and 

Lithuania had a public debt of just over 40 percent of 

GDP, compared with the far higher average EU debt 

of 87 percent of GDP.2 The Baltic states have achieved 

these excellent fiscal results by cutting public expendi-

ture rather than raising taxes. In 2014, the average 

public expenditure of EU countries amounted to 

48  percent of GDP, compared to 38.8 percent, 

36.9 percent and 34.9 percent in Estonia, Latvia and 

Lit huania, respectively. Thus, the Baltic countries on 

average spend as much as 11 percent of GDP less on 

public expenditure than the EU.3 

Correspondingly, they enjoy far greater economic 

freedom, lower taxes and more stimulating incentives. 

The flat income tax and corporate profit tax rates con-

tinue to fall. At present, Estonia has a flat personal 

income tax rate of 20 percent compared to 23 percent 

in Latvia, and just 15 percent in Lithuania, which 

took the lead in terms of both low public expenditure 

and low taxes after the global financial crisis. 

Privatisation was carried out early and well, especially 

in terms of the restitution of land and housing. As 

1 Eurostat, ‘General government deficit (-) and surplus (+) - annual 
data’, http://ec.europa.eu/eurostat/tgm/table.do?tab=table&init=1&l
anguage=en&pcode=teina200&plugin=1.
2 Eurostat, ‘General government deficit (-) and surplus (+) - annual 
data’, http://ec.europa.eu/eurostat/tgm/table.do?tab=table&init=1&l
anguage=en&pcode=teina225&plugin=1.
3 Eurostat, ‘General government expenditure in the EU’, News 
Release, 7 July 2015, 
http://ec.europa.eu/eurostat/documents/2995521/6899478/2-
07072015-AP-EN.pdf/797f4af9-c37f-4631-8211-5dd0b32fcb31.
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everywhere, some privatisations were controversial 
and there were some failures to privatise, but few post-
communist countries have experienced less controver-
sy over privatisations than the Baltic states. In addi-
tion, the Balts excel in programmatic deregulation, as 
prescribed by the World Bank Ease of Doing Business 
Index. Estonia ranks No. 16 in the world out of 
189  countries, Lithuania No. 20 and Latvia No. 22. 
Only five EU countries beat Estonia in this measure.4

The Balts nevertheless still suffer from some lingering 
problems of their Soviet legacy. The most obvious ills 
pertain to demography. Their total population fell 
from 8.0 million in 1989 to 6.2 million in 2014, a de-
cline of slightly over a fifth (Table 1). The decline was 
mainly due to low birth rates and emigration. EU 
membership facilitated emigration to European coun-
tries. Birth rates are low, but not lower than elsewhere 
in Europe at around 1.55 net births per woman, which 
is the current EU average.5 

Health statistics offer a mixed picture, with Estonia 
standing out as a star. A primary measure is life expec-
tancy at birth, which was much lower in the former 
Soviet Union than anywhere in Europe. After inde-
pendence, Estonia performed very well, raising its life 
expectancy from 69.9 years in 1990 to 77.6 in 2013, 
almost catching up with the EU average of 80. Latvia 
and Lithuania, by contrast, have underperformed 
(Table 2). Estonia appears to have succeeded in mak-
ing its health care system one of the best in Europe. Its 
infant mortality at birth has fallen to the second low-
est in the EU at 2.1 deaths out of 1,000 live births. 
Only neighbouring Finland has a lower rate, while the 
EU average is 3.7. Latvia and Lithuania have also 
done well, with slightly higher but still respectable fig-
ures of 4.4 and 3.7.6 All three Baltic states have man-

4 World Bank Group, ‘Ease of Doing Business Rankings 2015’, 
http://www.doingbusiness.org/rankings.
5 Eurostat, ‘Total fertility rate, 1960–2013 (live births per woman)’, 
http://ec.europa.eu/eurostat/statistics-explained/index.php/
File:Total_fertility_rate,_1960%E2%80%932013_(live_births_per_
woman)_YB15.png.
6 Eurostat, ‘Infant mortality rate’, http://ec.europa.eu/eurostat/tgm/
table.do?tab=table&init=1&language=en&pcode=tps00027&plug
in=1.

aged to catch up with the EU as a whole in something 

as complex as health care, and Estonia has even 

reached the top.7

Yet geography is fate. The Baltic nations cannot es-

cape the vicinity of Russia. Their trade with Russia 

contracted sharply during their early independence, 

but their transportation systems have been formed 

spokes in a wheel with Moscow as the hub. Every con-

struction project of a road, railroad or pipeline has 

aroused an argument over whether a project should 

link the three Baltic countries or continue to go to 

Moscow. 

Gas trade with Russia has caused the greatest prob-

lems. Russia’s Gazprom interrupted its supplies re-

peatedly in the early 1990s, and Gazprom bought 

large shares in the gas companies in all three countries, 

becoming a monopolist in these markets. The Baltic 

countries have only been able to escape from Gaz-

prom’s monopolistic grasp over their gas markets in 

recent years by forcing Gazprom to sell its shares in 

the Baltic pipeline companies thanks to their imple-

mentation of the EU third energy package of 2009. 

The Baltic countries are also developing LNG imports 

and they have decided to build a gas pipeline from 

Poland. Russian counter sanctions against the EU 

were disproportionately directed against the Baltic 

states, since the latter exported a great deal of food to 

Russia.

Education usually takes a long time to develop, but 

the Baltic countries have made very speedy progress in 

this field too. Every third year, the Program for 

International Student Assessment (PISA) of the Or-

ga nisation for Economic Cooperation and Develop-

ment (OECD) carries out a major survey of the skills 

of half  a million students aged 15–16 years. In 2012, 

the newest survey to date, Estonia caused a shock out-

come by ranking second among the EU countries af-

ter the Netherlands in mathematics, while Latvia end-

7 See Estonian Human Development Report 2011: Baltic Way(s) of 
Human Development: Twenty Years On, 2010/2011, Tallinn: Eestiul 
Koostöö Kogu.

Table 1  
 
 

Population in the three Baltic countries 
(in million people) 

 
1989 2014 Change (%) 

Estonia 1.6 1.3 – 17 
Latvia 2.7 2 – 25 
Lithuania 3.7 2.9 – 21 
Total  8 6.2 

 Source: Eurostat. 
	  

Table 1
Table 2  
 
 
Life expectancy at birth in the three Baltic countries 

 
1990 2013 Change 

Estonia 69.9 77.5 7.6 
Latvia .. 74.3 .. 
Lithuania 71.5 74.1 2.6 
EU28 .. 80.6 .. 

Source: Eurostat. 
	  

Table 2
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ed up in the middle and Lithuania significantly below 
the middle (OECD 2014). All three beat the EU aver-
age with regard to share of youth completing higher 
education, with Lithuania leading the pack,8 though 
the quality of Baltic universities leaves a lot to be 
desired.

The ultimate question is whether the Baltic States can 
catch up with the United States in high-tech develop-
ment. Arguably, Estonia can do so as it boasts the 
high-tech company Skype. Estonia’s high-tech indus-
try took off  as an off-shoot to Finland’s Nokia, but 
has also suffered with the telephony giant’s decline. 
Latvia and Lithuania have not reached the same level 
as Estonia.

What can we learn from the Baltic successes?

The success of the Baltic states since regaining inde-
pendence is stunning by any standards and has been 
multifaceted. They did well in every relevant regard: 
financial stabilisation, deregulation, privatisation, 
economic growth, social developments, democracy 
and good governance. They underscore that all good 
developments go together, rather than being subject to 
any trade-off, as so many argued in the early post-
communist transformation.

It is often argued that the Baltic countries are ‘special’ 
in one way or another and therefore more virtuous: 
small and fearful of losing their independence once 
again, accustomed to major drama after the collapse 
of the Soviet Union, characterised by very open econ-
omies, etc. Yet, the point is that they chose the best 
policies and that these policies were supported by a 
broad popular and political consensus. The Baltic ap-
proach boils down to: why do anything worse than the 
best, when the best option is feasible?

The experiences of the Baltic nations show that it is 
best to target as radical and early a break from an old 
bad system as is politically possible. All three coun-
tries broke away from the rouble zone as early as they 
were able to do so in 1992 and thus escaped the rouble 
zone’s hyperinflation of 1993. Estonia carried out the 
earliest and most radical deregulation of prices and 
foreign, and thereby managed both to stimulate its 
early economic growth and improve its governance the 
most, with Latvia doing the worst in both respects, 

8 Eurostat, ‘Mortality and life expectancy statistics, EU28’, 
http://ec.europa.eu/eurostat/statistics-explained/index.php/
Educational_attainment_statistics.

and Lithuania ending up somewhere in the middle. 

The speed of privatisation was staggered in the same 

fashion, which also contributed to growth and good 

governance. No post-communist country carried out 

as radical a lustration as Estonia, and none has 

achieved such good governance standards. Estonia’s 

results in health care and education in particular are 

outstanding, while those of Latvia and Lithuania are 

highly respectable (Åslund 2013). Since many reforms 

were carried out in parallel, it is virtually impossible to 

distinguish the specific weight of each reform, but the 

pattern is overwhelmingly clear.

Interestingly, none of the Baltic countries maintained 

government stability. On average, the Baltic govern-

ments lasted for one year during their first decade of 

independence, illustrating that the importance of gov-

ernment stability is highly exaggerated. If  major re-

form is required and corruption is a central concern, 

government stability is hardly desirable, as any gov-

ernment becomes complacent over time, and these 

small and vulnerable nations could not afford compla-

cency at the time.

During the banking crisis in the mid-1990s after stabi-

lisation had taken hold, the Baltic countries acted in a 

similarly rigorous fashion. Estonia reacted to the first 

banking crisis by quickly closing down the country’s 

three biggest banks without any compensation for 

their former owners (Hansson and Tombak 1999). 

Latvia and Lithuania acted in the same way, thus min-

imising the cost of bank crises. During the global fi-

nancial crisis in 2008/9, the Baltic countries acted in a 

similarly radical fashion once again by putting their 

house in order as fast as possible. In 2009, all three 

carried out fiscal adjustments of around 8–10 percent 

of GDP (Åslund and Dombrovskis 2011). Their quick 

cures had many advantages: they managed to keep 

their public debts limited and their market interest 

rates swiftly fell to a very low level. The radical fiscal 

adjustments prompted great structural reforms espe-

cially in Latvia and Lithuania, which had implement-

ed far fewer reforms than Estonia. All three returned 

to economic growth after only two years of recession 

and have persistently maintained a much higher 

growth rate than the rest of the EU ever since.

The Baltic states have been the poster boys of the 

Washington consensus, showing that the latter works 

when it is sensibly and firmly applied. This does not 

mean that the Baltic countries have obeyed the IMF 

and the EU. In several major cases, they have chosen 
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policies opposed by these two organisations, but the 

Baltic governments have usually proven right. 

From the outset of their independence, these nations 

wanted to become members of both the EU and 

NATO, a notion that most European governments 

perceived as fanciful at best; but eventually the Baltic 

countries were unanimously accepted.

In 1992, the IMF took a firm stand in favour of pre-

serving the rouble zone, but all the three Baltic states 

broke out, and wisely so, thus escaping the zone’s hy-

perinflation. By May 1993, the IMF had learned its 

lesson and helped Kyrgyzstan to break out of the 

common currency zone. 

Estonia adopted a currency board in June 1992, which 

the IMF considered an obsolete and excessively rigid 

arrangement at the time, but Estonia was so successful 

that the IMF changed its policy in favour of currency 

boards in similar cases. 

Estonia opted for completely free trade, going further 

than the EU favoured, while the IMF considered im-

port tariffs an attractive source of revenue. Un doubt-

edly, this far-reaching liberalisation facilitated swift re-

structuring and thus early growth in Estonia. 

Estonia carried out the greatest lustration of all, 

which the Council of Europe opposed as undemocrat-

ic (Laar 2002). However, that is a major cause of 

Estonia having less corruption than any other post-

communist country.

During the renewed financial crisis in 2008/9, the 

dominant IMF advice was that all three countries 

needed to devalue their currencies, especially Latvia. 

This was a view strongly held by opinionated Anglo-

American macroeconomists, and particularly by Paul 

Krugman. The Balts, however, insisted on not devalu-

ing and that turned out to be the best solution. In or-

der to resist devaluation, they pursued more radical 

and front-loaded fiscal adjustments than the parochial 

Anglo-American macroeconomists considered possi-

ble (Åslund and Dombrovskis 2011).

Many other examples could be presented, but the 

broader point is that the policy elite in the Baltic coun-

tries adopted the philosophy of the Washington con-

sensus, and applied it in a pragmatic fashion to the ex-

isting conditions. There were, of course, some negative 

implications. The worst example was probably eco-

nomic overheating, especially in Latvia in the years 
between 2005 and 2007, when the Latvian government 
publicly advocated a policy of ‘pedal to the metal’. 
After having faced the consequences of this flawed 
policy, however, the Latvians returned to their stand-
ard orthodox fiscal policies.
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ExchangE RatE PoliciEs in 
thE Baltic statEs: FRom 
ExtREmE inFlation to EuRo 
mEmBERshiP

KaRstEn staEhR*

Introduction

The three Baltic states – Estonia, Latvia and Lithuania 
– regained independence from the Soviet Union in 
August 1991 after the failed coup against Mikhail 
Gorbachev. The newly independent countries faced a 
host of challenges. The state-building process entailed 
border demarcation, democratisation, institution 
building and the establishment of the legal foundation 
for a market economy. At the same time, the countries 
faced grave economic problems, including plunging 
production, rising unemployment, shortages of goods 
and extreme levels of inflation. 

The Baltic states faced daunting challenges in the ear-
ly 1990s, but nevertheless managed to make reforms 
that altered their political and economic landscapes 
fundamentally. A key objective of the reforms was the 
countries’ return to European political and economic 
structures, or, as it has occasionally been put, to create 
normal, dull European countries. 

The economic reforms established functioning mar-
ket economies, a substantial reduction in the income 
gap with Western Europe, and some degree of  eco-
nomic stability. An important part of  this process – 
and arguably a vital precondition to its success – was 
the introduction of  policies that would bring inflation 
down and establish a credible monetary policy. This 
paper provides a panoramic discussion of  the ex-
change rate regimes and monetary policies in the 
Baltic states from the time when they regained inde-

pendence until 2015, when all three countries had 

joined the euro area. 

The rouble 

The Baltic states were part of the Soviet Union until 

August 1991, with the Soviet rouble as the only legal 

tender. Exchange rate policies were determined in 

Moscow by Gosbank, the central bank, which also 

functioned as a commercial bank, and the policies 

were intended to underpin the planned economy. 

There was a subsidiary of Gosbank in each of the 

15  republics of the Soviet Union, but their role was 

solely to implement policy. 

The Soviet rouble was officially tied to the British 

pound at a constant exchange rate of 0.4 rouble per 

pound, but the currency was not convertible and the 

allotment of ‘hard currency’ was governed by complex 

rules that prioritised imports of technology and in-

vestment goods. Soviet citizens typically only had ac-

cess to hard currency on the black market, where the 

exchange rate was several times the official rate. 

A cornerstone of Soviet central planning was that 

prices were fixed for almost all products. This meant 

that relative prices could not adjust, so excess demand 

for goods would typically not show up in the form of 

open inflation, but rather as repressed inflation. This 

could take the form of people queuing for popular 

products or of forced saving, where households and 

firms accumulated liquid assets in the hope of goods 

being available in future. 

Mikhail Gorbachev came to power in 1985 and after 

some vacillation he launched the perestroika reform 

programme in 1986. The reforms, which were meant 

to improve working morale and enhance productivi-

ty, decentralised decision-making and gave enter-

prises more influence over production and wage set-

ting. An unintended effect of  Gorbachev’s reforms 

was that nominal wages started to rise quite rapidly. 

This led to economic problems for firms, and they 

consequently paid less in enterprise taxes and often 

requested economic support so that they could sus-

tain production volumes. In the end, Gosbank ex-

* Tallinn University of Technology and Eesti Pank, Estonia. The au-
thor would like to thank Rune Holmgaaard Andersen for his useful 
comments on an earlier version of the paper. The views expressed are 
those of the author and not necessarily those of Eesti Pank or other 
parts of the Eurosystem.
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tended credit directly and indirectly to firms and the 

government. A growing volume of  cash was ‘chas-

ing’ declining production volumes, resulting in 

queues and shortages of  many goods (Gros and 

Steinherr 2004). When a measure of  price liberalisa-

tion was introduced at the end of  the 1980s, it result-

ed in a rapid increase in open inflation throughout 

the Soviet Union, including in the Baltic republics 

(Table 1). 

The debauching of  the currency and the resulting re-

pressed and open inflation worried Soviet decision 

makers and a currency reform was carried out at the 

beginning of  1991. A new rouble was introduced, 

and the public could only exchange a part of  their 

stock of  old roubles, so the reform had a clear confis-

catory element. The reduction in the money stock 

did not have lasting effects on the inflation rate, since 

the central bank returned to a rapid rate of  money 

creation. 

The Baltic states regained their independence in 

August 1991, but kept using the Soviet rouble, as did 

the other countries that emerged from the Soviet 

Union. The result of  retaining the rouble was that 

inflationary pressure increased in 1991 and 1992. 

After the break-up of  the Soviet Union, Gosbank 

lost its remaining authority over the central banks 

in the newly independent countries. The various 

central banks issued credit denominated in Soviet 

roubles to firms and public authorities, resulting in 

a rapidly increasing stock of  roubles (Schoors 

2003). This setup, with its inherent incentive for free 

riding, has been called the ‘worst monetary consti-

tution one can imagine’, a phrase usually accredited 

to MIT professor Stanley Fischer (Gros and Stein-

herr 2004). 

As comprehensive price liberalisation started in 1991, 

the increasing money stock led to open inflation. 

Liberalisation meant that queues and goods shortages 

became less common, but it also meant that prices 

could react immediately to any excess demand created 

by the rapidly increasing stocks 

of money held by the public. 

More over, all of the former Soviet 

countries, including the Baltic 

states, experienced large declines 

in production, and this may have 

added to inflationary pressure. 

In flation reached extreme levels; 

the annual consumer price infla-

tion was 200 percent in 1991 and it was following a 

steep upward trajectory. 

Currency reforms 

By the winter of 1991/92 it was clear to policymakers 

in the Baltic states that measures had to be taken to 

stabilise the inflation rate and ensure a degree of au-

tonomy in monetary policy. Several interrelated issues 

had to be considered. Arguably the most fundamental 

issue was whether or not the Soviet rouble should be 

abandoned. If  it were to be abandoned, the key ques-

tions would be what should replace the rouble and 

what kind of exchange rate regime should be 

in troduced. 

The introduction of a new currency and the choice of 

exchange rate regime are generally complex issues 

subject to intricate trade-offs (Staehr 2015a and 

2015c). The overarching argument for replacing the 

rouble with new national currencies was the need to 

fight the extreme levels of inflation resulting from the 

‘worst monetary constitution one can imagine’. 

However, the Baltic states continued to trade almost 

exclusively with the countries of the former Soviet 

Union, which still used the rouble. A switch to a new 

currency thus threatened to disturb trade and pay-

ment flows, with potentially harmful effects for pro-

duction that was already declining rapidly.

If  a new currency were to be introduced, it was essen-

tial to ensure that it would not suffer from the same 

inflation as the rouble. This implied that the new cur-

rency could not be debased by excessive growth in the 

money stock, so central bank financing of industry 

and government would have to stop. Equally, the pub-

lic would have to accept the new currency and be will-

ing to hold it, so the credibility of the new exchange 

rate regime would be critical. The three Baltic states 

chose somewhat different policies, arguably reflecting 

different political preferences in the countries (Lainela 

1993; Berengaut et al. 1998). 

Table 1 
 
 
 
Consumer price inflation in Estonia, Latvia and Lithuania, percent, 1989–1994 

 1989 1990 1991 1992 1993 1994 

Estonia 6.1 23.1 210 1076 90 47.7 

Latvia 4.7 10.5 172 951 109 35.9 

Lithuania 2.1 8.4 225 1021 410 72.1 

Note: Annual percentage change in the average consumer price index. 

Source: EBRD (1996). 
 

Table 1



11 CESifo Forum 4/2015 (December)

Focus

Estonia kept using the rouble until June 1992, when it 

was replaced by the new national currency, the kroon. 

Residents were only allowed to exchange a certain 

amount of roubles and had to spend the rest of their 

rouble holdings, a decision which implied an element 

of confiscation. The exchange rate was fixed at eight 

kroons per German mark, but the most notable feature 

was the introduction of a currency board. The central 

bank, Eesti Pank, was obliged to have full reserve cov-

erage of the domestic monetary base so that there 

would always be sufficient reserves for it to meet its 

obligation to exchange kroons for German marks at 

the preset exchange rate. This also meant that Eesti 

Pank did not operate as an ordinary central bank by 

setting interest rates or functioning as a lender of last 

resort. 

The only major economy using a currency board at 

the time was Hong Kong, where it had been adopted 

to facilitate trade and cross-border finance. The cur-

rency board in Estonia may be seen in the same light, 

as the country dismantled trade barriers, abolished 

tariffs and encouraged foreign direct investment in 

the early stages of  the transition. A major advantage 

of  the currency board was that it was easy to adminis-

ter, as it did not require the central bank to engage in 

complex analysis and policy-making. It is notable 

that several other post-communist countries subse-

quently adopted a formal currency board; Lithuania 

in 1995, Bosnia and Herzegovina in 1997, and Bul-

garia in 1999. 

The process of currency reform was more involved in 

Latvia than in Estonia. In May 1992 Latvia intro-

duced a temporary currency, the rublis, which circu-

lated alongside the rouble. The temporary currency 

made it possible for the Latvian authorities to issue 

currency, but since it circulated alongside the rouble at 

a one-to-one conversion rate, the very high rates of in-

flation continued. The next step was therefore to intro-

duce the lats in March 1993 at a rate of 200 rublis per 

lats, with a fluctuation band of ± 1 percent.1 

Latvia opted for a traditional fixed exchange rate re-

gime whereby the lats was tied to the Special Drawing 

Rights (SDR), an accounting unit devised by the IMF 

and which, at the time, consisted of a weighted aver-

age of the currencies of the United States, Germany, 

France, Japan and Britain. Latvijas Banka was set up 

1 The rate of inflation declined rapidly, arguably faster than antici-
pated, and Latvia ended up with a highly valued currency as a result; 
in January 2014 when Latvia joined the euro area, one lats was equal 
to 1.42 euros.

to operate as an ordinary central bank, which meant 

that it set a steering rate and could function as a lender 

of last resort. The movements of the exchange rate 

against the SDR were very small, however, and the re-

serve coverage was substantial, and it has therefore 

been argued that the exchange rate regime in Latvia 

was a de facto or quasi currency board (Bakker and 

Gulde 2010; Wolf 2015). 

Lithuania introduced a temporary currency, the talo-

nas, as early as August 1991, which took the form of 

coupons that had to be used together with the Soviet 

rouble when making purchases in Lithuania. The pur-

pose of the talonas was to reduce goods shortages by 

making it harder for people from the other countries 

emerging from the former Soviet Union to purchase 

goods in Lithuania. A new version of the talonas was 

introduced in May 1992 and the new version circulat-

ed in parallel with the Soviet rouble until September 

1992. The use of two parallel currencies made it pos-

sible for the country to issue its own currency while 

trade and financial flows could still take place in 

roubles. 

In October 1992 the talonas was made the only legal 

tender in Lithuania, and in June 1993 the authorities 

finally introduced the new permanent currency, the 

litas. The central bank, Lietuvos Bankas, initially 

maintained a floating exchange rate regime, but the ex-

change rate fluctuated substantially and inflation re-

mained high, even although the currency appreciated 

in the second half  of 1993 (see Table 1). The central 

bank was also under pressure to provide credit to in-

dustry and government institutions. To address these 

stability and credibility issues, it was decided to adopt 

a fixed exchange rate regime backed by a currency 

board. The litas was pegged to the US dollar at an ex-

change rate of four litas per dollar. 

The introduction of new national currencies followed 

by different fixed exchange rate regimes was successful 

in many ways. While other countries emerging from 

the Soviet Union continued to be affected by extreme 

inflation and monetary instability, inflation came 

down rapidly in the Baltic states, which meant that the 

annual consumer inflation rates in all three countries 

were below five percent by the end of 1998 (see 

Figure 1). 

The monetary straitjackets adopted by the Baltic 

states arguably contributed to the rebounding of these 

economies in the second half  of the 1990s (OECD 
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2000; Wolf 2015). Having collapsed in the early 1990s 

when the command economy was dismantled and the 

Soviet Union broke up, output started growing again 

and unemployment stabilised or declined as of the 

mid-1990s. Foreign trade became increasingly orient-

ed towards trading partners in Western Europe, aided 

by the restructuring of their economies and large in-

flows of foreign direct investment. It is also noticeable 

that the Baltic states accrued substantial current ac-

count deficits from the mid-1990s onwards, an out-

come which suggests that international investors con-

sidered the strict fixed exchange rate regimes as 

credible. 

It has been argued that the Baltic states would have 

been better off  if  they had left the rouble zone shortly 

after regaining independence, since part of the ex-

treme inflation in 1991–94 might thus have been avoid-

ed.2 The IMF has been accused of encouraging coun-

tries to remain in the rouble zone, but it appears that 

the views of the organisation and its advice to the 

post-Soviet countries evolved over time (Odling-Smee 

and Pastor 2002).

Fixed exchange rates during booms and busts 

The de jure and de facto currency boards of the Baltic 

states were soon tested by a number of economic 

events or shocks that demonstrated the disadvantages 

of fixed exchange rate regimes, but also the commit-

ment of the Baltic states to retaining their pegs, de-

spite adverse circumstances. This section focuses on 

2 See also the contributions in Comparative Economic Studies 44/4, 
2002, a special issue focusing on the pros and cons of leaving the rou-
ble zone early. 

the Russian crisis, the EU acces-

sion boom and the global finan-

cial crisis, although it has to omit 

a number of banking crises in the 

Baltic countries.3

The first major challenge oc-

curred in 1998/99 when the Rus-

sian crisis created a number of 

negative shocks in the Baltic 

states. Exports to Russia more 

than halved from 1997 to 1999, 

as the rouble depreciated by over 

50 percent and economic activi-

ty declined in Russia. Mean-

while, the default on Russian 

government debt spread to the financial sector in 

Russia and further on into the Baltic states. The 

shocks emanating from the Russian crisis affected 

GDP growth in the Baltic states negatively as east-

bound exports declined, their financial sectors came 

under strain, and confidence waned (Sepp et al. 

2002). 

Economic distress like that experienced by the Baltic 

states in the wake of the Russian crisis is usually an in-

centive for devaluing a currency or switching to a 

floating exchange rate regime, but all three countries 

retained their exchange rate pegs and the fallout from 

the Russian crisis was relatively mild and short-lived 

in the end. Exporters switched to West European mar-

kets and capital inflows from Western Europe eased 

the financial crunch.

The next challenge was the positive shocks afforded by 

massive and increasing net capital inflows to the re-

gion in 2001–08, which manifested themselves as large 

and increasing current account deficits (see Figure 2). 

These capital inflows were driven by ‘confidence 

shocks’ resulting from a number of factors. Firstly, the 

formation of the euro area meant that financial mar-

kets became more integrated and this spread to the 

European periphery. Secondly, the start of negotia-

tions for the Baltic states to join the European Union, 

and subsequently NATO, made investments in the re-

gion appear more secure. Thirdly, the overall success 

of market reforms and the resilience of the economies 

in the region led to an upwards revision of growth 

prospects. 

3 Korhonen (2000) discusses the performance of the Baltic currency 
boards and the many banking crises that afflicted the region.
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Substantial net capital inflows eased financing condi-
tions and led to rapid credit growth, which, in turn, 
spurred consumption and investment in the Baltic 
states (Brixiova et al. 2010; Bakker and Gulde 2010; 
Staehr 2012). The result was high and arguably increas-
ing rates of economic growth and rapidly declining un-
employment (see Figure 3). The boom was, however, 
also accompanied by signs of overheating, which left 
the Baltic states vulnerable to adverse shocks. The pri-
vate sector accumulated substantial and rapidly rising 
foreign liabilities and the structure of industry became 
skewed, as manufacturing and exports became less sig-
nificant, while the importance of construction and fi-
nance continued to grow. Moreover, inflation started 
rising again, with annual consumer price inflation 
reaching 10.6 percent in Estonia, 15.2 percent in Latvia 
and 11.1 percent in Lithuania in 2008 (WEO 2015). 

The central and eastern European countries that had 
floating exchange rates typically experienced appreci-

ating nominal exchange rates dur-
ing the pre-crisis boom 2001–08; 
and this helped to trim capital in-
flows and curb growth in domes-
tic and foreign demand (Staehr 
2014a). The fixed exchange rates 
in the Baltic states meant that the 
exchange rate could not operate 
as a ‘shock absorber’, so capital 
inflows and overconfidence led to 
overheating, which eventually left 
the countries vulnerable to chang-
es in the external en vironment.4 

The most critical test of the com-
mitment of the Baltic states to 

their fixed exchange rate regimes came after the out-
break of the global financial crisis in 2008. The coun-
tries were hit simultaneously by three severe disrup-
tions. Firstly, the countries experienced sudden stops 
as net capital inflows ceased, leading to current ac-
count surpluses in 2009 in all three countries 
(Figure  2). Secondly, the export sector saw demand 
decline markedly, as economic activity slowed in most 
trading partners. Thirdly, consumer confidence nose-
dived as news about the downturn and the problems in 
the financial sector spread. The result was lower con-
sumption and investment demand as well as dramatic 
declines in production; GDP started to fall in 2008 in 
Estonia and Latvia, and this was followed in 2009 by 
GDP contractions of over 14 percent in all three coun-
tries (see Figure 3). 

The problems also spread to the banking sector in 
Latvia, where one of the biggest banks, Parex bank, 
went bankrupt after excessively risky lending and 

funding practices. As of Novem-
ber 2008 the Latvian authorities 
took over the bank and recapital-
ised it to prevent panic spreading 
throughout the financial system. 
The bailout, however, led to a 
government financing crisis as 
domestic and international finan-

4  The overheating was arguably most se-
vere in Latvia, which had the largest cur-
rent account deficits and the highest rates 
of economic growth during the years 
2004–07. The boom was somewhat less 
pronounced in Lithuania, where a switch 
in peg currency from the dollar to the euro 
was followed by a period of effective ap-
preciation. The boom in Estonia may have 
been somewhat restrained by tighter fiscal 
policy than in the other two Baltic 
countries. 
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cial markets remained frozen. The Latvian govern-
ment asked for emergency lending and in February 
2009 loans totalling 7.5 billion euros were committed 
by the IMF, the European Union and neighbouring 
countries, with 100 million euros coming from 
Estonia.5 

The dramatic output declines, increasing unemploy-
ment, along with the government debt crisis in Latvia 
would all have been arguments for devaluation or 
abandoning the fixed exchange rate. The Baltic states 
chose, however, to retain their commitment to their 
fixed exchange rate regimes and turned instead to aus-
terity policies that sought to regain competitiveness by 
cutting domestic wages and other cost components in 
what is known as an internal devaluation (Purfield 
and Rosenberg 2010; Staehr 2013).6 The choice was 
made easier by the very large foreign liabilities denom-
inated in euros or other foreign currencies already ac-
cumulated by the private sectors in the three countries; 
a large depreciation would have impaired balance 
sheets and caused severe repayment problems.

There was a lot of debate both domestically and inter-
nationally about the merits of retaining the pegs; and 
these discussions occasionally reached feverish levels. 
As it happened, the focus eventually shifted from dis-
cussions over whether or not to use the exchange rate 
to counteract the crisis to discussions on how to elimi-
nate the exchange rate altogether. 

Joining the euro area

The three Baltic states joined the European Union on 
1 May 2004. This marked the conclusion of a decade-
long process of negotiations with the European Union 
on the implementation of the Acquis Communautaire, 

the rules of the Union. One of these rules was an obli-
gation to participate in the final stage of the European 
Economic and Monetary Union (EMU) by joining 
the euro area and adopting the euro. 

To become a member of the euro area a country must 
meet the Maastricht criteria, namely the legal and eco-
nomic convergence criteria initially laid out in the 
Maastricht Treaty of 1992 (ECB 2006). The economic 
criteria cover price stability, government finances, ex-

5 The loan commitment from Estonia, which was already in a deep 
recession, was possible because of the country’s very low government 
debt level and substantial budget reserves.
6  The differences between the adjustment policies in the Baltic states 
and those in those southern European countries adversely affected by 
the global financial crisis are striking – see Lindner (2011).

change rate stability and interest rate convergence. 
They specify the following:

• The annual inflation rate cannot exceed a reference 
value defined as 1.5 percent plus the average infla-
tion in the three EU countries with the best perfor-
mance in terms of price stability. Price stability 
must be sustainable. 

• The general government budget deficit cannot gen-
erally exceed 3 percent of GDP, while the govern-
ment debt cannot exceed 60 percent of GDP or 
must be converging towards this level at ‘a satisfac-
tory pace’.

• The exchange rate must have been linked to the 
euro through membership of the exchange rate 
mechanism ERM2 for at least two years.

• The long-term interest rate cannot exceed 2 percent 
plus the average interest rate for the three EU coun-
tries with the best performance in terms of price 
stability. 

The adherence of a candidate country to the 
Maastricht criteria is assessed in convergence reports 
produced by the European Commission and the 
European Central Bank. The Council of Finance 
Ministers uses these reports to make its final decision 
over whether to admit a candidate country to the euro 
area. 

Each government in the Baltic states declared during 
the negotiations that they would seek membership of 
the euro area as soon as possible.7 There was not much 
public or political debate about the decision, in con-
trast to experiences in the Czech Republic and Poland. 
The stated objective of rapid accession to the euro 
area, however, proved more difficult to realise than 
had been anticipated. 

The first step the three countries had to take was to 
join the ERM2, the waiting club for euro-area mem-
bership, where the exchange rate is tied relatively 
closely to the euro. Estonia and Lithuania joined the 
ERM2 in June 2004 with Latvia following in May 
2005. Membership of the ERM2 was straightforward 
for Estonia, which had already pegged the kroon to 
the euro following the introduction of the euro in 
1999. Latvia switched its peg from the SDR to the 
euro in January 2005 in anticipation of ERM2 mem-
bership later that year, while Lithuania had already re-

7 Darvas and Szapary (2008) provide a general discussion of various 
euro adoption strategies. Staehr (2014b) discusses the challenges 
emerging from upward inflationary pressure in rapidly converging 
economies.
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placed the dollar with the euro as its anchor currency 

in February 2002.

The price stability criterion turned out to be the main 

stumbling block for membership of the euro area. The 

Baltic states saw rapid economic growth from 2000 on-

wards and the income gap with Western Europe nar-

rowed rapidly during this period (see Figure 3). Income 

convergence typically coincides with real appreciation, 

as domestic prices increase faster than foreign prices 

measured in common currency units, a stylised fact 

known as the ‘Dynamic Penn’ effect (Ravallion 2010). 

The presence of the Dynamic Penn effect for central 

and eastern European countries has been established 

in numerous studies (Frensch and Schmillen 2013; 

Staehr 2015b). As the Baltic states had pegged their 

currencies to the euro, the real appreciation showed up 

in the form of high domestic inflation.8 

Inflationary pressures were weakest in Lithuania, which 

switched its anchor currency from the dollar to the euro 

in February 2002, and subsequently saw the euro appre-

ciate against the dollar. The Lithuanian government 

therefore sought to gain admission to the euro area in 

2007, but its hopes were disappointed when the conver-

gence reports from the European Commission and the 

ECB were published in May 2006. 

The reports revealed that the monthly HICP inflation 

rate for Lithuania, measured as the growth in the 

HICP index from the same month the year previously, 

8 As an additional complication, the expected inflation reference val-
ue declined after the enlargement of the EU by 10 new EU members 
in 2004. The computation of the reference value includes the average 
inflation in the three EU countries with the best performance in terms 
of price stability. Lewis and Staehr (2010) show that the enlargement 
of the EU by 10 new countries in 2004 lowered the expected inflation 
reference value by 0.15–0.2 percentage point. 

was 2.7 percent in March 2006, 

while the reference value was 

2.6 percent (see Figure 4). The re-

ports stated that this small differ-

ence did not breach the price sta-

bility criterion, but they empha-

sised that forecasts suggested that 

the relatively low levels of infla-

tion would not be sustained (ECB 

2006; EC 2006). Lithuania was 

not admitted to the euro area. 

Inflation in the Baltic states re-

mained high in the years after the 

Lithuanian application was re-

jected, and the aspiration to 

membership was put on hold in all three countries as a 

result. The situation changed, however, when the glob-

al financial crisis erupted in autumn 2008. As dis-

cussed in the third section, the crisis led to deep reces-

sions with declining production and rising unemploy-

ment. By the end of 2008 the Estonian government 

decided to embark on a programme meant to bring 

Estonia into the euro area. 

The idea was that the decline in inflation, which the 

deep recession was expected to cause, would make it 

possible to satisfy the otherwise elusive price stability 

criterion. The expectation was that HICP inflation 

would be much lower in the spring of 2010 when the 

next round of Convergence Reports were to be writ-

ten. The complication was, however, that the very 

large output decline, which started in 2008 and was ex-

pected to continue in 2009, would make it very diffi-

cult to satisfy the criterion that the government budget 

deficit should not exceed 3 percent of GDP. As a re-

sult, the government enacted a range of austerity 

measures, with spending cuts, tax increases and other 

revenue enhancing measures. Given that GDP con-

tracted by 5.4 percent in 2008 and 14.7 percent in 

2009, it is remarkable that the budget deficit was kept 

down to 2 percent of GDP in 2009 (Figure 5). 

In their 2010 convergence reports the ECB and the 

European Commission concluded that Estonia had 

satisfied all of the Maastricht criteria, including the 

price stability criterion. In fact, the Estonian HICP in-

flation rate was negative in March 2009, the last month 

for which data for the assessment were available (see 

Figure 4). The finance ministers invited Estonia to 

join the euro area at a meeting in June 2010 and 

Estonia adopted the euro as of January 2011. 
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Latvia and Lithuania mimicked the Estonian ‘recipe’ 

for euro area membership to a large extent. They em-

barked on fiscal consolidations that brought the 

budget deficit to, or below, the limit of  3 percent of 

GDP, while inflation remained low as long as eco-

nomic growth was subdued and excess capacity re-

mained in the economy. The 2013 convergence re-

ports found Latvia to be in compliance with the 

Maastricht criteria and the country joined the euro 

area in January 2014. The 2014 reports found that 

Lithuania also satisfied the criteria and Lithuania 

joined in January 2015. 

The switch to the euro was uneventful and passed off  

without any major setbacks in all three Baltic states. 

The euro was introduced in all cases at the exchange 

rate that had been fixed for years, and this eased the 

conversion process. All contracts, including bank de-

posits and loans, were converted to the euro on 

1 January of the year of euro membership, while cash 

in the form of euros and the old domestic currency 

were used in parallel for a short period. Payment with 

credit or debit cards is popular in the Baltic states, and 

this also facilitated the transition. Surveys suggested 

that people in all three countries were concerned that 

the introduction of the euro would lead to price in-

creases, but detailed studies suggest that the euro had 

no, or at most a very small, effect on prices (Meriküll 

and Rõõm 2015). 

The future

The exchange rate regimes of the Baltic states have 

changed several times since these countries regained 

independence in 1991. The Baltic states experienced 

extreme inflation during the 

swansong of the Soviet rouble. 

They embarked on stabilisation 

policies, which meant the intro-

duction of national currencies 

and fixed exchange rate regimes, 

backed by de jure currency boards 

in Estonia and Latvia. The fixed 

exchange rate regimes proved sur-

prisingly robust and survived very 

high inflation, the Russian crisis, 

a period of overheating and, 

eventually, deep recessions during 

the global financial crisis. 

That the fixed exchange rate re-

gimes remained largely unchanged for almost 20 years 

suggests that they served the Baltic states well (Wolf 

2015). The Baltic economies are small, open and sub-

ject to various shocks, and the fixed exchange rate re-

gimes contributed to nominal stability and predicta-

bility. The overall growth performance of the Baltic 

countries has been in line with that of other EU coun-

tries from central and eastern Europe, despite their 

unfavourable starting points. A fixed exchange rate, 

however, is unable to function as a shock absorber; 

and the Baltic states have seen large output volatility, 

partly driven by abrupt changes in capital flows and 

external demand. 

Estonia introduced the euro in 2011, Latvia did so in 

2014 and Lithuania in 2015; and the choice of ex-

change rate regime has thus been settled for the fore-

seeable future. The introduction of the euro changed 

very little in these countries in many ways, as they had 

already been operating with fixed exchange rates 

against the euro for longer or shorter periods of time. 

The costs of currency exchange and cash transactions 

were somewhat reduced and companies and house-

holds may gain easier access to the highly developed 

financial markets in the euro area, which may lower 

their borrowing costs. Membership of the euro area 

also means that the earlier risk of a speculative attack 

on the domestic currency has been eliminated.

Beside the economic implications, membership of  the 

euro area has also had important political implica-

tions for the Baltic states. Firstly, membership of  the 

euro area was an important step for the Baltic states 

in their decade-long process of  integration into 

Europe, a process with economic, political and secu-

rity implications. Secondly, the three countries are 
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now fully involved in the ECB’s decision-making pro-

cess and thus have a say in monetary policy decisions 

affecting the euro area. Finally, the issues of  euro 

membership and satisfying the Maastricht criteria 

overshadowed domestic policymaking after the Baltic 

countries joined the EU, and with the adoption of  the 

euro, the focus of  domestic policymaking shifted to 

other issues. 

It is worth noting that, despite financial crises in 

Europe and tensions within the euro area, the euro is 

still popular among the public in the Baltic states. The 

Eurobarometer survey from October 2015 showed 

that 67 percent of the Estonians interviewed thought 

the euro was a good thing for the country, while the 

corresponding tally was 55 percent among Lithuanians 

and 54 percent among Latvians (European Commis-

sion 2015). Support for the euro in Estonia has in-

creased since the currency was introduced, suggesting 

that support may also strengthen in Latvia and 

Lithuania over time. In all three countries over 70 per-

cent of those interviewed thought that the euro was a 

good thing for the EU. This relatively strong support 

for the euro suggests that there will not be any public 

pressure or demands for changes in the exchange rate 

regime in the immediate future in the Baltic states. 

Looking to the future, membership of the euro area 

may enhance the standing of the three countries in 

European economic policymaking. The Baltic states 

have, over time, shown willingness to push through re-

forms, even in the face of high initial costs. Given their 

experience of extreme inflation and monetary instabil-

ity, it is likely that the Baltic states will favour prudent 

and stability-oriented policies, and this may also be re-

flected in their voting behaviour when it comes to deci-

sions made by the ECB. 

It is important to note that many of the challenges 

created by the fixed exchange regimes operated in the 

Baltic states have remained even after the countries 

joined the euro area. When the exchange rate cannot 

function as a shock absorber, shocks to capital flows, 

domestic demand or exports may directly affect pro-

duction and employment. This is particularly a prob-

lem if  the shocks are asymmetric, meaning that the 

ECB cannot offset the consequences through its inter-

est rate setting and other monetary policy measures. 

The Baltic states share the challenges created by asym-

metric shocks in a currency union with other countries 

in the euro area, but these challenges are amplified by 

the small size of the Baltic economies, their relatively 

low income levels and illiquid financial markets. Shifts 

in preferences or sentiments abroad may have dispro-

portionate impacts on the Baltic states. One main 

challenge in the future is to avoid excessive volatility in 

capital flows leading to a repetition of the overheating 

in 2000–2007 and the ensuing bust in 2008–2009. 

Another challenge could emerge if  the growth rate in 

the Baltic countries returns to earlier elevated levels, 

as inflationary pressures could re-emerge in this case. 

The Baltic states have changed in fundamental ways 

since they regained independence in 1991. This also 

applies to their exchange rate regime and monetary 

policies. By 2015 all three countries had introduced 

the euro, the currency of the EU, and were participat-

ing on an equal footing in the monetary policymaking 

of the ECB. The Baltic states have become fully inte-

grated in the institutions and economy of Europe and, 

in many respects, share their future prospects with the 

rest of the euro area. The Baltic states have also be-

come normal, dull countries in this respect.
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Baltics’ ExtErnal BalancE: 
still a constraint?

alEssandro turrini and 

stEfan ZEugnEr*

Introduction

The Baltic countries, Estonia, Latvia and Lithuania, 
are regarded as the quintessential boom-busters, with 
their economies having witnessed an expansion fol-
lowed by post-crisis contraction that defies any 
Eurozone comparison in terms of magnitude and 
abruptness. External finance played a role in driving 
Baltic growth during the 2000s. The major current ac-
count deterioration in the mid-2000s had its counter-
part in buoyant cross-border credit flows that allowed 
the financing of higher rates of domestic investment 
and consumption. Heavy reliance on external financ-
ing was also at the root of the bust phase: the current 
account reversal coincided with double-digit reces-
sions in all three Baltic economies.

Being the first among the EU countries to have un-
dergone current account–driven recessions, the 
Baltic economies started rebalancing at an earlier 
stage. After years of  subdued output and investment 
dynamics, they started to recover by 2010 and had 
largely regained their pre-crisis peak output by 2015. 
Their external positions are currently broadly bal-
anced, but current account surpluses have recently 
reduced or turned into deficits, mostly in the light of 
resuming domestic demand. Is there a risk that, as 
the recovery gathers momentum, the Baltics will 
start accumulating large current account deficits 
again and be subject to sudden reversals down the 
road? Or is the opposite risk stronger, namely that 
external finance will remain less easily available in 
the foreseeable future, thereby acting as a constraint 

on the prospects for resumed credit supply, invest-
ment and growth?

This paper reviews the degree to which external bal-
ances may pose challenges to Baltic growth in the me-
dium term. To that end, it first discusses the key role 
of the external sector in the Baltics during the boom-
bust period and then assesses prospects and bottle-
necks going forward. The remainder of the paper is 
structured as follows: the next section reviews the role 
of external financing during the boom-bust cycle. The 
third section assesses the extent to which the Baltics 
have completed their rebalancing and discusses to 
what extent the external balance could act as a con-
straint looking forward.

Boom-bust dynamics: the role of external financing 

From boom to bust 

During the boom-bust period the Baltics were charac-
terised by remarkably similar macroeconomic devel-
opments.1 Strong co-movements in GDP and most 
macroeconomic variables were mainly the result of 
shared prospects as well as some basic characteristics: 
(i) similar history and institutions prior to the transi-
tion; (ii) common prospects of EU accession and euro 
adoption; (iii) small governments and low government 
debts; (iv) similar structural characteristics underpin-
ning high growth prospects (high capital needs, rela-
tively cheap and fairly educated labour force, trade 
links with growing Russia, the Nordic countries, 
Poland and Germany); and (v) concomitant financial 
development coinciding with financial integration, 
with FDI playing a key role.

Their successful catch-up after the transition was ini-
tially grounded on strong fundamentals. Economic re-
structuring after transition and a large scope for the 
sectoral reallocation of resources and technological 
upgrading were at the basis of strong gains in total 

1 See European Commission (2010) and Deroose et al. (2010) for a 
review of developments taking place in the Baltics ahead of the 2008 
current account crises. For recent developments, see European 
Commission (2015a, 2015b, and 2015c) as well as IMF (2014a, 2015a, 
and 2015b).

* European Commission, DG ECFIN. The opinions expressed in 
this paper do not necessarily reflect those of the European 
Commission. The authors would like to thank Jorge Duran Laguna, 
Aureliane Poissonnier, Tobias Ketterer, Janis Malzubris for their use-
ful comments on a previous version.
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factor productivity and rapid trade integration. These 

prospects for productivity improvements laid the 

grounds for sustained capital accumulation.

Excess demand over income was fuelled by foreign fi-

nance, which was made available mainly in terms of 

foreign direct investment and 

cross-border bank loans. Current 

account deficits widened and 

peaked above 15 percent of GDP 

in Estonia and Lithuania and 

above 20 percent of GDP in 

Latvia (Figure 1). Domestic de-

mand outpacing output fed back 

to exceptionally high GDP 

growth rates, reaching values 

above 10 percent between 2006 

and 2007. 

By mid-2000s, fast-growing credit 

flows – mostly denominated in 

euro and largely provided by sub-

sidiaries of Nordic banks (see 

also Figure 10 below) – were in-

creasingly financing the housing 

sector via mortgage loans. As 

shown in Figure 2, credit growth 

across the Baltic economies co-

moved closely at a comparable 

magnitude, and was paralleled only by Bulgaria and 

Ireland among the other EU countries. Growth rates 

in house prices were also of a similar magnitude across 

the Baltics, and were not matched by those recorded in 

any other EU country undergoing similar boom-bust 

episodes.

Overheating had inevitable impli-

cations in terms of wage and price 

growth (see Figure 3). Widening 

current account deficits also started 

being underpinned by competitive-

ness losses. By 2006–2007, the typi-

cal ingredients of ‘boom-bust’ cy-

cles were present, to differing de-

grees, in the three Baltic economies. 

Awareness of growing credit risks 

amid unsustainable current ac-

count deficits and housing bubbles 

led foreign and domestic banks to 

raise lending standards. Revised 

lending standards and prudential 

measures put in place by the au-

thorities contributed to a swift drop 

in house prices as of 2007.

Although signs of fatigue were al-

ready evident in 2006, the global 

financial crisis acted as a trigger 
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for a sudden stop in current account financing (see 

also Bems and Hartelius 2006; Blanchard et al. 2013). 

The process of financially-driven economic contrac-

tions was accelerated by tumbling house prices, wide-

spread deleveraging, and flight to safety in financial 

markets following the global financial crisis. 

Compared to other EU economies that ran unsustain-

able current account deficits before the crisis, the crisis 

in the Baltics was characterised by a very abrupt cor-

rection of external balances. Current accounts moved 

from large deficits to surpluses in about two years, 

which coincided with major recessions, amounting to 

double-digit negative growth rates in all Baltic econo-

mies during 2009. 

The adjustment phase

As opposed to Eurozone countries, the withdrawal of 

private external financing in the Baltics could not be off-

set by official TARGET2 liquidity transfers within the 

Eurosystem, and this contributed to the abruptness of 

the current account reversal. For Eurozone countries, 

TARGET2 transfers helped to smooth external balanc-

es, while in countries with euro-pegged currency boards 

like the Baltics and Bulgaria, the dynamics of the current 

account fully reflected the sudden withdrawal of private 

foreign finance (see also Figure 1). The halt in foreign 

funding led to external adjustment through a collapse of 

domestic demand (ranging from –  20 percent in Lit-

huania to –  33 percent in Latvia 

over the 2008–2010 period). 

Despite the rapid current account 

adjustment, the withdrawal of 

private foreign finance from the 

Baltics took place in a less abrupt 

manner than in most Eurozone 

countries. As shown in recent 

analyses (e.g. Gros and Alcidi 

2013), the behaviour of the finan-

cial account balance net of 

TARGET2 and official financial 

assistance in Eurozone countries 

was even more abrupt than that 

observed for the Baltics. Limited 

reliance on debt financing, and 

the strong role of external financ-

ing via foreign bank subsidiaries 

were important factors underly-

ing the comparative resilience of 

foreign private finance for the 

Baltic economies. Moreover, the 

high degree of concentration of foreign credit among 

a few foreign banks helped internalise the implications 

of a disorderly liquidity crunch, including its impact 

on the Baltics’ peg to the euro. Finally, the determina-

tion of the authorities to maintain their currency 

boards helped to dispel speculation quickly, despite 

the desirability of a devaluation being raised in the de-

bate at the onset of the current account crisis (see e.g. 

Krugman 2008).

The adjustment phase proved sharp and short-lived in 

the three Baltics. The improvement in the current ac-

count was initially mainly linked to a major reduction 

in imports (Figure 4), which mainly resulted from the 

fall in absorption, but was also underpinned by ex-

penditure switching towards domestic production 

(Bems and di Giovanni 2014). Importantly, the con-

traction in domestic demand following the bust was 

partly non-cyclical (European Commission 2014): be-

fore the crisis, imports soared because economic activ-

ity was extraordinarily and unsustainably high thanks 

to the foreign-financed housing bubble (see Blanchard 

et al. 2013).

As domestic demand recovered, imports once again 

began to contribute negatively to current account dy-

namics, but exports started to play a stronger role af-

ter the world recession of 2008/2009, helping to stabi-

lise the current account. The growing contribution 
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made by exports was mostly linked to improving con-

ditions in export markets, but competitiveness gains 

also played a role. Price competitiveness improve-

ments materialised early in the process. As shown in 

previous analyses (Lane and Milesi-Ferretti 2012), the 

initial stage of the crisis saw a quite muted response of 

the Real Effective Exchange Rate (REER) in most of 

the countries concerned by sudden stops. The Baltics 

were an exception, as price competitiveness gains in 

these countries already became visible early on (see 

also Figure 1).

Such a timely reaction in price competitiveness was 

rooted in flexible labour and products markets, but 

also in the strong determination of policy authorities 

to keep the peg with the euro, while easing adjustment 

via ‘internal devaluations’ (see Purfield and Rosemberg 

2013). Wages in particular adjusted in a more timely 

fashion compared to other EU countries, with possi-

bly the exception of Ireland 

(Figure 3). The wage dynamics 

observed were partly the result of 

market-driven downward adjust-

ment in private sector wages, 

which proved timely and sizable in 

the light of the sheer size of la-

bour market slack and decentral-

ised wage bargaining, although 

freezes and cuts in government 

wages also played a relevant role, 

notably in Latvia.

The prompt adjustment of wages 

was matched by a quicker reduc-

tion in unemployment rates as 

compared with other EU coun-

tries that experienced similar 

boom-bust episodes. However, 

the fall in unemployment in the 

case of the Baltics, and notably of 

Latvia and Lithuania, was also 

the result of a major contraction 

in the active labour force on the 

back of outward migration (see 

also Figures 6 and 7 below). 

Baltics’ external balance looking 
forward

Is adjustment complete?

At present, current account balances in the Baltics 

appear to be broadly in line with fundamentals. 

According to empirical estimations of  current ac-

count benchmarks (see Table A1 in annex), the cur-

rent accounts of  Estonia and Lithuania are higher 

than would be expected in the long run on the basis 

of  fundamental determinants, while that of  Latvia is 

slightly lower than the expected level (Figure 5). It is 

also worth noting that, for the three economies, the 

estimated current account implied by fundamentals 

is negative, at around – 2 to – 3 percent of  GDP. In 

particular, their catching-up status and the fact that 

they are net oil importers explain the negative 

benchmark. The regression-based decomposition of 

current account drivers presented in Figure 5 indi-

cates that the reduction in the large deficits observed 

in the mid-2000s was due to non-fundamental fac-

tors, and mainly related to the exceptional credit ex-

pansion that ended in concomitance with the crisis. 
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Figure 5 also suggests that the cycle currently shows 

a trend towards a reduction in the current account 

balance. Standard measures of  cyclically-adjusted 

current account balances appear above headline bal-

ances, which means that the Baltics’ current ac-

counts would improve if  both they and their trade 

partner economies were to return to potential GDP 

(see Table 1).

REER fell in the three Baltic economies after its ma-

jor surge during the first half  of  the 2000s (see also 

Figure 1). As discussed above, the adjustment was 

prompt and sharp, compared with other countries 

undergoing analogous current account reversals. 

The frontloaded adjustment in price competitive-

ness in the Baltics also implied that the process of 

‘internal devaluation’ was less protracted. Wages 

started growing again in 2010, REER subsequently 

stabilised and has increased 
slightly since 2013. The unit-la-
bour-cost-based REER correc-
tion since its peak is more 
marked for Latvia and Lit-
huania, and more moderate for 
Estonia. When compared with 
the average value of  the availa-
ble time series (1996–2015), the 
unit-labour-cost-based REER 
turns out to be overvalued by 
around 27 percent, 12 percent, 
15  percent for Estonia, Latvia, 
Lithuania, respectively. It goes 
with out saying that such figures 
need not be taken as a measure 
of  misalignment and that they 
fully depend on the benchmark 
chosen to evaluate current 
REERs. In the present case, the 
long-term REER average is ad-
mittedly a rough yardstick that 
does not allow for disentangling 
the extent to which REER ap-
preciation is linked to funda-
mentals or to overheating.2

An alternative approach to as-
sessing relative prices is to rely on 
purchasing power parity (PPP) 
data. Relative price levels com-
puted in terms of PPP are compa-
rable across countries and tend to 
display a strong relation with rel-

ative per-capita income in cross-country regressions 
(see Froot and Rogoff 1996). Differences between ac-
tual PPP parities and those predicted on the basis of 
relative per-capita income can be used to assess rela-
tive prices. On the basis of the relation estimated in 
Salto and Turrini (2010) between PPPs and potential 
output per capita relative to the Eurozone average, the 
PPP of Estonia appears to be undervalued by 9 per-

2 A well-known issue with the assessment of real exchange rates on 
the basis of REER indexes is the lack of an anchor in level terms. 
Ideally, one should compare the current REER index to a value repre-
senting a valuation in line with fundamentals. This is the aim of 
REER benchmarks estimated in time series or panels (also named 
Behavioural Equilibrium Exchange Rates, e.g. Ricci et al. 2008). 
Although they make it possible to go further than a simple compari-
son with long-term REER averages, results derived from this ap-
proach are strongly driven by the estimated constant coefficient, 
which crucially depends, in turn, on the length of the available sample 
and whether REERs display a stationary over the available sample. 
This is an important issue, especially for catching up economies like 
the Baltics that are concerned by Balassa-Samuelson-type equilibri-
um appreciation dynamics, and with relatively short available time se-
ries (see e.g. Maeso-Fernandez et al. 2006).
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cent, that of Latvia by 11 percent, that of Lithuania 
by 24 percent.3 Again, such figures need not be taken 
at face value as a measure of misalignment, as the PPP 
approach also has limitations.4 The main message 
from such estimates is that, despite rapidly appreciat-
ing REERs since transition, price levels do not appear 
particularly high as compared with countries with a 
similar income per capita, possibly due to the relative-
ly low initial levels.

As trade exposure reduces international price differ-
ences, relative price levels mainly reflect discrepancies 
in price levels for non-tradable goods with respect to 
partner countries. Appreciating REERs are often a 
manifestation of demand dynamics tilted towards the 
non-tradable sector. This was very much the case in 
the Baltics, notably Estonia and Latvia, during the 
boom phase, with growth in the construction sector 
outpacing that of the rest of the economy. Was the re-
covery in competitiveness after the crisis matched by a 
reverse process, with the tradable sector gaining 
ground with respect to the rest of the economy? 

Figure 8 indicates that such a process did take place, 
but was relatively short-lived. It started around 
2008/2009, but ground to a halt around 2011/2012 in 
Estonia and Lithuania, while in the case of Latvia, it 
reversed back in 2010.5 In a nutshell, there is no clear 
evidence that the structural transformation of the 
Baltic economies went much further than a major 
contraction of the housing sector during the bust 
phase, with tradeable output not surpassing its pre-
crisis peak in Estonia and Latvia. In the latter, the re-
duction in the share of tradable activities since 2010 
finds its counterpart in more muted export dynamics 
as compared with the other Baltics (see Figure 4). By 
contrast, tradable value added expanded quite strong-
ly in Lithuania on the back of manufacturing and 
tradable services, but since 2013 it has been outpaced 
by non-tradable output.

3 The estimated relation is as follows: log{PPP) = 0.03+0.78*log{potential 
output per capita relative to Eurozone measured in PPP terms). The rela-
tion is estimated over a panel 26 EU countries + 9 non-EU OECD coun-
tries for the 1995–2010 period by means of a between estimator. R square 
= 0.89.
4 PPP-based misalignment does not necessarily signal relevant infor-
mation for price competitiveness, because price levels in the compara-
tor country are not always highly representative of pressures from for-
eign competition. The relation between PPPs and relative income may 
not be robust with respect to sample and specification.
5 The initial adjustment saw expenditure switching in demand from 
imported to domestic goods even within product categories (Bems 
and di Giovanni 2014), which supported domestic output in the crisis. 
However, the import-intensity of aggregate demand rebounded 
quickly (see also Blanchard et al. 2013). For instance, the import in-
tensity of Estonian demand thus changed from 54 percent in 2008 to 
42 percent in 2009, rebounding to 52 percent in 2011, according to 
OECD TiVA input output data.

Growing export potential is another margin along 

which one can evaluate structural adjustments in the 

wake of current account adjustment. One way to assess 

manufacturing export potential is the technological 

content of exports, as high-technology exports are less 

likely to be subject to pressures from low-wage emerg-

ing economies. Figure 9 provides a measure of the tech-

nological intensity of exports and shows that, since the 

crisis, the share of high-tech exports rose significantly 

only in Estonia, while gains were moderate in Latvia 

and virtually absent in Lithuania. Technological inten-

sity is not the only way to ensure export dynamism 

looking forward. Difficult-to-imitate quality improve-

ments are an alternative. In this respect, recent analyses 

of export quality based on firm level data suggest that 

improvements in export quality took place in the three 

Baltic economies (Vandenbussche 2014). Moreover, 

over the post-crisis period, a fair share of the exports 

from the Baltic economies (35–45 percent) comprised 

products categories whose markets expanded relatively 

strongly at a global level (IMF 2014). Hence, despite 

some signs of dynamism, especially in Estonia, the ex-

port specialisation of the Baltic economies in terms of 

growing technological content of merchandise export 

and knowledge-intensive services has not yet experi-

enced a substantial re-orientation. Exports still depend 

strongly on fuels (Lithuania), labour-intensive indus-

tries and industries intensive in natural resources 

(wood, wood products, animals and vegetables) and 

tradable services (notably transport services). 
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Overall, current accounts have adjusted to levels con-
sistent with fundamentals, but there are no strong 
signs of a lasting output re-composition towards trad-
able activities. What are the bottlenecks hampering 
such structural change? 

Structural bottlenecks 

In view of their size and shallow domestic financing, 
the Baltic economies are likely to require further for-
eign financing to cover their catch-up investment 
needs. Their attractiveness to foreign funds depends, 
in turn, on their growth prospects. Overall, the Baltics 
have recovered faster than other EU countries deeply 
affected by the financial crisis; and have displayed ro-
bust growth above the EU average since 2010. 
Nonetheless, their growth potential is still below the 
pre-crisis period average, and prospects are not bright 
(see also Figure 7). The (moderate) net external in-
debtedness of their economies contains the scope for 
domestic demand-driven growth in the medium term. 
Moreover, excessively strong domestic demand in-
creases would fan wages and trade deficits, rather than 
output growth.6 Growth prospects thus mainly lie in 
further increasing tradable activity and export poten-

6 Detailed input-output figures for Estonia (OECD TiVA database) 
show that over 50 percent of Estonian final demand is satisfied by for-
eign value added, and that this ratio tends to increase with demand 
upswings. In other words, a 10 percent increase in Estonian demand 
would result in less than 5 percent GDP growth, and would decrease 
the trade balance by over 5 percentage points of GDP. In the short 
term, the resulting demand-supply dynamics would probably intensify 
factor cost growth, which would further foster import attractiveness.

tial. Addressing structural bottlenecks going forward 
is a necessary condition for such outward-oriented 
growth in the Baltics region.

Unemployment has dropped significantly from the 
heights of 2009. Nonetheless, it is stabilising at rates far 
higher than the pre-crisis period, and there is evidence 
that joblessness has become more structural, in light of 
skill mismatches (IMF 2014b). Most importantly, much 
of the reduction in unemployment was linked to a con-
siderable fall in the labour force (see Figure 7). Outward 
migration dented the labour force to an extent not seen 
in other EU countries, notably in Latvia and Lithuania. 
In Estonia and Latvia, activity rates, although at rela-
tively high levels, stopped contributing to the labour po-
tential in the past-crisis period. Ageing is one factor that 
is contributing to a progressive decline in the active pop-
ulation, notably in Lithuania and Latvia. 

As far as investment is concerned, the contribution of 
capital accumulation to potential output has fallen sub-
stantially in the three Baltic countries since 2009, and 
particularly in Latvia. The capital contribution to growth 
began recovering as of 2012 in Estonia and Lithuania, 
but contribution rates remain well below those recorded 
before the crisis. Investment rates between 2007 and 2014 
fell by about 11, 14, and 10 percentage points of GDP, in 
Estonia, Latvia, and Lithuania, respectively.7 On the 
positive side, equipment investment has proven relatively 
resilient, notably in Estonia and Lithuania, as the decline 
in investment mainly concerned construction, where in-
vestment rates between 2007 and 2014 fell by 9, 8, and 
6  percentage points of GDP in Estonia, Latvia, and 
Lithuania, respectively.8 As a result, recent equipment in-
vestment rates compare favourably to most Southern 
Eurozone countries, but lag behind those of the Baltics’ 
Central European peers.

Akin to the Eurozone periphery, much of Baltic ad-
justment was linked to subdued investment rates stem-
ming from faltering capital demand in the light of re-
vised economic expectations. However, in the case of 
the Baltics, supply factors also played a key role. The 
current account reversal coincided with foreign-owned 
banks tightening their conditions for renewing existing 
credit lines or opening new credit (Figure 10). At the 
height of the crisis, the revision of lending standards 
was compounded by a general reappraisal of risk, 
which resulted in far higher borrowing costs. However, 
after the re-normalization of risk attitude by markets, 

7 Source: European Commission, AMECO database.
8 Source: European Commission, AMECO database.
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lending standards by foreign banks have also remained 
tighter, in the light of enhanced monitoring require-
ments, which are considered costly especially in case of 
credit granted to SMEs (IMF 2014b), a lack of collat-
eral and administrative costs for obtaining finance 
(European Commission 2015c). Domestic credit sup-
ply has partly compensated for foreign supply, but not 
sufficiently to prevent a persistent contraction in cred-
it. Credit growth has remained negative for most of the 
post-crisis period, with the exception of Estonia, where 
credit growth has recently been evolving broadly in line 
with the growth rate of the overall economy (European 
Commission 2015a). Baltic banks retain tight lending 
standards, despite readily available short-term financ-
ing and ECB liquidity, as well as strong deposit in-
creases in Latvia. Alternative sources of debt financing 
to compensate for tight bank credit, notably corporate 
debt, are unlikely to develop on a large scale over the 
next few years, especially given the prevalence of small-
scale firms. At the same time, foreign equity inflows 
have remained relatively contained in the post crisis pe-
riod, notably for Latvia and Lithuania.9 

Baltics’ external balance: still a constraint looking 

forward?

Will foreign finance help to release bottlenecks to ex-
port-oriented growth or will the external balance re-

9 Please note that the statistically strong FDI inflows during 2010/11 
mainly related to reinvested earnings rather than green-field FDI, pre-
sumably reflecting the loss transfer of foreign-owned banks to 
headquarters.

main a constraint to growth? 

Could the Baltic boom-bust story 

repeat itself, with current account 

deficits widening to finance con-

struction booms, and once again 

followed by sudden stops? 

As discussed above, current ac-

count balances are expected to re-

main for some time in a range 

broadly in line with fundamen-

tals. The net foreign liabilities of 

the Baltics, however, have in-

creased substantially since the 

early 2000s, and the correction 

since the height of the crisis may 

not be sufficient to isolate the 

Baltic economies from disruptive 

effects should market attitudes 

towards risk change suddenly. It 

appears, however, that from this 

viewpoint, the current account 

balances presently recorded in the Baltic states would 

also be sufficient to ensure the convergence of net for-

eign liabilities to prudent levels. Going forward, 

Eurozone membership provides a refinancing back-

stop in case of a funding reversal, thus alleviating mo-

tives for a sudden stop of private financial flows.10 

While Eurozone membership thus eases potential fu-

ture external liquidity constraints, it does not alter the 

external sustainability constraint: as the euro crisis has 

shown, private financing may withdraw should doubts 

about the debt sustainability of entire sectors prevail, 

with consequences for the long-term funding of real 

investment. 

Table 1 reports the current account balances required 

to stabilise the NIIP/GDP ratio at the current level over 

a 2-year period, as well as those required to stabilise 

NIIP at the prudent value of – 35 percent of GDP over 

a 10-year period.11 It is shown that stable NIIP ratios 

would be achieved under current nominal GDP fore-

cast corresponding to current account deficits between 

7 and 3 percent of GDP. Part of this result is linked to 

the fact that the Baltics, notably Latvia and Lithuania, 

exhibit strongly positive balances for the capital ac-

10 Note that Eurozone membership also dispenses with the need for 
precautionary massing foreign currency reserves, which implies a low-
er ‘fundamental’ current account benchmark according to estimates 
(see Figure 5).
11 No strong priors exist on which values should be chosen for a pru-
dent NIIP ratio. In the present case, the -35-percent benchmark used 
for each Baltic country is the threshold applied in the Alert 
Mechanism scoreboard of the EU Macroeconomic Imbalances 
Procedure. 
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count, which also contribute, in addition to current ac-
count balances, to the dynamics of NIIP. Capital ac-
count balances are largely determined by official trans-
fers earmarked for capital expenditure, notably EU 
structural funds. Assuming that such balances remain 
broadly constant over the medium term implies that 
constant NIIP/GDP ratios could also be achieved with 
moderate current account deficits. The stabilisation of 
the NIIP at a prudent level of – 35 percent over a 10-
year period is also consistent with current account defi-
cits, albeit of a smaller magnitude compared with a sta-
bilisation at current levels. Needless to say, such esti-
mates depend not only on assumptions regarding ex-
pected nominal growth, but also on an assumption re-
garding the capital account balance.12 However, even 
assuming a balanced capital account (rather than ex-
pecting a surplus in view of EU structural funds) im-
plies that with a broadly balanced current account/
GDP ratio, the Baltics could en-
sure a prudent NIIP position over 
the medium-to-long term.

It must be added that the riski-
ness of Baltic NIIPs, in terms of 
composition by instrument, has 
been declining considerably. As 
shown in Figure 11, the stock of 

12 The relatively robust growth of the 
Baltics could lead them to lose the label of 
‘less developed regions’ by 2020, which 
would imply a decrease in EU regional and 
cohesion funding, and thus a narrowing of 
the capital account balance. The characteris-
tics of the Baltic economies, however, imply 
that even in this case, the capital account 
balance would be closer to zero, but remain 
negative.

net foreign liabilities in the Baltics before 2008 con-
sisted mostly of ‘other investment’, i.e. in the specific 
case, intra-bank cross-border loans. This component 
over time was reduced markedly and the composition 
of the NIIP is currently tilted towards FDI, especially 
in Estonia. Portfolio debt, the most volatile compo-
nent of the NIIP together with loans, has a compara-
tively low incidence on the NIIP of the Baltics, al-
though significant growth in portfolio debt took place 
in Lithuania, in the light of an increase in the foreign 
indebtedness of the government sector in the wake of 
the crisis (Figure 12). More generally, current account 
risks linked to tensions in bond markets are unlikely in 
the near future, due to relatively low debt levels in the 
Baltics.

Despite having fallen substantially, the dependence of 
the Baltic economies on foreign banks is still relevant, 

Table 1:  
 
 
 
 

Current accounts required to stabilise the NIIP/GDP ratio 

2014 actual figures  Required current account 

  NIIP  
Current 
account 
balance  

Cyclically 
adjusted 

current account 
balance  

Trade 
balance 

Capital 
account 

Stabilisation 
of NIIP over 

2015–16 

Stabilisation at  
– 35% NIIP in 

2024, with stable 
capital account 

Stabilisation at 
– 35% NIIP in 

2024, zero 
capital account 

EE – 43 1.3 3.2 3.4 1.1 – 2.8 – 1.7 – 1.0 
LV – 61  2.2 – 0.8 – 2.9 5.2 – 7.4 – 4.3 0.4 
LT – 46 0.4 2.2 0.1 2.9 – 4.3 – 2.5 – 0.5 
Figures (apart from the NIIP) relate to the national account concept. ‘Required current account’ denotes the average current 
account balance required to reach a certain NIIP target. For ‘Stabilisation of NIIP over 2015–16’, it shows the required 
average over 2015–16 in order to stabilise the NIIP until the end of 2016, according to the capital account balance and 
nominal GDP growth forecasts of the European Commission, and expecting zero IIP valuation effects. For ‘Stabilisation at 
– 35% NIIP in 2024, with stable capital account’, the required current account balance is also based on zero valuation 
effects. The underlying nominal GDP projections stem from the Commission Spring Forecast (up to 2016), and the 
European Commission's ‘T+10 methodology’ beyond that (for the latter, see Havik et al. 2014). Furthermore, the 
projection draws on the assumption that the capital account balance will remain at the median forecast value for 2014–16, 
throughout the period until 2024. In contrast, ‘Stabilization at -35% NIIP in 2024, zero capital account’ provides the same 
figure, but under the assumption that the capital account balance averages 0 over 2015–24. 
 

Source: Own calculation. 
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and may somehow remain a source of vulnerability 
looking forward. Dependence on Nordic banks is still 
high in gross terms, although their role has declined 
considerably, while foreign banking groups from other 
regions have not expanded to scale in the Baltics to 
date. Looking ahead, the risk of lending by Nordic 
banks tightening suddenly could, inter-alia, depend 
on deleveraging needs in parent banks against the 
backdrop of a possible downward correction in hous-
ing prices, notably in Sweden. Irrespective of the spe-
cific triggering event, the implications of foreign li-
quidity drying up for the Baltic economies would less 
severe than those of the sudden stop in 2008, in light 
of the availability of TARGET2 transfers within the 
Eurosystem. More generally, euro membership rules 
out sharp reversals in external finance linked to per-
ceptions of exchange rate risk.

Although risks linked to external balance appear con-
tained in the near term, the longer-term assessment 
calls for prudence on the part of small, open economies 
like the Baltics. Current account balances are likely to 
deteriorate further for a number of reasons. Firstly, as 
domestic demand recovers, imports will grow in the 
light of high import elasticities to income. Secondly, re-
covering demand coupled with persistent labour supply 
bottlenecks linked to outward migration, demography, 
and skill mismatches would result in deteriorating cost 
conditions. Thirdly, growth rates in those markets with 
strong links with the Baltics, notably Russia and the 
Baltic Sea region, are set to fall on steadily compared 
with the recent past. Fourthly, recovering Baltic asset 
prices could lure excess liquidity from the rest of the 
euro area to finance Baltic real estate.13

13 This could hold true as long as the Nordic banks as the main finan-
cial intermediaries retain their stable capital structure, i.e. if  they re-
main sufficiently resilient to Nordic asset price swings. 

To what extent those trends will 

pose a challenge in terms of fresh 

risks of current account reversals 

will crucially depend on the ex-

tent to which the Baltics will man-

age to further strengthen their ca-

pacity to grow based on tradable 

activities and enhance export po-

tential. Ultimately, the sustaina-

bility of current account deficits 

depends on what activities they 

help to finance. While there is a 

broad consensus that credit con-

ditions in line with the capital 

needs of catching up economies 

need to be restored and that for-

eign finance can provide a key contribution to this 

process, the extent to which a persistent increase in 

foreign financing is sustainable depends on its contri-

bution to export potential.

In contrast to the recent boom-bust cycle that hit the 

three Baltic economies simultaneously and resulted in 

strongly co-moving growth patterns, there is no rea-

son to expect that the future fates of  the Baltic coun-

tries will also be tied together, should current account 

crises materialise again. During the years from transi-

tion to euro adoption the Baltics shared a common 

starting point, common goals and largely common 

policy shocks. Going forward, market sentiment and 

associated economic outcomes will increasingly be 

driven by country-specific developments and policy 

choices. 
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Annex: Estimating current account benchmarks

Current account regressions permit to assess main 
drivers of current accounts and to compare actual 
current account levels to benchmarks. The estimation 
is specified as a reduced-form regression capturing the 
main determinants of the saving-investment balance. 
The approach used in this paper is a variant of the 
IMF External Balance Assessment methodology (see 

1	  
	  

Table A1.  
 
 

Empirical current account benchmarks: explanatory variables. 

 
Variable group Variable Coefficient Data source 

 

Catching up 
Relative output per worker (lagged) – 0.003   

Ameco, IMF IFS, Worldbank 
WDI 

Relative output per worker *capital 
controls (lagged) 

0.056 *** 
above, and Chinn and Ito (2008) 
for capital controls 

Resources 

Mining & fuel share of goods & 
service exports (lagged) 

0.007   Worldbank WDI 

Oil & gas balance over last 5Y (if 
positive) 

0.515 *** UN Comtrade 

Demographics 
Old-age dependency ratio – 0.034   Ameco, Worldbank WDI, UN 
Population growth – 0.450 ** Ameco, Worldbank WDI, UN 
Aging speed 0.045 ** UN ESA population projections 

Manufacturing 
intensity 

Manufacturing / GDP, instrumented 0.371 *** Ameco, UN, Worldbank WDI 

Reserve currency 
status 

Own currency's share in world reserves – 0.044 *** IMF COFER 

Financial centre Financial center dummy 0.030 ***   

G
lo

ba
l f

in
an

ci
al

 f
ac

to
rs

 / 
N

II
P

 

Net foreign assets 
NFA/GDP (lagged) 0.030 *** 

Eurostat, IMF BoP, Lane and 
Milesi-Ferretti 

(NFA/GDP)*(dummy NFA/GDP<-
60%) (lagged) 

– 0.017 ** as above 

Global financial 
conditions 

(Changes in Reserves)/GDP * capital 
controls, lagged 

– 0.246   
IMF IFS, and Chinn and Ito 
(2008) 

VIX*(1- capital controls) (lagged) 0.081 *** 
CBOE (for VIX/VXO) and 
Chinn and Ito (2008) for capital 
controls 

Above*(currency's share in world 
reserves) (lagged) 

– 0.269 ** above, plus IMF COFER 

P
ol

ic
y 

/ t
em

po
ra

ry
 f

ac
to

rs
 

Expected growth 
Expected GDP growth of 5 years ahead 
(rel. to world avg.) 

– 0.016   IMF WEO, EIU 

Social expenditure 
Public health spending/GDP (rel. to 
world avg., lagged) 

– 0.709 *** Worldbank WDI 

Fiscal 
Cyclically adjusted fiscal bal. (rel. to 
world avg., instrumented.) 

0.285 *** 
Ameco, IMF WEO, OECD, and 
Phillips et al. (2013) 

Credit/construction 

Private indebtedness/GDP  (rel. to 
world avg., demeaned) 

– 0.025 *** 
IMF IFS, Worldbank WDI, and 
Phillips et al. (2013) 

Construction investment rel. to world 
avg. 

– 0.140 *** 
Ameco, OECD, UN, and own 
calculations following Inklaar 
and Yang (2012) 

Priv. credit real growth (3 years) – 0.022 *** see private indebtedness 

REER REER change (over previous 3 years) – 0.112 *** Darvas (2013) 

C
yc

le
 

Cycle Output Gap (relative to world average) – 0.362 *** 
Ameco, IMF WEO, OECD, and 
own calculations  

Significant p-values:*10%, **5%, ***1%. Estimation method: ordinary least squares with robust standard errors.  
Dependent variable: Current account balance as % of GDP. Intercept: – 0.863**.Adjusted R-squared: 0.63.  
Sample: 1987–2015, 65 countries. Number of observations: with 1,408 observations Covered countries accounted for 93% 
of world GDP in 2013, and for more than 75% of world GDP in each year since 1987: Argentina, Australia, Austria, 
Belgium, Brazil, Bulgaria, Canada, Chile, PR China, Colombia, Costa Rica, Croatia, Cyprus, Czech Republic, Denmark, 
Egypt, Estonia, Finland, France, Germany, Greece, Guatemala, Hong Kong, Hungary, Iceland, India, Indonesia, Ireland, 
Israel, Italy, Japan, South Korea, Latvia, Lithuania, Luxembourg, Malaysia, Malta, Mexico, Morocco, Netherlands, New 
Zealand, Norway, Pakistan, Peru, Philippines, Poland, Portugal, Romania, Russia, Serbia, Singapore, Slovakia, Slovenia, 
South Africa, Spain, Sri Lanka, Sweden, Switzerland, Thailand, Tunisia, Turkey, Ukraine, United Kingdom, United States, 
Uruguay. 

Source: Own calculation. 
 
	  

Phillips et al. 2013). It employs annual data and uses 
all explanatory variables expressed as deviations from 
world average. OLS regressions are run on an unbal-
anced panel over the period 1987–2015 and including 
65 countries. In the spirit of Chinn and Prasad (2003), 
country fixed effects are not included. Table A1 pro-
vides a description of the explanatory variables in-
clude and reports their coefficient, which in all cases 
show the expected sign. 



31 CESifo Forum 4/2015 (December)

Focus

Capital in latvia: notes on 
a Hungry tiger

Karlis BuKovsKis*

The Baltic states have been seeking economic, social 
and political convergence with the Western World 
since they regained independence in 1991. While their 
primary motivation was to regain their nation-state 
status, their secondary hope was to achieve the income 
and prosperity levels of OECD countries. After twen-
ty-five years of independence, EU and NATO mem-
bership in 2004, the introduction of the euro currency 
in 2014 and OECD membership scheduled for 2016, 
Latvia’s population has still not abandoned its initial 
hopes and economic expectations. Its society is still 
struggling with income discrepancies within the coun-
try, relatively low salaries, the middle income trap, in-
efficient social policies, and a decline in the working 
age population due to demographics and emigration, 
and slow productivity growth, which are often cited as 
modern Latvia’s key macroeconomic problems. 

It is the low levels of foreign direct investment in real 
production and companies, however, that have haunt-
ed the small Baltic economy for over two decades. 
Low levels of accumulated capital have a negative im-
pact not only on Latvia’s growth prospects, but also 
on multiple economic and societal activities. The 
availability of financing is crucial both to the develop-
ment of Latvia’s tiny stock market, as well as to pro-
moting a culture of sponsorship and donation. The 
lack of financing in Latvia, which still boasts a materi-
alistic society, is a key factor in both economic and po-
litical terms. Welfare and political stability in a coun-
try that is short on high-priced natural resources and 
labour depends heavily on the availability of capital.

The planned economy during the Soviet period left a 
significant imprint on Latvia’s accumulated capital. 
The communist experiment, with its regulated prices, 
wages, income distribution and class-less society, left 

the Latvian population mired in debt. The nationali-

zation of the 1940s and followed by subsequent dec-

ades of capital transfer from the Baltic states to other 

parts of the Soviet Union, combined with prolonged 

economic stagnation in the former Soviet Union as a 

whole, led to low levels of capital accumulation by 

Latvian families. The availability of energy resources 

and raw materials from other parts of the Union of 

Soviet Socialist Republics (USSR) substituted the 

fundamental need for capital, higher competitiveness 

and quality products. This resulted in the emergence 

of multiple production facilities, and even entire in-

dustries, that were incapable of operating in a capital-

ist country due to a lack of experience and insufficient 

capitalization.

The promise of rising living standards during the 

post-communist period was widely publicized shortly 

before the breakup of the Soviet Union and in the ear-

ly 1990s by both foreign sources like Radio Free 

Europe/Radio Liberty, as well as by new domestic pol-

iticians. Hopes of a rapid rise in prosperity gradually 

faded away during Latvia’s transition period to a capi-

talist economy, with GDP contracting by 60 percent 

from 1990–1993, increased unemployment and price 

liberalization caused by hyperinflation of 172.2 per-

cent in 1991, 951.2 percent in 1992 and 109.2 percent 

in 1993; and the subsequent decrease in per capita 

GDP, which fell to 1,743 US dollars (in current prices) 

in 1993. This economic downswing was especially 

hard for a society that did not have the money or sav-

ings to adequately absorb the economic effects of the 

downturn. 

The years after the shock therapy of the early 1990s 

and prior to Latvia becoming a member of the EU 

can therefore be characterized as years of searching 

for FDI and domestic investors. National and private 

financing capacities only started to accumulate after a 

capitalist market system was fully introduced in 

Latvia. Its foreign policy choices and domestic reform 

paths were tied to national security reasoning, as well 

as to hopes of rapid economic development. “Ap-

parent ly, in the 1990s, foreign investors were still too 

cautious about the long-term prospects of Latvia or, 

also very probably, met with resistance from the local * Latvian Institute of International Affairs, Riga.
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power elite to cede the control of the economy. Besides 

this, allegedly a major part of foreign investment in 

Latvia at that time was of local origin, as domestic 

businesses moved their earnings to offshore zones, 

from whence they reinvested it as foreign investment 

with the aim to profit from the beneficial treatment ac-

corded to foreign investors” (Austers 2014, 13).

Membership of the EU and NATO, and national com-

mitment to achieving these goals, were tied to promises 

of economic improvement. The bet was correct, as a 

rapid increase in FDI in Latvia can clearly be seen 

shortly before and after 2004. As early as 1998, when 

Latvia started EU accession negotiations, the 

Scandinavian banking, retail and media sectors in par-

ticular started to expand their presence. Investor safe-

ty, political predictability and the economic outlook 

were improved due to the Latvian government’s geopo-

litical choices and successful foreign policy alignment 

with richer markets. Accumulated foreign direct invest-

ment in Latvia grew gradually. In 1996 its volume had 

reached around 700 million euros, while by 2000 this 

figure had grown to roughly 1.8 billion euros, with 

main investments going into the financial services, en-

ergy sector (due to privatization of the natural gas mo-

nopoly Latvijas Gaze) and telecommunications 

(Benkovskis 2001). The period from 2000 until 2004 

saw an accumulated FDI nearly double to 3.33 billion 

euros, a sum that was again mostly invested in the non-

production sectors of financial mediation, real estate 

and retail trade, with the production sector receiving 

only 18.5 percent of the total amount (Šumilo 2010). 

This period of rapid economic growth helped to in-

crease the volume of accumulated investments to 

8.06 billion euros, followed by a small decrease in 2009; 

and continued growth in investments, which reached 

10.3 billion euros in 2012. Previous trends of invest-

ment stock being dominated by financial services and 

real estate continued in the pre-crisis years.

The influx of capital fuelled consumption and a real 

estate bubble that eventually led to extreme imbalanc-

es in the economy and banking and a crisis in the real 

economy. The domestic population demanded to see 

the promised increases in living standards and the 

borrowed money now offered the chance of social and 

economic convergence with OECD living standards. 

The political elite embraced economic growth and 

pursued pro-cyclical policies to gain additional votes, 

while neglecting emerging imbalances. The influx of 

capital was celebrated by businesses, the government 

and the population. The modernization of companies 

and production processes, and the availability of capi-

tal for financing projects were among the most pro-

ductive applications of the capital, while spending the 

money on consumer goods naturally had a lesser long-

term effect on investment. As a result of the pre-crisis 

years, Latvia’s foreign debt grew to 165 percent of 

GDP in 2010, before falling to an estimated 110 per-

cent of GDP in 2015 (Briegel 2014). At the same time, 

GDP per capita convergence was also visible. This fig-

ure increased from 45 percent in 2005 to 60 percent in 

2008 and 64 percent in 2014. In more absolute num-

bers, Latvia’s GDP per capita increased from 4,600 eu-

ros in 2003 to 11,200 euros in 2008 and to 11,800 euros 

in 2014. Capital imports by foreign banks, from Lat-

vian labourers working in other EU member states 

and via European Union funds have made this catch-

ing up process with the EU average possible. 

Latvia’s attractiveness to foreign investors has clearly 

grown in recent years, but many more problems still 

remain, both domestically and externally. Its present 

external problems include not only the openness of 

the Latvian economy, which makes it volatile to glob-

al, but especially to regional processes, but also the ge-

opolitical challenges caused by Russia’s unpredictable 

behaviour as demonstrated in 2014, which caused 

some worries among foreign investors regarding the 

safety of their investments. Nevertheless, the post-cri-

sis evaluation of the Latvian economy has resulted in 

a positive or stable outlook, with the Northern Euro-

pean country scoring an A3 rating from Moody’s, and 

an A- from both Standard & Poor’s and Fitch Ratings 

in 2015. Although some praise Latvia’s achieve ment 

and compare its scores to those of many other Euro-

pean countries with lower results, in absolute terms as 

well as relative to Estonia, such comparisons reveal 

that Latvia still lacks competitiveness when it comes 

to attracting FDI. 

A variety of domestic problems have been identified 

by various sources, the most notable and most recent 

of which being the staff  working paper by the Euro-

pean Commission ‘Challenges to Member States’ In-

vest ment Environments’ published on 26 November 

2015.1 The paper lists a large number of problems that 

Latvia has to address in order to become more inter-

esting to foreign investors. They include the lack of 

predictability and stability in its legislation, the low 

number of successful insolvency cases, favouritism to-

wards state-owned enterprises, including the fight 

1 See http://ec.europa.eu/europe2020/pdf/2016/ags2016_challenges_ 
ms_investment_environments_en.pdf. 



33 CESifo Forum 4/2015 (December)

Focus

against anti-competitive behaviour, and especially tai-

lor-made specifications and a lack of transparency in 

public procurement procedures. Additionally, Latvia 

has a significant problem with retaining highly-quali-

fied and motivated people in its public administration 

due to low wages, as well as the negative public image 

of public servants and politicians. These administra-

tive and political hurdles do not contribute to the at-

tractiveness of the country, which is in great need not 

only of an inflow of foreign capital, but also of a less 

complicated and accessible business environment for 

domestic newcomers.

Latvia’s most notable problems, at the same time, are 

of a structural nature. The European Commission 

identifies the following challenges facing Latvia in 

terms of its current FDI attractiveness: a shortage of 

skilled workers in some sectors, including the econom-

ic heavyweights – ITC, food processing, machinery, 

construction sector; tax avoidance and a high tax bur-

den on low-wage earners; and insufficient cooperation 

between the scientific sphere, academia and entrepre-

neurs. These are the problems of the underdeveloped 

and inexperienced economy that Latvia largely is to-

day. The economic problems cited stem from insuffi-

cient competition and entrepreneurship in Latvia. 

Over the last two decades economic development and 

entrepreneurship has not been based on innovation, 

advancement and excellence, but on a less risky ap-

proach. The low-risk economy that Latvian businesses 

have cultivated is related to repeated victories in public 

procurement procedures, producing high liquidity 

goods for basic domestic consumption and providing 

those services and products for which there is a clear 

demand. These factors create an unbreakable cycle, 

reduce the country’s attractiveness for foreign inves-

tors and limit the availability of capital for the expan-

sion of economic activity. The smallness of the Lat-

vian market limits the possibilities of capital accumu-

lation purely from domestic sources, while global-

thinking is complicated by a lack of initial financing 

and funds for marketing purposes.

The Commission also highlights several direct prob-

lems causing the shortages of financing in Latvia. An 

improved legal framework (and specifically a more 

unified legal framework for insolvency, security rights 

and collateral) and credit information could ease ac-

cess to credit for small and micro firms, and start-ups. 

SMEs in Latvia tend to face high collateral require-

ments or have limited options for obtaining required 

loan amounts. This distrust of SMEs in Latvia can 

also be attributed to the overall shortage of financing. 

Creditors carefully evaluate each new business and 

every project, and decide in favour of those with a 

strong track record, or better formal or informal rec-

ommendations. The abundance of capital and higher 

levels of credit would solve the access to credit prob-

lem for small enterprises, but it would not immediately 

solve the domestic legal challenges in Latvia. This as-

sertion is also supported by an announcement made 

by the Latvian Ministry of Economics: “capital avail-

ability for start-up businesses in Latvia ranks among 

the highest in Europe; Estonians and Lithuanians can 

only envy us. […] At the same time, it must be under-

stood that the volume of available resources is very 

limited, so we should use these resources as efficiently 

as possible”.2 Hence, high levels of cheap capital 

would make the evaluation process laxer, but should 

not be made available in an environment without 

strong legal backing and protection for lenders. 

The final notable recommendation expressed in the 

aforementioned document is that the Latvian stock 

market could be further developed. This recommenda-

tion cannot be further from the truth. At the end of 

2015 only 34,000 people owned stocks, many of which 

do not even receive any dividends.3 As early as 2011 

experts highlighted the small size and underdevelop-

ment of the Latvian stock markets compared to other 

Baltic states and the Eastern European region as a 

whole. Lithuanian and Estonian stock markets are 

about twice the size of Latvia’s. In terms of liquidity 

the difference is even more visible, as the turnover in 

other Baltic states is approximately 12 times bigger, 

while in Nordic countries it is as much as 93 times big-

ger.4 Latvia’s bond markets are also half  the size of 

those in the two other Baltic states. Market capitaliza-

tion in Latvia is only 7 percent of GDP, while devel-

oped markets like Sweden’s boast 106 percent capitali-

zation. It is quite clear that financial markets in Latvia 

are still very underdeveloped and its banking sector is 

less active than in Estonia and Lithuania. The state of 

play in the Latvian stock and bond markets is a shin-

ing example of the lack of investment and domestic 

2 See EM: finansejuma pieejamiba uznemejiem – iesacejiem Latvija ir 
viena no labakajam Eiropa [Ministry of Economics: The Availability of 
Finance for Startup Enterprises in Latvia is among the Best in Europe], 
BNS/ Tvnet, 1 December 2015, http://financenet.tvnet.lv/viedokli/586372- 
em_finansejuma_pieejamiba_uznemejiem_iesacejiem_latvija_ir_vie-
na_no_labakajam_eiropa.
3 34 000 personas nav parvedušas sev piederošas akcijas uz kontu, 
[34000 Persons Have Not Transfered Their Stock to Bank Account], 
Latvijas Sabiedriskie Mediji, 2 December 2015, http://www.lsm.lv/lv/
raksts/ekonomika/zinas/34-000-personas-nav-parvedusas-sev-pieder-
osas-akcijas-uz-kontu.a157708/ 
4 See Latvijas konkuretspejas novertejums 2011 [Analysis of Latvia’s 
Competitiveness 2011], Riga: BiCEPS, 2012, p 122, http://biceps.org/
assets/docs/LCR_LV_1804_Final_1.pdf.
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financing for economic growth. The country’s inabili-

ty to improve its legal framework is only one of the 

barriers to the attraction and accumulation of capital 

in Latvia. It is worth remembering that a perfect do-

mestic environment is also of little value if  Latvia’s in-

ternational image and recognition of the country is 

inadequate. 

The attractiveness of the country has been promoted 

since the 1990s. Generally, Latvia receives little inter-

national media or pop-culture coverage, which nega-

tively affects the country’s recognition and its attrac-

tiveness for both tourists and businesses. The country’s 

image is relatively underdeveloped, and Latvia has not 

found its specific selling point yet. Low levels of fund-

ing for country marketing purposes and numerous do-

mestic failures to advertise Latvia properly on interna-

tional media and during various expos, demonstrate 

the lack of dedication and understanding of decision-

makers regarding the importance of country’s image to 

attracting investment and financing. Often the targeted 

approach taken by the institutions responsible is insuf-

ficient, as potential investors are bombarded by differ-

ent proposals and requests on a daily basis. Thus, a 

wider country narrative should be developed to out-

shine not only the other two Baltic states, but also 

many more attractive countries. 

A coherent, clearly stated and popular image is essen-

tial for Latvia to support its investment claims. But it 

is even more important for the Baltic region to adver-

tise its common image. The Baltic region is one of the 

richest parts of the world and among the most devel-

oped economies. The magnetism of the region as a 

whole should also support Latvia’s appeal. Moreover, 

the country’s recognition is now already largely tied to 

the positive image of the three Baltic states. Wrong or 

negative stereotypes, undesirable affiliations, low re-

sults in international rankings, lagging behind other 

countries, ‘mis-association’ with neighbours and many 

other aspects build not only the country’s external, but 

also its internal image. An understanding of Latvia as 

a place and its potential, self-awareness and self-image 

are also essential to domestic businesses. Local busi-

nesses function as one of the strongest elements and 

image-builders for Latvia. But insufficient marketing 

and advertisement financing, together with generally 

low recognition of Latvian companies abroad, have 

not helped the overall image of the country in terms 

of being individualized and widely promoted. More 

internationalised Latvian companies have often cho-

sen to promote themselves as either coming from the 

European Union, or from the respective countries 

they cooperate closely with. This naturally does not 

help to attract capital and investment from both 

abroad or from domestic savers. 

Another key aspect that needs to be addressed is com-

petition between the three Baltic states. The three coun-

tries with similar historical experiences in the 20th cen-

tury, with roughly the same population sizes ranging 

from 1.3 to 3 million people, similar demographic and 

emigration problems to other parts of the European 

Union, the same lack of natural resources and similar 

dependencies in energy sector, very similar tax struc-

tures with an emphasis on lower corporate taxation, 

flat taxes and higher direct taxes, same geostrategic dis-

positioning have defined the need for countries to com-

pete for better and bigger foreign investments. Some 

claim that the proximity and cultural similarities be-

tween the Estonian and Finnish nations have contrib-

uted to higher levels of attractiveness for foreign capi-

tal, while German and Polish businesses have been 

more active in their cooperation with Lithuanian 

counterparts. The Baltic states’ cooperation and mu-

tual economic, and even their political interdepend-

ence, was clearly visible during both the rapid growth 

period and also the subsequent economic problems. 

The largest export markets for Latvia are still the two 

other Baltic states, while Lithuania is also one of 

Latvia’s main import partners. In spite of this, any 

larger projects and investments usually constitute a 

bone of contention for all three countries. 

Larger infrastructure or business projects, including 

those in which all three countries are interested, have 

been met with competition and often viewed with dis-

trust by the countries themselves. One of the most re-

cent examples is a pan-Baltic liquefied natural gas 

(LNG) terminal that would serve all three Baltic coun-

tries in securing their independence. After prolonged 

discussions and negotiations, no common project with 

the planned co-financing of the European Commission 

took place. Lithuania’s resolution was to buy its own 

terminal, which could be subsequently used by all 

three Baltic states, especially after Latvia completes 

the liberalization of its gas market.5 

Another recent example of Baltic economic competi-

tion is the case of the Latvian national airline ‘AirBaltic’, 

5 See Lietuvas saškidrinatas gazes terminalis no trešdienas oficiali sa-
cis darbu [From Wednesday Lithuania’s LNG Has Officially Become 
Operational], LETA/Tvnet, 3 December 2014, http://financenet.tvnet.
lv/zinas/538104-lietuvas_saskidrinatas_gazes_terminalis_no_ 
tresdienas_oficiali_sacis_darbu.
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which has become a strong player in regional air ser-
vices, out-competing its Estonian and Lithuanian ri-
vals. During the search for new investors for AirBaltic, 
the Minister of Transportation stated that if AirBaltic 
were to be shared with Estonia and Lithuania, the 
Latvian side should retain the controlling majority of 
shares.6 This proposal did not garner support among 
the Baltic partners, who did not want to be minority 
stakeholders and the search for in vestors continued. 
Instead of this becoming one of the positive examples 
of Baltic cooperation, it became yet another illustration 
of competition among the countries. 

Finally an example with a more positive outcome is 
the construction of ‘Rail Baltica 2’, which is a project 
to modernize and connect all three Baltic states to the 
rest of the EU national railway system. After some 
emotional public and political discussions, a declara-
tion on the cooperation between Estonian, Latvian, 
Lithuanian, Finnish and Polish ministers of transpor-
tation and the European Commission was signed on 
the 25 June 2015,7 whereby the Baltic states shared fi-
nancing for the bureau and the first agreement regard-
ing 442 million euros worth of co-financing for the 
Estonia-Latvian-Lithuanian company was signed on 
24 November.8 These examples, with their different 
outcomes and situations, demonstrate the importance 
of the Baltic cooperation for private businesses and 
the mutual political suspicions when economic inter-
ests of national level are at stake.

When discussing the Baltic competition, it should not 
be forgotten that money attracts money. Thus the 
competition between the Baltic states to date has left 
Latvia side-lined. In terms of investments in produc-
tion in particular, Latvia demonstrates the lowest pro-
portion of accumulated investments of just 21.4 per-
cent, while Estonia leads with 47.6 percent and 
Lithuania has 31 percent in 2013.9 Another example 
of Latvia lagging behind in Baltic competition is the 
Baltic Sea Index. Estonia and Lithuania have a total 
score of 7.7, while Latvia scored just 6.8. Despite the 

6 See Matiss: Pardodot «airBaltic» akcijas kaiminvalstim, Latvijai 
butu jasaglaba kontrolpakete [Matiss: Latvia Should Keep the Control 
If  “AirBaltic” Shares Are Sold to Naighbouring Countries], LETA/ 
Tvnet, 18 June 2015, http://financenet.tvnet.lv/viedokli/564732- 
matiss_pardodot_airbaltic_akcijas_kaiminvalstim_latvijai_butu_
jasaglaba_kontrolpakete.
7 Paraksta deklaraciju par Rail Baltica attistibu [Declaration on 
Development of Rail Baltica Signed], Riga: RailBaltica, 25 June 2015, 
http://railbaltica.info/paraksta-deklaraciju-par-rail-baltica-attistibu/ 
8 See Paraksta ligumu par 442 miljonu eiro ES finansejumu Rail Baltic/
Rail Baltica [Contract on 442 Million Euro Financing for Rail Baltic 
Signed], Riga: Ministry of Transportation of the Republic of Latvia, 
24 November 2015, http://www.sam.gov.lv/?cat=8&art_id=5363.
9 See Arvalstu investiciju vide Latvija [FDI Environment in Latvia], 
Riga: BalticExport.com, 2014, http://balticexport.com/?article= 
arvalstu-investiciju-vide-latvija&lang=lv.

fact that the Baltic Sea region ranks in the top 24 per-
cent of the world’s most competitive countries, 
Latvia’s relative results did not change in the Baltic 
competition in 2015 and by sub-index of financial sec-
tor, for instance, it even decreased to 4.9 points.10 
Latvia’s low competitiveness is thus exacerbated by 
lower levels of accumulated capital and investments in 
the production sector, making its economy more vul-
nerable to capital flight. 

Last but not least, it is essential to note that almost the 
only way to boost investment in Latvia is via the inflow 
of capital from abroad. The domestic public’s inability 
or unwillingness to invest in local companies is also 
clearly visible. This can be illustrated by the fact that 
non-residents hold about 85 percent of general gov-
ernment debt, compared to a median of 57 percent for 
their A- rated peers. This is due not only to the sub-
stantial borrowing programme during the crisis years 
and institutional lending, but is also related to low in-
terest rates paid by domestic investors. The January 
2014 emission by the Latvian government of 7 year 
bonds with 1 billion euro worth of obligations result-
ed in only 4 percent of those bonds being bought by 
Latvians.11 Most activity was from Britain and Ireland, 
Germany and Austria, the United States and other 
Western countries, with 60 percent of the bonds 
bought by asset managers. 

Low income levels over a longer period of time have 
not provided the middle class with vast financial re-
sources to save and investment. Additionally, the 
Latvian population has little faith in its government’s 
ability to manage the economy and the activities of 
domestic investors. Recent Eurostat data show that 
only 22 percent of the population trusts national insti-
tutions.12 This figure is not encouraging for private en-
trepreneurs or the government. Therefore one of the 
first moves made by Latvians with funds at their dis-
posal is not to invest in government bonds or stocks, 
but to open a savings account. Savings accounts are 
especially popular because of Latvia’s turbulent eco-
nomic history. The transition period, together with 

10 See Baltijas juras regions ir starp konkuretspejigakajiem pasaule, 
Latvija turpina atpalikt [Baltic Region Is among the Most 
Competitive in the World, Latvia Keeps Lagging Behind], LETA/ 
Tvnet, 2 December 2015, http://financenet.tvnet.lv/viedokli/586500- 
baltijas_juras_regions_ir_starp_konkuretspejigakajiem_pasaule_
latvija_turpina_atpalikt.
11  See 2014.gada janvari Latvija starptautiskaja finanšu tirgu sekmigi 
izceno obligacijas eiro valuta [In January 2014 Latvia Emits Bonds in 
International Financial Markets], Riga: The Treasury of  the 
Republic of  Latvia, 18 September 2015, http://www.kase.gov.
lv/?object_id=8313.
12  See Public Opinion in the European Union. Latvia. Eurobarometer, 
European Commission, Autumn 2014, http://ec.europa.eu/public_
opinion/archives/eb/eb82/eb82_lv_lv_nat.pdf.
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the latest economic crisis, have encouraged people to 
stockpile savings for economically difficult times over 
the past two decades. At the same time, the polls dem-
onstrate that majority of the Latvian population – 
63  percent, does not have any savings.13 Residential 
savings in Latvian banks at the end of 2014 totalled 
10.7 billion euros.14 

To conclude, it is clear that the Latvian economic tiger 
is hungry for capital. Historical experiences, together 
with relatively unsuccessful regional cooperation, has 
lowered Latvia’s attractiveness to capital, leading to 
the underdevelopment of its stock markets, lower per-
sonal savings, and little interest in more active partici-
pation in financial markets on the part of the domestic 
population. The European Union Structural Funds 
and the Cohesion Fund, together with high levels of 
activity by foreign banks prior to the economic crisis 
of 2008–2011, has been crucial in providing the 
Latvian economy with much needed capital. At the 
same time, convergence with the European Union av-
erage and the catching-up process is not possible with-
out the more active presence of foreign businesses and 
their capital investments. The Latvian economy is lo-
cated on the periphery, and its markets are marginal-
ized as well as tiny, creating additional pressures on 
economic sustainability and growth prospects. The in-
flux of capital and feeding the Baltic tiger means 
pushing for improved business and public sector man-
agement, as well as modernization and greater eco-
nomic activity. These developments are essential to 
the future of the Latvian prosperity, economic, social 
and political advancement. Higher use of its domestic 
resources, at the same time, is limited by the psycho-
logical need to save resources rather than put them in 
risky business activities due to the low levels of the 
available and accumulated capital in the country.
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Estonian Economic Policy 
during global Financial 
crisEs

PEtEr FriEdrich and Janno rEilJan*

Introduction

Estonia was in the final phase of  economic transfor
mation when it was struck by the financial crisis. Its 
population was shrinking thanks to emigration 
(Friedrich et al. 2014), people working outside Esto
nia and a low national birth rate. Traditional markets 
had vanished, the economy had to be rebuilt and the 
country’s agricultural sector underwent severe crises 
(Eesti Instituut 2015). To attract foreign direct in
vestment and offer investment opportunities, Esto
nia’s government implemented some very attractive, 
entrepreneurfriendly policies (Estonian Chamber of 
Commerce 2015). In addition to a currency reform, 
these policies included trade liberalisation, a refor
mulation of  private law, rapid privatisation in the 
manufacturing, trade, service and transportation sec
tors, a system of  Scandinavianowned banks and 
capital market development (Estonian Chamber of 
Commerce 2015). 

The taxation of profits was low and reinvested profits 
were kept taxfree (Lundeen and Pomerlau 2014). The 
theory holds that firms should create reserves, and not 
depend solely on loans for their development. 
Participation in the European Union helped Estonia 
to establish a marketoriented economy. Its exchange 
rate was rather fixed due to the introduction of a cur
rency board mainly linked to the Deutsche Mark, and 
subsequently thanks to the introduction of the euro as 
Estonia’s national currency (Staehr 2013). An imbal
ance in foreign trade and a preboom occurred before 
the banking crisis in 2008. However, decisionmakers 

accustomed to high growth in inflation and growing 

consumption proved unwilling to take any measures 

to curb this boom.

As a result, Estonia managed the financial crises dif

ferently to the neighbouring Baltic countries and 

Scandinavian countries like Finland and Sweden. This 

paper therefore deals with the following questions:

1. Why didn’t Estonia pursue traditional monetary 

and fiscal policies to combat the crises?

2. Which measures were chosen to overcome the 

crises?

3. How has Estonia developed in the wake of the 

crises?

4. Such differences in Estonia’s fiscal policy com

pared to that of other EU countries are highlighted 

by an analysis of data concerning those countries 

and their policies.

Anti-crisis policy recommendations based on 
macroeconomic theory

There is a neverending debate over the best macroe

conomic policies for overcoming a depression 

(Blanchard et al. 2012), and particularly over wheth

er to apply monetary or fiscal measures. However, 

there are few insights that can be used as a basis to 

formulate new policies (Davies 2015). Moreover, re

cent discussions primarily focus on asset price 

booms, which were of  extraordinary importance in 

the United States (Blanchard 2009). In Estonia, real

estate prices also increased significantly, but the 

boom of  the ‘Baltic Tigers’ was primarily due to an 

acceleration in growth (Staehr 2013) once the key 

steps of  economic transformation had been per

formed successfully (Erikson 2010); although this 

growth was necessarily supported by inflows of  for

eign capital. The Scandinavianowned banks in par

ticular flooded Estonia’s private households and en

terprises with cheap, eurobased loans. 

With respect to an asset price boom, the main policy 

recommendations (Blanchard 2009) concern mone

tary policy. They stipulate that this policy should not 
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port of the Ministry of Science and Education foundation project No 
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only consider price stability targets, but also system
atic risks related to asset price booms, but difficult to 
identify in the course of a transformation process. 
Estonia followed these recommendations to some ex
tent by trying to restrain credit growth before the cri
ses. Higher capital down payments were requested 
from mortgage applicants and bank reserve require
ments were increased. Moral suasion and talks with 
individual banks were also used to restrict the credit 
boom, but the buildup of imbalances could not be 
avoided. 

As far as fiscal policy is concerned, countries are ad
vised to avoid and reduce budget deficits during an as
set boom (Blanchard 2009). In the preboom years, 
Estonia followed up on its commitment to downsizing 
government activities and pursued a budget surplus 
policy, despite tax cuts. Yet this policy did not restrain 
the preboom significantly. These measures have to be 
distinguished from those that seemed adequate when 
the asset bubble burst.

However, the preboom in Estonia was not only asset
driven. It was also triggered by the success of Estonia’s 
transformation (Erikson 2010) and inspired by the EU 
integration and accession process, as well as sharp in
creases in GDP (see Table 1).

The aforementioned credit and high, uncurbed de
mand led to an inflation rate of 10.6 percent in 2008 
(see Table A1 in annex). As the exchange rates were 
fixed by Estonia’s currency board and as a result of 
necessary investments and high imports, foreign trade 
(in terms of the difference between exports and im
ports) turned negative. The boom was therefore not 
only driven by asset prices, but also reflected the im
pact of Estonia’s transformation and adaptation to 
the European single market. It was difficult to predict 
whether it was a longlasting phenomenon caused by 
the inherent characteristics of the Baltic Tigers, a de
viation from a smooth transformation path or related 
to a shortterm realestate boom.

However, developments in Estonia certainly proved 
that its anticrisis policy had to differ from standard 
anticyclical policy. The policy primarily signalled an 
end to Estonia’s smooth transformation, at least as far 
as the private sector was concerned. Secondly, it had 
to ensure a fixed exchange rate policy to preserve the 
gains and wealth created by Estonia’s transformation 
in the ongoing process of European economic, mar
ket, legal and monetary integration. Some traditional 
anticrisis policy measures concerning external policy 
– including flexible exchange rates and fiscal policy 
measures like huge budget deficits – could not be im
plemented as a result. The priority was not a short
term recovery from the crises, but rather the stability 
and security of the country, especially in Europe. This 
led to the dominance of an integration policy in 2004, 
with accession to the EU and the introduction of the 
euro in 2011. 

Estonia’s national anticrisis policy was only viable in
sofar as it supported the country’s longterm stability 
within the EU. Monetary policy was also only effec
tive to a limited degree, as Estonia had established a 
currency board and entered the ERM II. As a result, 
Estonia’s basic interest policy was dictated by the 
ECB, which also influences the fiscal policy pursued 
by the euro countries through its new debt manage
ment policies. For this reason the traditional recom
mendations for combating recessions in a selfdeter
mining national country could no longer be applied to 
Estonia. Even predicting the state of cyclical processes 
and forecasting and calculating fiscal measures be
came more difficult. Estonia’s inflation rate was far 
too high for it to join the Eurozone, although it satis
fied the EU’s debt and budget deficit criteria. However, 
the currency flexibility required to enable prices to 
drop and bring the current balance deficit into line 
with the Maastricht requirements had already been 
lost, and the euro debt levels of Estonian citizens were 
too high. The austerity policy pursued to overcome 
the banking crisis gave Estonia the chance to address 
problems created by its transformation and adapta

Table 1  
 
 
 
 

Real annual GDP volume growth rate (%) 2005–2014 

 2005 2006 2007 2008 2009 2010 2011 2012 2013 2014 
EU28 2.0 3.4 3.1 0.5 – 4.4 2.1 1.7 – 0.5 0.2 1.4 
Estonia 9.4 10.3 7.7 – 5.4 – 14.7 2.5 7.6 5.2 1.6 2.9 
Latvia 10.7 11.9 10.0 – 3.6 – 14.3 – 3.8 6.2 4.0 3.0 2.8 
Finland 2.8 4.1 5.2 0.7 – 8.3 3.0 2.6 – 1.4 – 1.1 – 0.4 
Sweden 2.8 4.7 3.4 – 0.6 – 5.2 6.0 2.7 – 0.3 1.2 2.3 

Source: Eurostat. 
 

Table 1
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tion boom, which was on the verge of collapsing 

anyway.

Estonian economic policy to combat the crises and its 
results

The banking crisis led to a sudden halt in capital flows 

to Estonia. Demand for investments dropped as a re

sult and the negative current account balance turned 

positive in 2008 and 2009 (Staehr 2013), financial mar

kets were disrupted, credit standards were tightened 

and stock markets became less accessible. Production 

in the construction, manufacturing and retail sectors 

were particularly affected. Output in Estonia dropped 

by around 20 percent. Unemployment rose to over 

19.5 percent in 2010 and started to fall to 12 percent in 

2013, partly due to emigration to other countries (see 

Table A2 in annex).

The problem of how Estonia should react to the crisis 

raised the question of whether to apply monetary or 

fiscal measures, although this was no longer a central 

issue, as the interest policy was heavily influenced by 

the ECB by that point due to fixed exchange rates and 

obligations within the ERM II system. Fiscal policy 

therefore constituted the best instrument for taking 

action. The ‘normal’ fiscal policy strategy in such cas

es is to opt for a deficit budget strategy by accepting 

falling tax revenues and increasing expenditure to cre

ate a budget deficit with payment. However, this would 

have stabilised demand and prevented prices from fall

ing substantially, thus reducing the inflation rate to 

0.2 percent in 2009. 

This expansive policy would have lowered Estonia’s 

chances of fulfilling the price level criterion for the in

troduction of the euro, and the same would have ap

plied to the deficit criterion. Estonia’s public debt to 

GDP ratio would also have deteriorated and a strong 

floating currency would have harmed the currency sta

bility criterion for introducing the euro. The long

term interest rate requirements in ERM II and the 

euro system also had to be taken into consideration. 

Prior to the crisis Estonia had no problem meeting the 

other Maastricht criteria (see Table A3 in annex). In 

addition, its government wanted to protect borrowers 

who had to service credits in a foreign currency from 

higher interest payments and amortisations. Moreover, 

the Estonian government was not forced to bail out 

ailing banks via budget expenditure, as the latter were 

saved by their Scandinavian owners and governments. 

The government tried to address the development cri

sis by applying a shortrun, austerityoriented fiscal 

policy to get rid of inflation, weaken external trade 

positions through internal devaluation, and to pro

mote integration with the common market and over

come the banking crisis at the same time. Estonia’s 

hardworking population showed no discontent with 

austerity measures and reelected the government in 

2011. It was convinced that budget surpluses were in 

accordance with positive economic growth and ac

cepted unequal income developments.

The Estonian government therefore tried to increase 

and stabilise revenues by:

• Increasing the Estonian tax burden by stopping de

creases in income tax, raising VAT from 18 percent 

to 20 percent, eliminating tax exemptions for stu

dent loans (Mezö and Bagi 2012) and raising excise 

taxes (Staehr 2013);

• Increasing social security contributions, stopping 

planned pension increases, transferring social in

surance payments partly to central government;

• Allowing transfers from stateowned enterprises to 

the central government to take place (Staehr 2013) 

and selling land;

• Selling shares in Estonian Telecom;

• Selling pollution quotas;

• Using reserve funds accumulated in preboom 

times; and

• Attracting EU structural funds (Trasberg 2012).

There were also some reductions in expenditure:

• Cutbacks in public employment and public sector 

wages were implemented (Akkermann 2013);

• Investment cuts and delays;

• Downscaling of social programmes, pension cut

backs, restrictions on health care benefits (Parts 

2013); phaseout of sickness payment (Mezö and 

Bagi 2012);

• Mergers of hospitals and schools (Staehr 2013);

• Reductions in defence spending; and

• Decreases in farming subsidies (Parts 2013).

These fiscal policy measures were also accompanied 

by a shift in means between central government and 

the municipalities via cuts in block grants, purpose 

grants, and the refusal of financial assistance, which 

resulted in many unfunded mandates and forced the 

municipalities to cut their budgets (Friedrich and 

Reiljan 2015). The Estonian public sector ended up 
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with small deficit budgets of – 3 percent in 2008 and 
– 2 percent in 2009, still satisfying the Maastricht defi
cit criterion before they turned into budget surpluses 
(Table A3 in annex).

These fiscal measures were also flanked by additional 
measures. There was a labour market reform featuring 
programmes for job seekers. Measures to support 
companies and boost innovation were implemented, 
while firms were also offered financial assistance. 
Infrastructure projects were enforced, e.g. for roads, 
airports, and broadband networks (Parts 2013). 
Finance was provided by the EIB, European Union 
funds and Estonian funds.

These policy measures achieved:

• A shortterm containment of the crises;
• Correction of Estonia’s economic transformation 

and adaptation crises; and
• More intensive integration into the EU, strength

ening economic and political ties to Middle, 
Western, Scandinavian and Baltic Europe.

As Table A4 in annex shows, Estonia increased the ra
tio of budget revenues to GDP from 36.7 percent in 
2008 to 42.8 percent in 2009.1 This was mainly 
achieved thanks to an increase in tax revenues as a 
share of GDP from 30.8 percent to 35.5 percent in 
2009 (Table A5 in annex).2 After joining the Eurozone, 
Estonia reduced this ratio by 3 percent, but it still re
mains higher than in the neighbouring states.

The situation described is also reflected in the ratio of 
budget expenditure to GDP. A low ratio of 33.6 per
cent3 prevailed in 2006, whereas by 2009 this figure 
had reached 44.7 percent (Table A6 in annex).4 The 
budget expenditure ratio was decreased, but it is still 
higher than in other Baltic states.

During the preboom times, the rise of the ratio of 
government output and services to GDP was rather 
high at 5.1 percent.5 It turned negative in Estonia, 

1 Latvia and Lithuania have overcome their decrease in public reve
nues in the course of the banking crises and the transformation and 
adaptation crises by increasing public debts and budget deficits. They 
had to bail out banks and were less advanced in the transformation and 
adaptation process. There the level was quite stable whereas for the EU 
average it decreased from 44.6 percent in 2008 to 44.1 percent in 2009.
2 In 2006 the budget revenues and tax to GDP ratio was similar to 
the Baltic States, but now the Estonian level is higher.
3 Estonia was followed by Lithuania (34.2 percent) and Latvia 
(38.3 percent).
4 This value is close to that of Lithuania with 44.9 percent and 
Latvia with 43.6 percent.
5 It was higher than in Finland, Lithuania, Latvia and Sweden and 
the average of the EU28.

where the level shrunk by 2.5 percent (Table A7 in an
nex). Estonia also pursued a procyclical investment 
policy, with the ratio of general government relations 
increasing during periods of fast economic growth 
and declining during the crisis years.6 In Finland and 
Sweden, as well as in the EU on average, a slightly an
ticyclical policy took place. The ratio of government 
expenditure on social protection to GDP was 12.1 per
cent prior to the crisis (Table A8 in annex). It rose by 
7.9 percent between the crisis period of 2007 to 2009, 
or more strongly than in the other Baltic and Scan
dinavian states. After the crises, Estonia decreased this 
ratio by 2.5 percent.

Estonian fiscal policy led to the lowest debt burden in 
the EU, at about 10 percent of GDP in 2013 (see 
Table A9 in annex). Before the crises this level ranged 
between 5.7 percent and 3.7 percent. The level in
creased after the crises in 2008 from 7.1 percent to 
10  percent. The EU28 average, for instance, was 
58.8 percent and rose after the crises to an average of 
97.1 percent. In addition, the other Baltic States in
creased their public debt ratio from under 20 percent 
before the crisis to around 40 percent after it. They in
creasingly resorted to a deficit spending policy to over
come the crisis (European Commission 2010), al
though not as intensively as the other EU member 
states on average did.

The impact on Estonian macroeconomic policy

Estonia underwent an internal devaluation with fall
ing employment and prices and a kind of parallel pol
icy by fighting the tax decrease and reducing expendi
ture. The internal devaluation was eased because fall
ing income and higher unemployment were accompa
nied by a drop in prices. Some of the measures to in
crease revenues like the transfer of public profits and 
the sale of land did not have a shortterm impact on 
private households. The diversion of pension pay
ments into the budget instead of private funds (Staehr 
2013); or the additional attraction of EU funds did 
not negatively affect private households. 

It was not easy for private households in Estonia to 
see consistent policies behind the public sector wage 
cuts, sales reductions, and project management meas
ures. Estonian society is accustomed to flexible legal 
relations in the private and the public sector, where the 
transformation process is still ongoing and few power 

6 In Lithuania the reduction rate was higher.
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positions and social claims are fixed in laws, planning 

and binding social rules. The power enjoyed by trade 

unions in Estonia is also restricted. This meant that 

there was little opportunity to develop social resist

ance and organise countervailing power, and public 

discontent was relatively low. Even the central govern

ment responsible for the internal deviation policy was 

reelected.

Estonians accept that the government budget needs to 

be balanced. Moreover, it is argued that a deficit fiscal 

policy with or without spending would have required 

too much time to predict and analyse the crisis and 

plan the appropriate measures. Estonia lacks debt 

management experience, has no national bond market 

(Staehr 2013) and the Central and European Bank is 

not allowed to support deficit policies.

As previously mentioned, the transformation process 

was driven by externally financed demand for FDI 

and consumption demand of private households in 

the framework of an open economy with almost fixed 

currency rates. In a large closed economy, the trans

formation process is easier to steer using supply side 

measures based on predictions of necessary and de

sired industrial structures. The change process can 

also be promoted via the independent development of 

core industries the pursuit of a sophisticated FDI and 

joint venture policy, and by opening up the economy 

slowly and more gradually introducing the key fea

tures of a social market or market economy. This path 

was not available to Estonia, which, due to general ex

ternal political necessities, also had to integrate as 

quickly as possible with the EU and Scandinavian 

economies. 

However, the demanddriven transformation process

es led to imbalanced developments and structures, 

which had to be corrected through adaptation crises. 

The banking crises and their consequences partly su

perseded the need for such adaptation crises. The 

breakdown in demand, free capacities and lower reve

nues forced companies to focus on the export market, 

which also enhanced Estonia’s economic recovery in 

the relatively short term and ensured the survival of 

the fittest enterprises. The banking and transforma

tion crises, as well as the integration drive related to 

the introduction of the euro were therefore harmo

nised using internal devaluation.

There are still some discussions whether a different fis

cal policy – such as a deficit policy linked to a flexible 

floating currency policy and a nationallydefined mon
etary policy, would not have been more effective than 
Estonia’s internal devaluation. In the framework of an 
effective European CGEmodel (Donaghy 2009), pre
vailing economic circumstances were analysed to 
identify the effects of deficit policy and those of Esto
nia’s chosen policy of internal devaluation. However, 
such a model including Estonia does not yet exits for 
such purposes. 

We therefore embark on a very simple two country 
model featuring a goods and capital market. The com
petitive situation between the two regions, the EU 
without Estonia and Estonia, can be interpreted as a 
twoperson nonzerosum game, in which the regions 
as decision makers represent the players, who apply 
fiscal policy measures as strategies to maximise their 
revenues (Friedrich 1986). The currency values are ei
ther fixed or one currency like the euro is in use in both 
countries. The strategies are deficit spending, 
Haavelmo policy (no deficit) and no fiscal activity. The 
latter strategy would be just to accept the budget situ
ation, or to reduce expenditure to decreasing tax re
ceipts if  a formal budget balance is legally necessary.7 

Both players seek to maximise income. Inserting the 
fiscal policies of the players into the equation system 
leads to payoff matrices for region 1 (EU) and re
gion 2 (Estonia). These matrices have 3 columns and 
3 rows. If  we assume no financial crowdingout effect 
in region 1 (EU), but such a financial crowdingout ef
fect arising in region 2 (Estonia), the EU would in
crease its income by choosing deficitspending poli
cy 1. Estonia, by contrast, would have to opt for the 
Haavelmo strategy to avoid crowdingout effects in its 
region. The outcome of the game would therefore be 
deficit spending for region 1 (EU) and Haavelmo poli
cy for region 2 (Estonia), with both regions actively 
implementing fiscal policy measures.

The results are influenced by the parameter values, the 
size of the countries (EU and Estonia) and the possi
bilities of selecting strategies. With respect to the pa
rameters the crowdingout parameter turns out to be 
low during crises (Mirdala 2009; Borys, Cizkowicz 
and Rzonca 2011; Müller 2013), or partly different 
(Broner et al. 2014). During crises the EU country 
stand to benefit (reduce its revenue drop) by applying 
a deficitspending policy. This becomes a dominating 

7 In the model presented by Friedrich (1986) only the effects of poli
cy changes are shown. Here, the result without active policies pursued 
by both players will result in income change produced by the crises for 
the regions if  one or both players are inactive. The payoffs from the 
other strategies show the change in this ‘inactive’ income as deter
mined by the strategies chosen.
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strategy whatever strategy Estonia would have chosen. 

As previously mentioned, the Estonian government 

had to choose a kind of Haavelmo strategy to fulfil the 

Maastricht criteria and overcome difficulties accessing 

capital markets, implying a high degree of crowding

out in the country. This outcome conforms with the 

model.

The question of whether Estonia would have experi

enced higher growth rates in future if  it had adopted 

another policy is hypothetical, as no other policy was 

viable. If  Latvia and Lithuania are experiencing high

er growth rates than Estonia at present (see Table 1), 

this does not mean that they pursued a more effective 

policy, as their policy was similar and also dealt with 

austerity. Moreover, Latvia and Lithuania are under

going transformation processes and their higher 

growth in the last two years may indicate that they are 

still being in the earlier stages of development.

Conclusion

Estonia’s fiscal policy for combatting the crises shows 

that golden rules for anticyclical economic policies 

are very difficult to postulate. Political reactions to cri

ses differ according to a country’s size, its exchange 

rate and currency system, the power of its national 

bank, its stage of economic development or transfor

mation, its economic structure and prevailing credit 

conditions, labour markets, goods markets, the nature 

of the crisis in question, the stage of a country’s inte

gration with other countries; and the general political 

dependencies to be taken into consideration by 

politicians. 

In the case of Estonia, the banking crisis triggered a 

general crisis, at a time when the country was already 

struggling with the process of economic transforma

tion and integration with the economic union of the 

EU. In the case of Estonia, the effects of the banking 

and transformation crises had to be dealt with at a 

time when Estonia was entering the EU currency un

ion and introducing the euro. This heavily restricted 

the range of policy instruments available – especially 

in terms of floating the Estonian kroon, pursuing a 

nationallydetermined monetary policy and a special 

Estonian capital market policy – and led to the selec

tion of internal devaluation as the main policy strate

gy. The policy measures were shaped so as to minimise 

the impact of the Haavelmotype policy on private 

households.

As most other European countries tended to pursue a 

deficit policy, this boosted the success of Estonia’s 

policy. Assistance from the EU was welcomed. The ac

cumulation of reserves in boom periods helped to 

shape the austerity policy and enabled the central gov

ernment to gain electoral support. The question as to 

which fiscal policy will prove most effective in the long 

run has yet to be answer, as scope for political action 

in Estonia was limited in the past and the three prob

lems cited above had to be solved simultaneously. 

Experiences with the economic policies pursued by 

Estonia as an EU member highlights the need to ana

lyse and further develop theories of regional anticy

clical economic policy.
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Annex
Table A1  
 
 
 
 

HICP – Inflation rate in (annual average rate of change, %) 2003–2014 

 2003 2004 2005 2006 2007 2008 2009 2010 2011 2012 2013 2014 
EU28 2.1 2.3 2.3 2.3 2.4 3.7 1.0 2.1 3.1 2.6 1.5 0.6 
Estonia 1.4 3 4.1 4.4 6.7 10.6 0.2 2.7 5.1 4.2 3.2 0.5 
Latvia 2.9 6.2 6.9 6.6 10.1 15.3 3.3 -1.2 4.2 2.3 0.0 0.7 
Lithuania – 1.1 1.2 2.7 3.8 5.8 11.1 4.2 1.2 4.1 3.2 1.2 0.2 
Finland 1.3 0.1 0.8 1.3 1.6 3.9 1.6 1.7 3.3 3.2 2.2 1.2 
Sweden 2.3 1.0 0.8 1.5 1.7 3.3 1.9 1.9 1.4 0.9 0.4 0.2 

Source: Eurostat. 
 

Table A1

Table A2  
 
 
 

Total unemployment rate in % 2005–2014 

 2005 2006 2007 2008 2009 2010 2011 2012 2013 2014 
EU28 9.0 8.2 7.2 7.0 9.0 9.6 9.7 10.5 10.9 10.2 
Estonia 8.0 5.9 4.6 5.5 13.5 16.7 12.3 10.0 8.6 7.4 
Latvia 10.0 7.0 6.1 7.7 17.5 19.5 16.2 15.0 11.9 10.8 
Lithuania 8.3 5.8 4.3 5.8 13.8 17.8 15.4 13.4 11.8 10.7 
Finland 8.4 7.7 6.9 6.4 8.2 8.4 7.8 7.7 8.2 8.7 
Sweden 7.7 7.1 6.1 6.2 8.3 8.6 7.8 8.0 8.0 7.9 

Source: Eurostat. 
 

Table A2

Table A3  
 
 
 

General government budget deficit (–)/surplus (+) (% of GDP) 2003–2013 

 2003 2004 2005 2006 2007 2008 2009 2010 2011 2012 2013 
EU28 – 3.2 – 2.9 – 2.5 – 1.5 – 0.9 – 2.4 – 6.9 – 6.5 – 4.4 – 3.9 – 3.3 
Estonia 1.7 1.6 1.6 2.5 2.4 – 3.0 – 2.0 0.2 1.1 – 0.2 – 0.2 
Latvia – 1.6 – 1.1 – 0.4 – 0.6 – 0.7 – 4.4 – 9.2 – 8.2 – 3.5 – 1.3 – 1.0 
Lithuania – 1.3 – 1.5 – 0.5 – 0.4 – 1.0 – 3.3 – 9.4 – 7.2 – 5.5 – 3.2 – 2.2 
Finland 2.6 2.5 2.9 4.2 5.3 4.4 – 2.5 – 2.5 – 0.7 – 1.8 – 2.1 
Sweden – 1.0 0.6 2.2 2.3 3.6 2.2 – 0.7 0.3 0.2 – 0.6 – 1.1 

Source: Eurostat. 
 

Table A3

Table A4  
 
 
 

General government budget revenues (% of GDP) 2004–2014 

 2004 2005 2006 2007 2008 2009 2010 2011 2012 2013 2014 
EU28 43.8 44.2 44.0 44.0 44.0 43.6 43.6 44.0 44.7 45.4 45.2 
Estonia 35.6 35.2 36.5 36.8 37.1 43.8 40.7 39.2 39.6 38.5 39.4 
Latvia 34.8 35.4 35.5 33.3 33.0 34.5 35.9 35.5 35.7 35.3 35.5 
Lithuania 32.5 33.5 34.0 34.4 35.0 35.8 35.4 33.6 33.0 32.9 34.3 
Finland 52.5 53.0 52.3 51.9 52.4 52.2 52.1 53.3 54.0 55.2 55.5 
Sweden 54.6 55.8 53.5 53.0 52.3 52.4 52.0 51.4 51.7 51.9 51.1 

Source: Eurostat. 
 

Table A4
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General government budget tax revenues (% of GDP) 2005–2014 

 2005 2006 2007 2008 2009 2010 2011 2012 2013 2014 
EU28  39.4 39.4 39.2 38.6 38.5 39.0 39.6 40.0  
Estonia 30.0 30.5 31.2 31.4 35.1 33.4 32.1 32.2 32.0 33.1 
Latvia 28.0 28.9 28.4 28.0 27.4 27.6 27.9 28.3 28.1  
Lithuania 29.2 30.0 30.0 30.6 30.2 28.5 27.4 27.2 27.2  
Finland 42.3 42.3 41.6 41.3 41.1 40.9 42.2 42.8 44.0  
Sweden 47.5 46.8 45.8 44.9 45.1 45.0 44.3 44.4 44.7 44.6 

Source: Eurostat. 
 

Table A5

Table A6  
 
 
 

General government budget expenditures (% of GDP) 2004–2013 

 2004 2005 2006 2007 2008 2009 2010 2011 2012 2013 
EU28 46.7 46.7 46.2 45.5 47.0 51.0 50.6 49.0 49.4 49.1 
Estonia 34.0 33.6 33.6 34.0 39.7 44.7 40.5 37.6 39.5 38.3 
Latvia 35.9 35.8 38.3 36.0 39.1 43.6 43.4 38.4 36.5 36.1 
Lithuania 34.0 34.0 34.2 35.3 37.9 44.9 42.3 38.7 36.1 34.4 
Finland 50.2 50.3 49.2 47.4 49.2 56.1 55.8 55.1 56.7 58.5 
Sweden 54.2 53.9 52.7 51.0 51.7 54.9 52.3 51.5 52.0 52.8 

Source: Eurostat. 
 

Table A6

Table A7  
 
 
 

General government investments to GDP in 2003–2012 

 2003 2004 2005 2006 2007 2008 2009 2010 2011 2012 
EA17  2.56 2.48 2.50 2.52 2.59 2.64 2.82 2.56 2.35 2.13 
Estonia 4.36 3.79 3.96 4.68 5.06 5.39 5.07 3.87 4.13 5.43 
Latvia 2.38 3.11 3.11 4.63 5.69 4.86 4.29 3.72 4.25 4.39 
Lithuania 2.99 3.48 3.48 4.17 5.20 4.93 3.89 4.56 4.36 3.67 
Finland 2.79 2.81 2.51 2.33 2.44 2.53 2.83 2.49 2.52 2.59 
Sweden 2.94 2.95 2.99 3.05 3.07 3.29 3.52 3.48 3.40 3.53 

Source: Eurostat. 
 

Table A7

Table A8  
 
 
 
 

General government expenditure on social protection (% of GDP) 2004–2011 

 2004 2005 2006 2007 2008 2009 2010 2011 
EA18 27.6 27.6 27.3 26.8 27.5 30.4 30.3 30.0 
Estonia 13.0 12.6 12.1 12.1 14.9 19.0 18.0 16.1 
Latvia 13.2 12.8 12.7 11.3 12.7 16.9 17.8 15.1 
Lithuania 13.4 13.2 13.3 14.4 16.1 21.2 19.1 17.0 
Finland 26.7 26.7 26.4 25.4 26.2 30.4 30.6 30.0 
Sweden 31.6 31.1 30.3 29.2 29.5 32.0 30.4 29.6 

Source: Eurostat. 
 

Table A8
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Fostering innovation in 
estonia: the view From the 
governance Framework oF 
the national innovation 
system

kadri Ukrainski*

Introduction

The national innovation system has been broadly con-

ceptualised to include all parts and aspects of the eco-

nomic structure and institutional set-up affecting 

learning, as well as the quest for and exploration of 

knowledge (i.e. the production system, the marketing 

system and the finance system present themselves as 

subsystems – see Lundvall 1992). Next to this broad 

understanding, a more narrow definition is applied by 

Nelson (1993), referring to the system as a set of links 

between research institutions, firms and government 

in the area of R&D. The successful operation of these 

subsystems depends on the governance of the whole 

system in terms of the “processes of interaction and 

decision-making among the actors involved, leading 

to the creation, reinforcement, or reproduction of so-

cial norms and institutions” (Hufty 2011, 405). As 

these processes are extremely complex and differ vast-

ly and across national systems, a ‘scientification ap-

proach’ aimed at explaining national innovation per-

formance would not even be worth attempting 

(Lundvall 2007).

This paper therefore aims to explain some of the devel-

opments determining the innovation performance of 

Estonia during the last programming period of the EU 

Structural Funds (2007–2013), when the national inno-

vation strategy, known as ‘Knowledge Based Estonia 

2007–2013’ (hereafter KBE-2, as it was the second 

strategy and followed on from KBE-1, which covered 

2002–2006) was implemented. The EU Structural 

Funds (hereafter EU SFs) have proven extremely im-

portant, accounting for around 64 percent of public 

R&D investments by ministries (ERAC 2012). The 

most relevant factors impacting the KBE-2 period ex-

ternally were the waves of economic boom, recession 

and certain recovery, which led to the freezing of budg-

etary resources for R&D. Additionally, the new reality 

of KBE-2, with much larger funding volumes from the 

EU SFs, and the dominant logic of the funding process 

played significant roles (Ukrainski et al. 2015).

The governance concept as a viewpoint is interpreted 

in this paper as the coordination needed within na-

tional innovation systems to enhance their functional-

ity, with performance relying on social processes out-

side the traditional policy framework (Hillman et al. 

2011). Here we use the more specific analytic frame-

work proposed by Bergek et al. (2008) and Hillman 

et  al. (2011) to study technological innovation sys-

tems, defined as socio-technical systems related to the 

production, diffusion and application of a particular 

technology. This framework is simpler and sufficiently 

general to analyse the small national innovation sys-

tem of Estonia. It is relevant because the system di-

mension is generally often neglected throughout 

Europe (Lundvall 2007) and in Estonia (Karo and 

Kattel 2010) in the emulation of different ‘best prac-

tice-policy making’.

When innovation policies are developed, the focus in 

Estonia is often limited to the stimulus resulting from 

knowledge production in science and its subsequent 

application (Karo 2011). To some extent such an ap-

proach is also understandable, since the capacity of 

business to act as a stimulator of R&D is rather low in 

the economy’s investment-based development phase 

and given Estonia’s small size. It is also important to 

consider that the level of trust is relatively low in ‘tran-

sition societies’, which prevents more complicated, 

open innovation processes from functioning, especial-

ly those that involve many partners.

This article proceeds by presenting the theoretical 

framework in which the Estonian system is analysed. 

* University of Tartu, Estonia. I would like to thank Erkki Karo, 
Veikko Lember, Aleksei Kelli and Margit Kirs for fruitful discussions 
on this topic. This article is based on the applied research report 
(Ukrainski et al. 2015) funded by Estonian Ministry of Education 
and Research.
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It then discusses the change in system archetype, as 

well as the growth of the system. The paper concludes 

with a summary of unresolved failures in the system.

Theoretical framework

Kaufmann and Tödtling (2001) interpret the innova-

tion system based on the seminal approach of cell re-

production by Varela et al. (1974), which is more 

broadly extended to sociology and further elaborated 

there by Luhmann (1995), for example. They argue 

that the principle of cell reproduction can generally be 

applied when studying social systems. This implies 

that social systems reproduce themselves through 

communication. Communication serves the purpose 

of interpreting internal processes and relations to the 

environment, which separates the social system from 

its environment and from other systems (Kaufmann 

and Tödtling 2001).

In studying innovation, we can interpret communica-

tion as an exchange of knowledge, given that the con-

cept of the national innovation system in its broader 

definition is based on the following assumptions 

(Lundvall 2007):

• Knowledge that is important to economic perfor-

mance is localised and cannot be easily transferred 

to other places;

• Knowledge is embodied in agents, in their routines 

and in their mutual relationships;

• Learning and innovation are best described as the 

outcome of interaction;

• Interactive learning is a socially embedded process, 

and therefore a purely economic analysis would re-

main insufficient;

• Learning and innovation are strongly interconnect-

ed processes;

• National systems of innovation differ in the spe-

cialisation of production, trade and also the knowl-

edge base; and

• In national systems, different elements are interde-

pendent and these interrelationships determine in-

novation performance.

How effectively innovation systems operate can be an-

alysed using the framework developed by Hillman 

et  al. (2011) for studying the governance of techno-

logical innovation systems. This analytical framework 

consists of three blocks of characteristics that are in-

terrelated and form a system that is also affected by 

the external environment (or landscape; see Figure 1). 

This model adopts a narrower approach to the system 

of knowledge production and use (Nelson 1993). The 

system of innovation in this framework is analysed 

here via governance of the system, its structure and its 

functionality, which covers the key processes of 

in no vation. 

Governance is separately discussed as determining the 

system’s functionality in interplay with its existing 

structure. Governance in this paper is viewed at the na-

tional level, impacting the system through regulatory, 

market, normative and cognitive mechanisms (Hillman 

et al. 2011). The question of ‘how to govern’ entails a 

governance focus on the supply or the demand side, or 

both. ‘What to govern’ reflects the target of governance 

determining the functionality pattern (key processes of 

innovation), but also the coverage of sub-sectors. The 

key processes that Hillman et al. (2011) highlight in-

clude the development and diffusion of knowledge, in-

fluence over the direction of the search, entrepreneuri-

al experimentation, market formation, legitimation, re-

source mobilisation and the development of positive 

externalities. The extent to which the desired function-

ality of the system is achieved depends on the adjacent 

regimes determined by the environmental conditions. 

We can empirically analyse how governance arrange-

ments are influenced by the environment and how they 

are aligned with the regimes of the sub-systems in-

volved (Hillman et al. 2011).

Changing governance schemes shape the structure of 

the system via different channels, indicated by the 

feedback loops in Figure 1. This impact is created not 

only by public policy instruments, but also by the dif-

ferent regimes under which governance itself  operates 

Schematic presentation of theoretical framework

Source: Hillman et al. (2011).
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(policy-making routines based on ministries, open 

call-based funding systems etc. (represented by 

Regime 1), and the alignment of regimes under which 

sub-systems operate (alignment of different techno-

logical systems to public research specialisation etc.; 

Regime 2 in Figure 1) – see Breschi et al. (2000). 

Typically, the regimes are defined via public govern-

ance routines incorporating a bundle of governance 

instruments encompassing rules, norms and proce-

dures (the latter also regulating behaviour and con-

trolling outcomes) – see Krasner (1982). At the same 

time, similar regimes are described in the case of the 

private sector as regimes collecting routines, rules and 

procedures in global networks, see e.g. Haufler (2004). 

For the purpose of this analysis, the technological re-

gimes are relevant because they enable us to analyse 

how horizontal innovation policy measures achieve 

different results across economic sectors with similar 

or diverging technological regimes (e.g. Pavitt 1984; 

Castellaci 2008).

As recognised in the OECD STI e-Outlook, R&D sys-

tem governance is a concept that can have many differ-

ent meanings. The OECD (2015) limits STI govern-

ance to the set of publicly-defined institutional ar-

rangements, including incentive structures and norms, 

that shape the ways in which various public and private 

actors involved in socioeconomic development interact 

when allocating and managing resources for innova-

tion. These arrangements affect how public and private 

sector actors co-evolve in distributing and managing 

the resources required for innovation. This is a narrow-

er approach than is typically used (e.g. de la Mothe 

2001), but it is necessary here for analytical purposes in 

order to disentangle the impact of policy coordination 

from that of the other actors in the system.

The role of institutions and their ability to adapt be-

comes crucial in conditions of rapid change. Economic 

and technological changes do not occur in isolation 

from social and institutional transformations, which 

are represented by the regimes in this model. As ar-

gued by Zysman (1996), distinctive institutional struc-

tures in different nation states stemming from histori-

cally-determined political and economic development 

define the choices that are available to individual ac-

tors (individuals, firms and organisations) when re-

sponding to new economic or technological trends. 

Institutions are essential to the accumulation of ac-

quired knowledge and skills into collectives of work-

ers organised into organisations (Wolfe and Gertler 

2002). As discussed by Hodgson (1993), habits and 

routines within firms constitute an important mecha-

nism for preserving and transmitting skills and tech-

nological learning internally. Similarly, in their role as 

knowledge providers, universities and public research 

organisations follow certain routines that can be even 

more rigid than those seen in the private sector.

The ability to change consists of two elements: the 

ability to learn; and the ability to forget. Johnson 

(1995) sees the latter as equally as important as the 

former in periods of rapid economic and technologi-

cal change, because the inability to forget can pose the 

risk of an irrational lock-in of resources. This has 

been illustrated using international evidence by 

Gertler (1993), who highlights the tremendous strug-

gle by manufacturers in old, mature industrial regions 

to accept new technology.

The role played by institutions within a nation or re-

gion in supporting or hindering learning assumes cru-

cial importance. For the sake of innovation and tech-

nological change, the key challenge is to identify the 

socioeconomic and political coalitions that support 

change, and analyse how they contribute to this pro-

cess (Hall 1997). The underlying argument of this pos-

itive impact is the recognition of the importance of 

tacit knowledge, which is accessed and transferred 

more easily through face-to-face contact. Proximity 

fosters such contact, but it also takes place within the 

context of social networks based on trust and shared 

culture (Maskell et al. 1998). 

Shift in the archetype of the national innovation system

During KBE-2 the archetype of the national innova-

tion system in Estonia was changed significantly 

(Figure 2). This change was initiated at the beginning 

of the transformation by dismantling the old Soviet-

style Academy of Science and merging its institutes 

into universities, thus giving the latter greater responsi-

bility and autonomy (Masso and Ukrainski 2008). 

Although these reforms were largely carried out at an 

early stage, the transformation has nevertheless been 

remarkable, especially when compared with the greater 

stability enjoyed by universities other countries (OECD 

2013). One reason for this transformation is that the 

universities, which are generally larger and more suc-

cessful in grant funding schemes, have grown even 

stronger via the Matthew effect in the process of com-

petitive project funding (Masso and Ukrainski 2009).
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In institutions of higher education (HEI), the average 

level of KBE-2 R&D investments was 75.9 percent in 

2013, but in 2014 it grew to 82.6 percent and planned 

reforms to further consolidate some institutes into 

universities mean that its role will continue to grow in 

the years ahead. At the same time, there is scope for ef-

ficiency improvement within the HEI sector that could 

be achieved by reducing the share of project-based re-

search activities, especially since universities are strug-

gling to develop strategic capabilities in this project-

based environment and more closely align their inter-

nal decision-making procedures.

While the system was more public sector-centred dur-

ing KBE-1, it shifted to an innovation-based system 

that relies more on enterprises and universities during 

KBE-2, making it similar to the small Nordic coun-

tries, but rather different to larger countries like the 

United States, Japan and South Korea, which rely 

more heavily on public labs. In view of this substantial 

change within the Estonian system, the question now 

is how to strategically strengthen the major players 

(universities and firms) in order to improve the func-

tionality of the system.

The issue of  how to improve the innovative capabili-

ties of  firms is critical, as are strategies for lowering 

barriers and deepening cooperation with universities, 

thus boosting the demand side of  R&D. The R&D 

activities of  firms over the observed period were high-

ly concentrated, and Estonia may 

struggle to succeed as a knowl-

edge-based economy by interna-

tional comparison if  only 10 per-

cent of  businesses are involved in 

R&D (European Commission 

2012). Calculations based on 

data from Statistics Estonia show 

that the concentration of  busi-

ness R&D has increased over 

time. In 2009, the expenditure of 

the 50 largest companies totalled 

30 percent; in 2012 this figure 

represented 85 percent of  total 

R&D expenditure (Ukrainski 

and Varblane 2015). In other 

words, the investments of  just a 

handful of  companies in Estonia 

drove the rapid increase in busi-

ness R&D ex pen diture.

Expansion of the system by activity: financial and 
human resources

The number of R&D employees grew remarkably dur-

ing KBE-2, with a faster increase seen in the business 

sector than in the HEI sector. Characteristic of this 

development is concentration in both sub-systems. In 

the business sector the R&D base did not expand 

(Mürk and Kalvet 2014), and expansion was not listed 

among the goals of the KBE-2 strategy. The Ministry 

of Economic Affairs and Communications saw it as 

one technical alternative among many for boosting 

R&D investment in the enterprise sector.

All KBE strategies to date have been based on an R&D 

expenditure target of 3 percent of GDP. During KBE-1, 

Estonia lagged far behind in terms of business R&D ex-

penditure, remaining below 50 percent of the EU aver-

age. During KBE-2, expenditure increased substantially 

(Figure 3). This growth mostly originated in business-

sector investments; with public expenditure remaining 

below 1 percent. The Estonian government contributed 

to this growth, specifically by launching timely business 

support schemes to overcome the crisis.

The science sub-system completed larger internal re-

forms during KBE-1 and saw a recovery in the num-

ber of its researchers (Figure 4). In public universities 

remarkable growth occurred in natural sciences and 

engineering; and to a lesser degree in social sciences 
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and humanities. It is fair to say that a large share of 

doctoral output has served as a basis for sustaining 

the science system; among the R&D employees hired 

by the business sector, Master’s degree holders contin-

ue to dominate. At the same time, R&D labour costs 

per FTE have grown more rapidly in the business sec-

tor. This may also reflect the tendency of labour mar-

kets for R&D workers to operate separately. There 

seem to be substantial irreversible costs and different 

skill profiles, but also sufficiently large rewards from 

research projects in the careers of scientists in univer-

sities, which further hinder inter-sectorial mobility. 

The business sector is likely to become more attractive 

to doctoral graduates, which would enhance the sys-

tem’s functionality in terms of knowledge flows be-

tween academia and industry.

As far as the investment proportions in KBE-2 

(Figure  5) are concerned, investments in developing 

the capabilities of players in the 

science sub-sector dominate 

(most ly along the lines of the sup-

ply-push philosophy). The focus 

to date has been on large infra-

structure investments. Estonia has 

been advised to learn from Ire-

land’s rapid exit from the econom-

ic crisis and use it to justify the 

consolidation of investments in 

certain focus areas. For example, 

from 1989–1993 over half of all 

EU structural funds in Ireland 

went to supporting businesses still 

recovering from the crisis, but also 

to attracting FDI. From 1994–

2006, covering the two subsequent programming peri-

ods, business support decreased and co-funding rates 

increased. Investments in human capital and infra-

structure gained in importance (36 percent and 48 per-

cent of funds, respectively) because the challenges in 

these areas shifted (Best and Bradley 2006).

KBE-2 funding (EU and national funding together) in 

Estonia was distributed between supporting capabili-

ties in the business sub-system (circa 13 percent) and 

the science sub-system (44 percent) – see Figure 5. 

Infrastructure (in its broadest meaning, involving 

physical and human capital infrastructure) accounted 

for 24 percent of funding, which is understandable 

given the outdated nature of research infrastructure at 

the end of KBE-1. In this small system, a certain over-

investment has become evident (in terms of duplicat-

ing equipment, investment in overly large buildings, 

etc.), reflecting weak strategic planning capabilities, 

but also a lack of coordination 

among actors (strategic responsi-

bilities by field of education 

among HEIs only being agreed 

after the investments had been 

made). In the short term, since 

budgetary expenditure on R&D 

did not increase after the crisis, a 

certain imbalance between ‘sala-

ry-instruments’ and ‘infrastruc-

ture instruments’ emerged, creat-

ing issues at the research-unit lev-

el and giving rise to criticism of 

the Ministry of Education and 

Research. In the years ahead, the 

return on that investment will de-

pend on the activities of research 
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groups in obtaining international grants and business 

R&D contracts.

The interplay between regimes, structure and 
governance

Several aspects of the functionality of the innovation 

system are related to tighter knowledge flows between 

higher education and business sectors. The improved 

intersectoral mobility of employees, as well as more fre-

quent formal and informal connections, would allow 

the business sector to employ more R&D employees. 

Estonia has 8–9 FTE R&D workers per 1,000 employ-

ees compared to 15–20 in the Nordic countries. This 

contrasts with business sector R&D investments, which 

have been relatively high, even compared to EU innova-

tion leaders (namely 1.5  per cent and 1.25 percent in 

2011 and 2012, respectively).

The science sub-system has also developed remarka-

bly: scientific output in terms of publications and cita-

tions increased 1.7 times during KBE-2. It has even 

been considered an international success story (Allik 

2013). It can be argued, however, that the successful 

development of both sub-systems is hampering the 

functionality of the innovation system as a whole to 

some extent, as it is enabling the survival of old rou-

tines that do not rely on mutual cooperation.

Typically, the share of business-funded R&D in uni-

versities and public research organisations is one proxy 

indicator that reflects the knowledge flows between two 

sub-systems (OECD 2013). This indicator has re-

mained fairly stable in the EU at around 6.4 percent, 

but in Estonia it actually fell from 

5.5 percent to 4.4 percent during 

KBE-2 (calculations based on 

Eurostat database). This measure, 

however, excludes companies that 

innovate via processes outside of 

formal R&D (mostly the tradi-

tional manufacturing industry 

that also dominates industry 

struc ture in Estonia). The rele-

vance of universities and HEIs as 

a knowledge source for innova-

tion is presented here (Figure 6).

By using several subsequent 

Community Innovation Surveys 

as a basis, we can see that this 

share is still very low by EU-wide comparison, al-

though it has increased. Interestingly, several indica-

tors of knowledge use show inverted U-shaped dy-

namics in Estonia, where the peak was achieved in 

2008–2010 – showing that the idea of open innovation 

is not spreading extensively. Similar developments 

concerning, for instance, the share of innovative firms 

are also evident in other CEE countries (Havaš et al. 

2015). This trend has been attributed to the firms’ fail-

ure to raise their profile in the context of the crisis. 
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This could still imply that the increase in the capabili-

ties of firms appeared to be larger if  judged by R&D 

investments, which were also partly driven by public 

subsidies.

On the other hand, the regimes associated with science 

funding also played a relevant role in discouraging uni-

versities from actively engaging in business coopera-

tion. An analysis of the funding system shows that 

project funding as a funding mode remained between 

90–96 percent of total research funding from 2007–

2013. It was highest in the larger universities (University 

of Tartu and Tallinn University of Technology) and 

lower in smaller universities. Compared to Finnish uni-

versities, the same indicator for Aalto is 74 percent, 

Tampere 70.2 percent and Helsinki 60 percent, while 

regional universities also remain at much lower levels 

in Finland. An analysis of the budgets of a sample of 

institutes within the University of Tartu reveals that 

the average share of academic (teaching) funds stem-

ming from project-funded instruments also grew to 

50 percent on average (Ukrainski et al. 2015).

This kind of funding mechanism would typically en-

dow funders with a high capacity to steer research. 

However, weak goal-setting within the framework of 

the ‘open calls’ funding mode on the one hand, and the 

measurement of research outcomes predominantly in 

publication (and citation) counts on the other, have led 

to a routine whereby business cooperation and applied 

research are only appreciated as a source of funding. 

Here the specific joint influence of incentives can be 

seen, because although project results may not be 

measurable in publications, publications are neverthe-

less the only incentive similarly understood at all levels 

of the system: the strategy level, the funding instru-

ment level (which is directly included in baseline fund-

ing, but also used in competitive calls as an indicator 

of quality), the university level (through rankings) and 

the level of individual scientists through career aspira-

tions. Butler (2003) has shown how including publica-

tions in funding formulae results in a substantial in-

crease in publications. There is no similar motivator or 

indicator supporting science-economy links to date.

Conclusion 

KBE-2 has boosted capabilities in both sub-sectors, 

but left the regimes there largely unchanged, thus 

leading to little improvement in the system’s function-

ality. This implies that the focus of public-sector poli-

cies should be further shifted to create greater scope 

for innovation and R&D in the business sector, but 

also to place a greater emphasis on enhancing the sys-

tem’s functionality.

It can also be argued that powerful actors were further 

strengthened during KBE-2 (this being similar in both 

sub-sectors), but that the shift in capabilities did not 

occur more broadly. Activities related to the diffusion 

of knowledge have also proven temporary or frag-

mented as a result, and have not yet yielded the de-

sired results. The lack of a broad shift in capabilities 

has also heavily hampered resource mobilisation via 

networks to boost functionality. The system’s func-

tionality is further constrained by the poor alignment 

of science and industry specialisation, which limits the 

availability of sector-specific human capital. This is 

not quite the European Paradox that Bonaccorsi 

(2007) discusses, as dynamic scientific fields (life, com-

puter and material sciences) are fairly well-developed 

in Estonia, but it does mean that these fields are domi-

nated by international cooperative (basic) research ac-

tivities that do not build links to applied research for 

the Estonian business sector.
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Introduction

After over five years of intensive negotiations, the 

United States and eleven other Pacific Rim countries 

– Australia, Brunei, Chile, Canada, Japan, Malaysia, 

Mexico, New Zealand, Peru, Singapore, and Vietnam 

– concluded the Trans-Pacific Partnership (TPP) deal 

on 5 October in Atlanta, establishing the world’s larg-

est free trade zone of 800 million people with a com-

bined GDP of 28 trillion US dollars (about 37 percent 

of world GDP measured in current US dollars). Apart 

from addressing traditional trade issues such as the 

abolition of duties and quotas, the partnership is in-

tended to break new ground on issues like labour laws 

and technology.

US president Barack Obama welcomed the TPP, stat-

ing that it will “eliminate more than 18,000 taxes that 

various countries put on US products”. The deal “re-

flects America’s values and gives our workers the fair 

shot at success they deserve” he argued, adding that 

the United States should not “let countries like China 

write the rules of the global economy”. In a separate 

statement the US Trade Representative (USTR) Office 

underlined that the “TPP brings higher standards to 

nearly 40 percent of the global economy”.

Japanese Prime Minister Shinzo Abe told reporters 

the deal was a “major outcome not just for Japan, but 

also for the future of the Asia-Pacific”, while Tim 

Groser, New Zealand’s Trade Minister emphasized 

the ‘strategic’ implications of the deal for global trade 

were ‘enormous’. Moreover, Canadian Prime Minister 

Stephen Harper said during a press conference an-

nouncing the deal: “today is a historic day. It is a great 

day for Canada. It is a great day for Canadians”. 

Drawing a historical comparison, he predicted that 

the partnership “is going to be the new gold standard 

for global trade agreements”. EU trade commissioner 

Malmström also welcomed the conclusion of TPP ne-

gotiations. At the same time, many observers fear that 

TPP will marginalize Europe in the race to shape glob-

al standards and rules.

Negotiations on a TPP- agreement started in 2010. 

They build on a predecessor agreement: the so-called 

Trans-Pacific Strategic Partnership between Brunei, 

Chile, New Zealand and Singapore, which was signed in 

2005, and entered into force in 2006. In 2008, the United 

States joined the talks. As of 2014, twelve countries are 

part of the trade negotiations: Australia, Brunei, 

Canada, Chile, Japan, Malaysia, Mexico, New Zealand, 

Peru, Singapore, the United States and Vietnam.

For the United States, the TPP is an important part of 

a strategy reorientation towards East Asia, the so-

called pivot. The key pillars of this regional strategy 

are: strengthening bilateral security alliances; deepen-

ing our working relationships with emerging powers, 

including with China; engaging with regional multilat-

eral institutions; expanding trade and investment; 

forging a broad-based military presence; and advanc-

ing democracy and human rights (Bush 2012). The 

Obama administration made TPP one of the top pri-

orities in its trade agenda. Repeatedly, in his State of 

the Union speeches, the president referred to these 

talks. They are an important part of the US’s pivot to-

wards East Asia.

The deal has now to be signed formally by each coun-

try and ratified by the respective parliament. A ‘com-

prehensive’ text of the agreement in principle has yet 

to be released, but cornerstones of the deal have been 

made public. Ratification is by no means certain. 

Hilary Clinton, the likely presidential candidate of the 

US Democratic Party, has said about the deal: “as of 
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Trans-Pacific Partnership Deal (TPP): What Are the Economic 
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today, I am not in favour of what I have learned about 

it”.1 An interesting debate during the presidential 

campaign is sure to follow.

Yet, the question arises, whether the enthusiastic re-

marks with which heads of government celebrated the 

breakthrough are not entirely overblown. So, in this 

report we ask:

• What are the economic advantages of TPP to the 

insider countries? Who benefits most?

• How are outsiders, like Europe or China, affected?

• What is the price that the TPP countries pay for 

keeping China out?

What the agreement is about

Goods

The TPP agreement abolishes tariffs in a wide array of 

products, relaxes quantitative restrictions, and estab-

lishes mechanisms to avoid unjustified sanitary and 

phytosanitary (SPS) measures, as well as technical 

barriers to trade (TBT). These policy changes also af-

fect the sensitive agricultural, food, and textile mar-

kets, but a number of compromises have been made.

Central areas of conflict have been sugar, milk quotas, 

rules of origin in the automotive industry, and bio-

pharmaceuticals. New Zealand and Australia negoti-

ated better access to the US milk market, which is still 

strongly protected. In return, American dairy farmers 

asked for better access to the Canadian and Japanese 

milk markets, where tariff  and non-tariff  protection is 

very high. Details on the negotiated quota and tariff  

system are still not known, but all sides must have 

made compromises.

In the automotive industry, Canada and Mexico have 

strong incentives to demand very strict rules of origin, 

so that the use of car parts produced outside of the 

TPP zone must be small enough for the final car to en-

joy tariff-free access. Japan has contrary incentives, 

because it sources a large share of car parts from non-

TPP countries such as Thailand. Here, too, a bargain 

was struck, with details still pending.

Public procurement is a thorny issue in many coun-

tries, particularly in the United States, which has ruled 

1 CNN, 7 October 2015. http://edition.cnn.com/2015/10/07/politics/
hillary-clinton-opposes-tpp/index.html.

out dropping policies like Buy American require-

ments, or measures that help small businesses to ob-

tain government contracts.

Services

In the area of services, TPP focuses on improving the 

transparency and predictability of regulatory proce-

dures with a special emphasis on financial services and 

telecommunications. Given the very different states of 

development of participating nations, and their very 

different political orientations, market access im-

provements are, however, limited. Yet the agreement is 

the first to address digital trade and a friction free op-

eration of the global internet. It includes provisions 

on protection of practices such as cloud computing; 

and prevents national governments from requiring 

that TPP companies build data centers to store data as 

a condition for operating in a TPP market.

Intellectual property

The agreement includes several provisions that build 

on foundations established in the WTO Agreement on 

Trade-Related Aspects of Intellectual Property Rights 

and other international intellectual property agree-

ments, such as the World Intellectual Property Organi-

zation (WIPO) Copyright Treaty, the WIPO Perfor-

mances and Phonograms Treaty, and the Patent 

Cooperation Treaty. The objective is to protect pat-

ents, trademarks, copyrights, and trade secrets, includ-

ing safeguards against the cyber theft of trade secrets. 

Controversially, the United States wanted to protect 

the inventors of bio-pharmaceuticals for 12 years af-

ter the end of patents by granting them the right not 

to share the data on their products. This implies that 

producers of generic pharmaceuticals cannot simply 

use the data of the original inventors when they seek 

market admission of their products, but have to pro-

vide own data and tests, which results in higher costs. 

Australia, for example, grants ‘data exclusivity’ rights 

for five years. The TPP compromise resulted in a com-

mon limit of 8 years.

Investment

The deal also includes the Investor State Dispute 

Settlement (ISDS) mechanism that will allow inves-

tors to bring TPP governments to arbitration. At the 

request of Australia, which has no ISDS mechanism 

with the United States yet, the ISDS mechanism will 

not cover the tobacco industry.
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Level playing field

Since TPP is an agreement that 

covers some of the richest and 

most advanced countries of the 

world (such as the United States), 

but also some rather poor ones 

(such as Peru, Malaysia or Viet-

nam), special attention was paid 

to the need to guarantee a level 

playing field for all market partic-

ipants. For this reason, the deal 

sets up new workers’ rights, in-

cluding rules on child labour, 

forced labour and discrimination. 

It also includes rules on state-

owned enterprises (SOEs), which 

still play a huge role in an officially communist coun-

try like Vietnam. Since rules like these are missing in 

existing agreements that tie TPP members (such as the 

North American Free Trade Area, NAFTA), these ex-

isting pacts are updated by TPP.

Summarizing

From what is known to date, TPP 

is more of a standard trade agree-

ment of the type that the United 

States or the EU have signed in re-

cent years (e.g. with South Korea) 

than of a new generation deal that 

cuts into new topics such as regu-

latory cooperation, the mutual 

recognition of standards, or the 

joint setting of standards. It does 

not go very far in services or gov-

ernment procurement, and im-

portant carve-outs in agriculture 

are very likely.

What this means for our 

simulations

TPP is an ambitious agreement, in 

that it brings together some of the 

richest and most developed coun-

tries of the world with rather poor 

ones, one of which still has a com-

munist regime (Vietnam has a sin-

gle party system and a per capita 

GDP that is just one tenth of the 

US level, measured in purchasing 

power parities). This wide geographical and develop-
mental reach does limit its depth. In the simulations 
below, we assume that the TPP agreement eliminates 
all tariffs between the parties (even if  we know that 
some tariffs may remain for certain products). We also 
assume that the agreement reduces non-tariff  barriers 
by as much as medium-depth agreements that already 

 0

 20

 40

 60

 80

 100

Aus-
tralia

Singa-
pore

United
States

Canada New
Zea-

land (a)

Brunei
Darus-
salam

Japan Chile Ma-
laysia

Mexico Peru Vietnam

PPP-US dollars
US dollars

 

Sources: World Development Indicators; authors' illustration.

(a) Data refers to 2013.

GDP per capita in the 12 TPP partner countries, 2014
in thousands

Figure 1

 

  

 
 
 
 
 
Time line: Trans-Pacific Strategic Economic Partnership between Chile, 

Brunei, New Zealand and Australia since 2006; 1st round March 
2010 in Melbourne, 19 official rounds, conclusion of negotiations 
in Atlanta, USA, October 5, 2015 
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government procurement, intellectual property, investment, la-
bour, legal issues, market access for goods, rules of origin, sani-
tary and phytosanitary standards, technical barriers to trade, tele-
communications, temporary entry, textiles and apparel, trade rem-
edies 

 
Some facts: GDP:   28 tn. USD (37% of world GDP) 
   Population: 802 Mio (11% of world population) 
   Trade:  4,5 tn. USD (19% of world trade) 

Vietnam  

Brunei  

GDP: 0.02 tn. USD 
Population: 0.4 Mio. 
Since 2005  

Malaysia  

GDP: 0.3 tn. USD 
Population: 30 Mio. 
Since 2010  

GDP: 0.2 tn. USD 
Population: 91 Mio. 
Since 2008  

Canada  

GDP: 1.8 tn. USD 
Population: 36 Mio. 
Since 2012  

USA  

GDP: 16.8 tn. USD 
Population: 320 Mio. 
Since 2008  

Mexico  

GDP: 1.3 tn. USD 
Population: 118 Mio. 
Since 2012  

Peru  

GDP: 0.2 tn. USD 
Population: 31 Mio. 
Since 2008  

Chile  

GDP: 0.3 tn. USD 
Population: 18 Mio. 
Since 2002  

Singapore  

GDP: 0.3 tn. USD 
Population: 5 Mio. 
Since 2002  

Australia  

GDP: 1.5 tn. USD 
Population: 24 Mio. 
Since 2008  

New Zealand  

GDP: 0.2 tn. USD 
Population: 5 Mio. 
Since 2002  

Japan  

GDP: 4.9 tn. USD 
Population: 127 Mio. 
Since 2013  

Figure 2
Trans-Pacific Partnership (TPP)

Source: Authors‘ conception.
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exist do. We describe the method-
ology in more detail below.

Some facts about the TTP 
partners

The following illustration demon-
strates key facts about the reach 
of TPP. The agreement would 
cover roughly 40 percent of world 
GDP, 10 percent of the world’s 
population and 20 percent of 
world trade. However, the degree 
of heterogeneity is huge. Figure 1 
shows that, in 2014, per capita 
GDP (expressed in current US 
dollar) was over 60,000 US dollars in Australia versus 
just 2,000 US dollars in Vietnam. In purchasing power 
parities (PPP), discrepancies look similarly large.2 
Peru, Mexico, Malaysia and Chile are substantially 
richer than Vietnam, but the per capita income of the 
richest of these countries, Chile, is still just one quar-
ter of the Australian level.

Figure 3 reveals another two dimensions of heteroge-
neity. First ly, the TPP agreement is very heavily domi-
nated by the economic clout of the United States. The 
figure ranks TPP member states according to falling 
GDP, measured in current US dollars. The solid red 
line in the illustration shows the cumulated share of 
countries of total TPP GDP. The United States ac-
counts for almost 62 percent of TPP’s economic pow-
er; and when combined with the other rich OECD 
countries Japan, Canada and Australia, this share ris-
es to about 90 percent. Together, 
Vietnam and Brunei add less than 
1 percent to total TPP GDP.

In terms of recent growth rates 
(of GDP in constant 2005 US dol-
lars), however, it is the countries 
with smaller GDPs that have 
tended to grow faster (with the ex-
ception of ultra-rich Brunei and 
New Zealand). The TPP region as 
a whole featured an average 
growth rate of real per capita in-
come of over 4 percent over the 
last ten years, according to World 

2 In the current context, income per per-
son should be measured in the currency 
which is used for international trans actions.

Bank data. The TPP countries form a dynamic region, 
and the region’s rising income level makes it an increas-
ingly attractive market for companies from the United 
States and Europe. Looking to the future, this is why 
the agreement makes sense to the United States and 
why it may pose threats to Europe.

Finally, Figure 4 shows that the TPP members differ 
dramatically with respect to their degree of openness 
as measured by total trade (goods plus services) as a 
fraction of GDP. Singapore is the world’s most open 
economy: exports plus imports amount to almost 
360 percent of GDP. In the United States, in contrast, 
this share is just 30 percent.

This heterogeneity explains the difficulties in finding 
common ground and also accounts for the fact that 
the agreement has a strong focus on development  
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related aspects such as labour and environmental 

issues.

Including China: the Free Trade Area of the 
Asia-Pacific

Other countries, which are currently excluded from 

the TPP agreement, have signaled their interest in 

joining the agreement. These countries are Colombia, 

Philippines, Thailand, Indonesia, Taiwan and South 

Korea. 

China is not yet a member of this group. However, it 

has advocated another big trade policy initiative in 

Asia at the APEC (Asia-Pacific Economic Coopera-

tion) summit in Beijing in November 2014, which 

brings the TPP countries, and other Pacific Rim coun-

tries including China together into a Free Trade Area 

of the Asia-Pacific (FTAAP). APEC leaders agreed to 

launch ‘a collective strategic study’ on the FTAAP 

and instruct officials to undertake the study, consult 

stakeholders and report the result by the end of 2016. 

However, the idea of a free trade area spanning the 

Pacific has been around for almost 50 years. 

Although originally proposed by the United States, 

the push for a Free Trade Area of the Asia-Pacific has 

not been welcomed by the United States, which ap-

pears to have resisted conducting a full feasibility 

study. The United States does not seem to want 

FTAAP negotiations to start before TPP is complet-

ed. TPP would give the United States more pre-emi-

nence in the Asia-Pacific region than an FTAAP that 

also includes China and Russia.

An FTAAP agreement would be even bigger than 

TPP. It would cover 21 countries, including two of the 

world’s three largest economies, and many other fast 

growing countries. In total, it would account for 

2.7 billion consumers, 40 percent of the world’s popu-

lation. It would cover 56 percent of world GDP, i.e. 

43 trillion US dollars. In terms of economic size, the 

agreement would be truly gigantic, making the TTIP 

agreement that the EU is negotiating with the United 

States look like a minor undertaking. 

For the time being, it is unclear how comprehensive 

and deep an FTAAP could be. This would depend on 

the precise mix of countries that engage in negotia-

tions. It is hard to imagine trade talks between the 

United States and Russia, both being APEC members. 

Negotiations between China and the United States 

would also imply a full turn-around of the contain-

ment strategy pursued by the United States with re-

gard to China over the last decade. Petri et al. (2014) 

have described FTAAP as an intermediate agreement, 

less-ambitious than TPP, but more so than the 

Regional Comprehensive Economic Partnership 

(RCEP) agreement that China is pursuing with 

ASEAN countries (many of which are either in TPP, 

or on the list of interested countries) and other major 

trade partners such as India.

In any case, the Chinese initiative, and its endorsement 

at the APEC summit shows that regional economic in-

tegration in South and East Asia is likely to progress 

in the future in one way or another. TPP, RCEP and 

FTAAP take different forms and have different levels 

of ambition for the countries included. Yet, they will 

all affect Germany, Europe, and the other countries 

left out. Their size will make them potentially relevant 

for the entire world trade order. Below, we not only 

look at the effects TPP could have on countries around 

the world, but also study the FTAAP agreement. This 

will show how costly it is to exclude China, and which 

additional advantages a larger regional agreement 

would possibly deliver.

Modelling the effects of trade agreements

To simulate the effects of  a trade agreement such as 

TPP or FTAAP, one needs a model of  the world 

economy that accounts for countries’ different levels 

of  development, for their different geographical loca-

tions, the particular structure of  their cultural, lin-

guistic and political bilateral ties. A model that is able 

to do this is the one developed by Caliendo and Parro 

(2015). Aichele et al. (2014) have added non-tariff  

barriers and services sectors to this model, and have 

prepared it for the ex-ante analysis of  trade agree-

ments.3 The key idea is to provide a mathematical 

framework that is able to replicate the structure of 

world trade, of  sectoral value added, and of  aggre-

gate incomes at the country-level as it is observed in 

the status quo data. This is no easy task, because the 

world consists of  roughly 170 independent nations, 

and so there are 170  times 169 possible trade links 

(28,730) in each of  the 30 sectors of  economic activity 

that we model. 

3 For a more detailed analysis than we can reasonably provide here, 
we refer the reader to the mentioned papers.
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The status quo situation takes account of the structure 

of trade barriers as they exist in the data: tariffs, and the 

sum of all other barriers that hinder the flow of goods 

and services across international borders. Some of 

these barriers are given by nature, such as geographical 

distance, or have been formed by thousands of years of 

history, such as language ties. Others can be changed by 

trade agreements. These non-tariff barriers are hard to 

quantify empirically. The nice feature of the employed 

model is that the level of these barriers need not be 

known; it is enough to know the expected change of 

these barriers due to the proposed agreement.

To define an appropriate scenario, one could simply 

assume changes in these barriers. This is not what we 

do in this paper. Rather, we assume that the proposed 

agreements, both TPP and FTAAP will be as success-

ful in reducing non-tariff  barriers between member 

states as other, comparable agreements. We use data 

from Dür et al. (2014), who have classified hundreds 

of existing trade agreements with respect to their 

depth. In our setup, the studied trade agreements are 

more than just about tariffs, but they fall short of the 

most ambitious agreements that reach deep into non-

tariff  barriers, such as NAFTA or the EU.

The simulations we report below answer the following 

question: what if, in the world as we observe it today, 

there were a trade agreement between the TPP coun-

tries that is as comprehensive and as deep as other me-

dium-depth agreements that already exist?

The simulations return a wealth of data on things like 

changes in the sectoral trade structure, the sectoral 

value added, total income, prices and the price indices 

of all countries. In this brief  report, we limit ourselves 

to describing the effects on real per capita incomes. 

Trade, of course, is not an objective per se; whether an 

agreement is successful or not is measured by its effect 

on average incomes.4

Changes in per capita incomes derive from two sourc-

es: changes in income, expressed in international cur-

rency, and changes in the aggregate price index (i.e. 

the cost of  purchasing a representative basket of 

goods). Due to the agreement, incomes may increase 

as lower trade costs allow countries to specialize more 

strongly in the sectors in which they enjoy a compara-

4 The model, like many others, is silent on distributional conse-
quences within countries. This is a shortcoming. It is worth noting, 
however, that trade may affect the structure of gross incomes. What 
matters, however, for individual incomes are net incomes which are 
shaped by the tax-and-transfer system.

tive advantage, or because they allow the production 

of  specific goods to be concentrated in fewer places, 

therefore enabling economies of  scale. Incomes may 

fall, however, because tariffs on imported goods no 

longer reach the public coffers. The price level may 

fall because lower trade costs imply that foreign 

goods are delivered more cheaply to domestic con-

sumers, and because specialization or economies of 

scale lower production costs of  foreign and domestic 

producers.

In most of the following tables, we use a multi-indus-

try model that replicates the pattern of specialization 

of about 130 countries (and some aggregate regions 

that collect many small countries for which data cov-

erage is insufficient) in about 30 sectors. A key as-

sumption in this exercise is that the technological 

structure of comparative advantage does not change 

due to TPP. This may be correct in the medium run, 

but in the very long run, systemically relevant trade 

agreements may affect sectoral productivity levels 

and, thus, the technological structure of comparative 

advantage. We turn to results provided by Felbermayr 

et al. (2015) to address this issue.

Regional trade agreements do not cover all countries 

of the world. Because they reduce trade costs between 

insiders, but not between insiders and outsiders to the 

agreements, they reduce the competitiveness of out-

siders relative to insiders. This is why these agreements 

are also called ‘preferential’: they extend preferences 

to certain countries, but withhold them from others. 

This leads to trade creation between insiders, and to 

trade diversion between in- and outsiders to the extent 

that they produce similar goods. However, because a 

successful agreement raises incomes in the insider 

countries, and this income is spent on goods from all 

over the world, outsiders can benefit as well. This in-

come (or scale) effect is magnified if  outsider countries 

are strongly tied into value added chains of insiders: in 

such cases, higher production triggers higher demand 

for raw materials, or components. If  these income ef-

fects are strong enough compared to the diversion ef-

fects, then outsiders can actually benefit from a prefer-

ential trade agreement.

The reported numbers are to be understood as the 

long-run effects that materialize over time and are, as 

evidence suggests, (almost) fully available after 

10 years. Since income is a flow variable, an increase 

by x  percent means that incomes are permanently 

higher by this percentage amount for the entire history 
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after the agreement is in full swing, holding all other 
determinants of per capita incomes constant.

The effects of Pacific agreements for members

Table 1 demonstrates the effects that the TPP and the 
FTAAP agreements would have on current real per 
capita incomes. Looking first at the TPP deal, it is 
clear that merely eliminating tariffs would not affect 
per capita incomes much. The reason for this is that 
tariffs are already low between the OECD countries, 
and between TPP members that already have trade 
agreements with each other (as, for example, the 
United States has with Chile or Peru). Only Vietnam 
and New Zealand benefit in a measurable way from a 
tariffs-only TPP. In the case of New Zealand this is be-
cause of the fact that the country has no bilateral 
trade agreements in place with large TPP members 
such as Japan, the United States or Canada.

Looking at the comprehensive scenario, which also 
addresses non-tariff  barriers, it becomes apparent that 
TPP can unlock rather sizeable gains amongst mem-
bers. Again, for the same reasons as those explained 
above, New Zealand turns out to be the biggest win-
ner, with long-term benefits as large as 6 percent. Poor 
countries, such as Vietnam, also have a lot to gain 
from better market access to large and mature econo-

mies such as the United States or Japan. The latter 

also stand to benefit, but at a lower rate of about 

2  percent. The country with the smallest gains is 

Singapore. Not surprisingly, Singapore is one of the 

most open economies of the world, it is already ex-

tremely specialized, and its overall openness cannot 

increase by as much as is possible elsewhere. Interes-

tingly, Mexico, a TPP partner, could actually stand to 

lose from the agreement. The reason for this is prefer-

ence erosion, as Mexico, a NAFTA member, runs al-

most 80 percent of its export business with the United 

States. If  other countries, and particularly Japan, en-

joy better access to the US markets in crucial indus-

tries such as automotive, this could crowd out Mexican 

producers and hurt the Mexican economy. However, 

the simulated loss is small (– 0.08 percent).

Looking at countries in the Pacific region that are ex-

cluded from TPP, one observes some slight losses for 

China (– 0.08 percent) or Thailand (– 0.12 percent). 

These countries are hurt by trade diversion, but the 

damage is limited due to increased demand for their 

products as TPP countries grow richer and produce 

and consume more. Other outsiders, such as Indonesia, 

actually stand to gain, if  only slightly, as the demand 

effect outweighs trade diversion.

Turning to the FTAAP scenario, which is defined in 

the same way as TPP with the difference that it covers 

additional countries, we may state 

that all countries (except Mexico) 

would gain from the elimination 

of tariffs. Countries with sizeable 

tariff  protection, such as Taiwan 

or Thailand could gain hand-

somely. Other countries benefit 

substantially more than under the 

TPP scenario; again, the reason is 

that tariff  barriers amongst the 

additional FTAAP members are 

still high. Looking at the compre-

hensive scenario, FTAAP benefits 

everyone in the group, including 

Mexico. Countries with strong 

trade ties, but no existing free 

trade agreement with China, will 

benefit most. Compared to TPP, 

the United States has only mod-

est advantages from FTAAP. 

While better access to the Chinese 

market is a big prize, the United 

States is not particularly competi-

Table 1  
 
 
 
 
 
Effects of TPP and FTAAP on real per capita income in insider countries, % 

  
Membership 

Real income change (in %) 
TPP FTAAP 

  
TPP FTAAP tariffs 

Compre-
hensive 

tariffs 
Compre-
hensive 

Australia yes yes 0.06 4.52 0.73 7.04 
Canada yes yes 0.01 2.08 0.07 3.43 
Chile yes yes 0.04 0.13 0.19 0.58 
China no yes – 0.04 – 0.08 0.95 5.89 
Hong Kong no yes 0.00 – 0.06 0.39 4.45 
Indonesia no yes 0.00 0.02 0.95 3.20 
Japan yes yes 0.08 2.17 0.46 3.82 
South Korea no yes – 0.02 – 0.07 0.77 4.33 
Mexico yes yes – 0.03 – 0.08 – 0.01 0.59 
Malaysia yes yes – 0.09 3.11 1.86 7.62 
New Zealand yes yes 0.33 6.33 0.95 9.05 
Peru yes yes – 0.01 2.40 0.02 3.55 
Philippines no yes – 0.03 0.05 0.18 2.87 
Russian 
Federation 

no yes 0.00 0.08 0.29 6.14 

Singapore yes yes 0.01 0.86 0.82 3.31 
Thailand no yes – 0.09 – 0.12 1.61 5.93 
Taiwan no yes – 0.05 – 0.07 1.94 10.77 
United States of 
America 

yes yes 0.02 1.95 0.10 2.79 

Vietnam yes yes 0.70 5.38 0.40 8.18 

Source: Authors’ calculations. No data for Brunei and Papua New Guinea.  
 

Table 1
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tive in China and faces the risk of losing market shares 

in other countries, such as Japan, which would, 

through FTAAP, attract more competitors from 

China. In a sense, the costs of containing China do 

not turn out to be very large for the United States. 

Maybe this is the reason why the United States fo-

cused on TPP rather than on FTAAP.

The effects on world regions

Next, we turn to other world regions. Table 2 reports 

aggregate (i.e. population weighted) gains from TPP 

and FTAAP in major economies or world regions. For 

non-TPP or non-FTAAP countries, the key question is 

whether the damaging trade diversion effects are offset 

by positive demand effects. This is an empirical ques-

tion that the simulation exercise can answer. The same 

table documents that the average world citizen benefits 

from both TPP and FTAAP, but the gains obtained by 

insiders are many times bigger than those for outsiders. 

The only big economic entity to lose from TPP is 

China. However, the damage is very limited and statis-

tically indistinguishable from zero. The same is true for 

the EU27, which also remains largely unscathed. 

Growth in the TPP region triggered by TPP boosts de-

mand for European products and this keeps the nega-

tive trade diversion effects at bay. Maybe this is the rea-

son why EU trade commissioner Malmström wel-

comed the political breakthrough of 5 October.

FTAAP would be much more beneficial globally than 

TPP, as it would leave world GDP almost 4 percent 

higher. This is due to its larger economic size: adding 

China and ASEAN countries (including regional 

heavy-weights such as Indonesia) does make a very 

significant difference. China and the ASEAN coun-

tries would register benefits of 6 percent and 5 per-

cent, respectively, if  they gained improved access to 

the US, Japanese and Canadian markets (amongst 

others). It also turns out that resource rich countries, 

from which China sources, would benefit massively. 

This is true for the South African Customs Union 

(SACU), oil producing countries, or Sub-Sahara 

Africa. In other words, FTAAP is much better for the 

world as a whole than TPP, while the advantage to the 

United States is only minor.

Zooming in on Europe

Table 3 sheds a closer look on the effects of Pacific 

trade agreements on Europe and Germany. Overall, 

the TPP agreement has no measurable effect on 

Europe. Apparently, trade diversion and income ef-

fects neatly cancel each other out. Behind the averag-

es, some countries are affected more than others. 

Malta, for example, a major global supplier of ship-

ping services, could benefit from TPP by 0.3 percent. 

The same is true for Greece, albeit at a lower rate. 

Germany, on the other hand, is likely to lose out 

slightly (– 0.04 percent), the same is true for countries 

with similar comparative advantage or with strong 

production ties to Germany (Austria, Czech Republic, 

the Netherlands, Slovak Republic). The effects are, 

however, statistically indistinguishable from zero.

By contrast, the larger FTAAP agreement would have 

larger effects on European countries. If it were limited 

to tariffs, Germany would lose 0.23 percent, but the 

very substantial income effects triggered by an agree-

ment that does address non-tariff barriers generates far 

more positive effects. Europe, despite being an outsider, 

would gain 3 percent; this is more than the gains that 

the United States, an insider, can expect. The reason is 

that Europe would benefit far more than the United 

States from an increase in global demand since it is 

more open. That it overtakes the United States is, how-

ever, a surprise. The gains are supported by strong ben-

efits in Britain, but also in France, Germany, or Spain.

Table 2  
 
 
 
 

Real income effects of Pacific mega regionals 
on world regions 

 
TPP FTAAP 

Alianza del Pacifico 0.14 1.15 
ASEAN 0.87 4.70 
Australia & New Zealand 4.77 7.32 
Canada 2.08 3.43 
Central Asia 0.06 7.75 
China – 0.08 5.80 
East Asia 1.74 3.92 
EFTA 0.03 3.00 
EU27 0.02 2.90 
Eurasian Customs Union 0.07 5.84 
Latin America & Caribbean 0.16 5.06 
MENA 0.08 6.35 
MERCOSUR 0.00 2.64 
Oceania 0.25 9.36 
Oil exporters 0.38 11.75 
Rest of Europe 0.10 3.12 
SACU 0.08 7.48 
South Asia 0.04 3.54 
Sub-Saharan Africa 0.07 8.27 
Turkey 0.04 2.41 
USA 1.95 2.79 
World 0.84 3.67 

Source: Authors’ calculation. 
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These results show very clearly how strong global 

trade links can multilateralize the gains from trade 

arising from systemically relevant regional deals. As 

China grows richer from FTAAP, its trade partners 

benefit too. An old truism is confirmed again: growth 

in one region in the world need not be harmful to oth-

er regions if  it is due to productivity improvements.

Flexible comparative advantage

The results discussed so far come from microeconomic 

simulation results that take sectoral detail into account 

and also consider global value chains. In order to ad-

dress third country effects, such a perspective is prefer-

able to a macroeconomic view, which does not distin-

guish between different industries and, thus, may over-

state trade diversion effects. However, the macro per-

spective implicitly assumes that the comparative ad-

vantages of countries are malleable in the long run. In 

other words, with technology transferable internation-

ally, the only driver of cross-country differences in 

GDP per capita is the endowment with human capital. 

In other words, even if  countries specialize in certain 

industries in the baseline equilib-

rium, the long-run pattern can 

change. So specialization patterns 

do not provide much of a defence 

against trade diversion effects. 

With TPP, Asian countries will 

move into producing products 

that have traditionally been pro-

duced in Europe. As they move 

into new industries, any income 

expansion in the TPP or RCEP re-

gions will also lead to smaller de-

mand effects generated by Europe, 

as a larger share of the new de-

mand will be satisfied by local 

producers.

Table 4 shows the simulated 

changes in real per capita income 

from the macro study of Fel-

bermayr et al. (2015). The gains 

predicted for most TPP members 

are larger than in the micro study 

presented in the previous chap-

ters. But the sorting of the coun-

tries is roughly similar, with New 

Zealand benefitting the most, and 

Mexico and Chile the least. Again, Mexico, a TPP 

partner, could actually stand to lose from the agree-

ment, as could Chile. The reason is preference erosion, 

particularly with the United States.

In Felbermayr et al. (2015), all welfare changes for 

European countries are expected to turn out negative. 

The size of the effects, however, is not very large. 

Countries with strong ties to the United States lose 

heavily from TPP. Moreover, smaller economies tend 

to lose more than larger ones (Finland, Baltic coun-

tries). Countries that are very open with respect to the 

entire world lose less (Austria, Belgium and the 

Netherlands). 

The macro results describe a worst-case scenario for 

Europe, because they show larger diversion and small-

er income effects than models that take the currently 

observed patterns of comparative advantage as fixed. 

While these patterns are probably much less fungible 

than the macro studies implicitly assume, the results 

are still illustrative: they are a strong warning against 

not taking the global shifts due to large regional trade 

policy initiatives seriously enough.

Table 3  
 
 
 
 

Real income effects of Pacific mega regionals in Europe (%) 

  

TPP FTAAP 

Comprehensive Tariff only Comprehensive Tariff only 
European Union 0.02 0.00 2.90 – 0.08 
Austria – 0.03 0.00 2.36 – 0.11 
Belgium 0.11 0.00 5.24 – 0.18 
Bulgaria 0.11 0.01 4.61 0.06 
Cyprus 0.18 0.01 6.44 0.23 
Czech Republic – 0.05 – 0.01 1.47 – 0.26 
Germany – 0.04 0.00 2.48 – 0.20 
Denmark 0.04 0.00 3.09 – 0.03 
Spain 0.06 0.00 2.62 0.02 
Estonia 0.12 0.01 5.51 0.11 
Finland 0.03 0.00 3.79 – 0.17 
France 0.04 0.00 2.60 – 0.04 
United Kingdom 0.06 0.00 3.57 0.01 
Greece 0.13 0.01 4.64 0.13 
Hungary 0.00 0.00 2.42 – 0.27 
Ireland 0.03 – 0.02 5.84 – 0.42 
Italy 0.02 – 0.01 2.18 – 0.08 
Lithuania 0.19 0.01 7.93 0.18 
Luxembourg 0.14 0.00 6.25 0.02 
Latvia 0.16 0.01 5.78 0.32 
Malta 0.30 0.00 31.46 0.16 
Netherlands – 0.02 – 0.01 1.70 – 0.18 
Poland 0.06 0.00 3.16 – 0.02 
Portugal 0.08 0.00 3.17 0.08 
Romania 0.08 0.01 3.01 0.12 
Slovakia – 0.02 0.00 2.73 – 0.24 
Slovenia 0.07 0.00 3.70 – 0.02 
Sweden – 0.03 0.00 2.60 – 0.11 

Source: Authors’ calculation. 
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Sectoral effects in Europe and Germany

Next, we turn to sectoral effects and focus on Europe 

and Germany. This shows where vulnerabilities and 

opportunities may lie. Table 5 ranks the sectors in 

Europe according to their relative importance in the 

world. For example, about 51 percent of world value 

added in the business services industry is generated in 

Europe. The Pacific agreements would slightly reduce 

this share, but only, if  they involve reductions in non-

tariff  barriers. The metals and the leather industries, 

where the EU has large shares of global value added, 

could see sizeable reductions in their relative global 

weight if  FTAAP is realized but not with TPP. 

The same holds true for the automotive industry, albeit 

on a much larger scale. This is the only sector that faces 

a sizeable threat from TPP. However, this threat is 

dwarfed by what FTAAP could bring. The simulations 

suggest that Europe’s share in global value added, to-

day around 37 percent, could fall by almost 18 percent-

age points to 19 percent. This would be a dramatic evo-

lution mostly driven by a strong integration of the 

Asian production network (into non-TPP member 

countries such as China, Thailand, 

or Indo nesia) and a resulting mas-

sive improvement in the relative 

competitiveness of car producers 

based in Japan, South Korea and 

China in world markets, including 

Europe. Interestingly, this effect 

does not hinge on whether the 

United States is part of FTAAP or 

not. It is really about a stronger in-

tegration of business processes in 

Asia. Please note that Table 5 

shows the effects of value added 

generated in Europe by firms that 

may be headquartered around the 

world; it does not account for val-

ue added generated by European 

firms in foreign countries like, for 

example, in Asia.

Other sectors in which Europe 

looks vulnerable in the FTAAP 

scenario are textiles, wood, met-

als, but also the agri-food sector. 

These vulnerabilities have various 

reasons and affect different EU 

member states differently. For ex-

ample, stronger competitive pres-

sure for European producers in the agri-food area 

would be mostly driven by the United States, while the 

other mentioned sectors are threatened by higher 

competition from China. Within Europe, it is mostly 

the Southern and Eastern European countries that 

would be affected. This becomes apparent when look-

ing at Table 6, which provides results for Germany. 

For Germany, the Pacific agreements bring opportuni-

ties for the machinery sector, as higher growth in the 

Pacific regions would increase demand for German in-

vestment goods. However, they threaten the motor ve-

hicles sector for reasons explained above.

Conclusions

This paper’s major findings are summarized below:

1. Negotiations on the Trans-Pacific Partnership 

(TPP) agreement are concluded. Now the text has 

to move to the 12 participating countries’ parlia-

ments for ratification. In the United States, TPP 

faces strong opposition, particularly in the 

Democratic Party.

Table 4  
 
 
 

Effects of TPP with flexible comparative advantage, selected countries,  
% of real per capita income 

  %   % 
Austria – 0.15 United States* 2.14 
Belgium – 0.11 New Zealand* 12.66 
Bulgaria – 0.22 Japan* 8.20 
Croatia – 0.22 Singapore* 4.04 
Cyprus – 0.25 Vietnam* 3.75 
Czech Republic – 0.17 Australia* 2.37 
Denmark – 0.19 Peru* 0.89 
Estonia – 0.25 Canada* 0.27 
Finland – 0.28 Bangladesh – 0.13 
France – 0.18 Egypt, Arab Rep. – 0.20 
Germany – 0.19 India – 0.24 
Greece – 0.24 Turkey – 0.24 
Hungary – 0.20 Kenya – 0.26 
Ireland – 0.24 Cameroon – 0.28 
Italy – 0.21 Cote d'Ivoire – 0.39 
Latvia – 0.24 Korea, Rep. – 0.39 
Lithuania – 0.23 Argentina – 0.41 
Luxembourg – 0.13 Cambodia – 0.46 
Malta – 0.26 Colombia – 0.51 
Netherlands – 0.15 Brazil – 0.52 
Poland – 0.20 Morocco – 0.52 
Portugal – 0.26 South Africa – 0.52 
Romania – 0.20 Russian Federation – 0.64 
Slovak Republic – 0.19 Senegal – 0.70 
Slovenia – 0.17 China – 0.86 
Spain – 0.28 Chile* – 1.00 
Sweden – 0.25 Mexico* – 1.13 
United Kingdom – 0.27 Indonesia – 1.28 
Note: * indicates TPP member states. No data for Brunei and Malaysia. 

Source: Authors’ calculations based on Felbermayr et al. (2015). 
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2. A defining feature of the 

agreement is the strong asym-

metry amongst its members: 

the United States accounts for 

over 60 percent of GDP in the 

group of TPP member states; 

yet it relies far less on interna-

tional trade in goods and ser-

vices than its partners. The 

richest TPP country (Austra-

lia) has a GDP per capita (in 

current US dollars) that is 

more than 30 times as large as 

that of the poorest member 

(Vietnam).

3. While no final text on TPP is 

available yet, negotiators had 

to strike a number of difficult 

compromises. While ambi-

tious in many respects, the 

deal does not totally eliminate 

all barriers in the agri-food 

sector, it does not go far in 

services liberalization, and it 

does very little to open public 

pro curement.

4. While a tariffs-only TPP 

would not be worth much, a 

medium-depth agreement (re-

ducing tariffs, addressing non-

tariff  barriers such as in com-

parable other existing agree-

ments), TPP can raise incomes in the member 

states and in the world.

5. TPP raises real world income by about 1 percent. 

However, insiders to the deal (such as Australia, 

Vietnam or the United States) reap the benefits 

(5 percent, 5 percent and 2 percent, respectively), 

while outsiders either benefit or lose marginally. 

China loses from TPP, as it suffers more from 

trade diversion than other countries. Losses are, 

however, only minor.

6. The FTAAP agreement, which in contrast to TPP 

includes China, would be much better for the 

world than TPP, as it could boost world income by 

almost 4 percent. All world regions would benefit; 

insiders more than outsiders, but many poor, re-

source rich economies (such as in Sub-Sahara 

Africa), with close ties to China, would benefit 

handsomely.

7. For the United States, FTAAP is only marginally 

better than TPP. This is because both agreements 

Table 5  
 
 
 

The EU’s Importance in global sectoral value added with TPP and FTAAP 

  

Initial share 
in world 

value 
added (%) 

Change in world value added share  
(%-points) 

TPP FTAAP 
Compre-
hensive 

Tariffs 
only 

Compre-
hensive 

Tariffs 
only 

Business services nec 51.08 – 0.17 – 0.02 – 0.88 – 0.28 
Metal products 42.42 0.08 – 0.03 – 2.05 – 0.64 
Leather 41.25 – 0.02 – 0.10 – 3.14 – 3.60 
Paper 37.79 – 0.12 – 0.02 – 1.58 – 0.39 
Machinery nec 37.30 0.16 – 0.02 0.71 – 0.68 
Motor vehicles 36.56 – 1.48 – 0.06 – 17.98 – 0.85 
Food, processed 36.33 – 0.15 – 0.02 – 1.37 – 0.76 
Chemicals 35.03 0.04 – 0.04 1.27 – 0.88 
Construction 33.75 – 0.10 0.00 – 0.97 – 0.25 
Manufactures nec 33.60 – 0.09 – 0.02 – 0.47 – 0.35 
Mineral products 32.95 – 0.07 – 0.01 – 0.49 – 0.49 
Recreational services 32.61 – 0.11 0.00 – 0.83 – 0.22 
Textiles 32.04 – 0.01 – 0.07 – 2.24 – 2.48 
Communication 31.41 – 0.09 0.00 – 0.50 – 0.16 
Air transport 31.06 – 0.28 0.01 – 1.04 0.41 
Other services 29.84 – 0.15 – 0.01 – 1.06 – 0.29 
Transport nec 29.48 – 0.16 – 0.01 – 1.03 – 0.15 
Electricity 28.93 – 0.14 – 0.02 – 1.00 – 0.34 
Wood 27.58 – 0.06 – 0.02 – 3.58 – 0.26 
Electronics 24.39 – 0.07 – 0.02 0.32 – 0.25 
Ferrous metals 23.48 – 0.37 – 0.14 – 1.07 – 0.56 
Metals nec 21.24 – 0.35 – 0.03 – 5.89 – 0.27 
Insurance 20.87 – 0.06 0.00 – 0.04 – 0.01 
Water 20.73 – 0.11 – 0.02 – 0.85 – 0.24 
Financial services nec 20.42 – 0.04 0.00 – 0.26 – 0.09 
Trade 18.89 – 0.09 – 0.01 – 0.71 – 0.17 
Agriculture & food 17.52 – 0.09 – 0.04 – 2.05 – 0.43 
Water transport 15.11 0.08 0.00 – 0.51 0.16 
Gas 13.54 – 0.02 0.00 0.11 0.07 
Dwellings 11.62 – 0.10 0.00 – 0.65 – 0.18 
Mining   5.74 0.02 0.01 1.22 0.05 
Total 29.74 – 0.14 – 0.01 – 1.16 – 0.35 

Source: Authors’ calculation. 
 
 

Table 5

do not cut very deeply in areas where the United 

States is competitive in China (such as services), 

but increased competition from China in TPP mar-

kets would put additional pressure on US firms.

8. For Europe, an outsider to both TPP and FTAAP, 

the latter is much more beneficial than the former. 

FTAAP could unlock very substantial gains in 

China, which would spill over to Europe through 

the strong production networks that have emerged 

between these regions over the last two decades. 

While TPP leaves Europe essentially unaffected, 

FTAAP could lead to additional income of 3 per-

cent, almost as much as the Unites States, an in-

sider to FTAAP, could expect.

9. The optimistic outlook for Europe, however, de-

pends on a given technological structure of com-

parative advantage. If  the latter changes as a result 

of TPP, more sizeable losses could materialize. 

The same is true for China, which would lose 

much more (– 0.9 percent) than the EU (– 0.2 per-



64CESifo Forum 4/2015 (December)

Special

cent), while effects on TPP in-

siders would remain qualita-

tively similar to the case of 

fixed comparative advantage.

10. Across all sectors, both TPP 

and FTAAP imply market 

share losses for EU and 

German industries. This does 

not mean that most industries 

shrink due to the trade pacts, 

but it does reflect an impor-

tant shift in the competitive-

ness of the old continent. 

11. On the sectoral level, TPP 

turns out to be a particular 

threat to the European and the 

German automotive indus-

tries. This is even more pro-

nounced in the case of FTAAP, 

where Germany’s share in 

global value added could fall 

by almost 50 percent. This 

massive effect is explained by 

the fact that the Pacific agree-

ments are expected to strongly 

reduce barriers in this industry, 

meaning that trade diversion 

effects could be sizeable. It is 

worth noting, however, that the 

numbers report value added in 

Germany, not value added 

generated by German firms 

outside Germany.

12. The machinery and chemicals industries in Ger-

many could benefit from both TPP and FTAAP. 

The reason is that the former benefits strongly from 

higher growth abroad (due to increased investment 

demand), while the latter is sheltered as non-tariff  

barriers in this area are not assumed to change 

much between TPP and FTAAP partners.
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Table 6  
 
 
Germany’s importance in global sectoral value added with TPP and FTAAP 

  

Initial 
share in 
world 
value 

added (%) 

Change in world value added share  
(%-points) 

TPP FTAAP 
Compre-
hensive 

Tariff 
only 

Compre-
hensive 

Tariff 
only 

Machinery nec 12.40 0.09 – 0.01 0.45 – 0.20 
Motor vehicles 10.80 – 0.56 – 0.02 – 5.23 – 0.24 
Business services nec 10.39 – 0.04 0.00 – 0.25 – 0.06 
Metal products 10.28 0.01 – 0.01 – 0.47 – 0.13 
Chemicals 7.70 0.07 – 0.01 0.68 – 0.19 
Recreational services 7.10 – 0.03 0.00 – 0.27 – 0.06 
Paper 6.95 – 0.02 0.00 – 0.28 – 0.08 
Manufactures nec 6.49 – 0.01 0.00 – 0.12 – 0.07 
Air transport 6.28 – 0.04 0.00 – 0.30 0.08 
Electronics 6.17 0.01 0.00 0.26 – 0.04 
Food. processed 5.85 – 0.02 0.00 – 0.25 – 0.14 
Electricity 5.61 – 0.03 0.00 – 0.21 – 0.07 
Wood 5.34 0.00 0.00 – 0.63 – 0.05 
Mineral products 5.34 0.00 0.00 – 0.02 – 0.09 
Other services 5.17 – 0.03 0.00 – 0.22 – 0.06 
Trade 4.86 – 0.03 0.00 – 0.23 – 0.05 
Communication 4.80 – 0.02 0.00 – 0.13 – 0.03 
Metals nec 4.78 – 0.08 – 0.01 – 1.32 – 0.04 
Transport nec 4.77 – 0.04 0.00 – 0.32 – 0.03 
Leather 4.68 0.01 – 0.01 – 0.44 – 0.54 
Textiles 4.53 0.01 – 0.01 – 0.35 – 0.43 
Ferrous metals 4.35 – 0.06 – 0.02 – 0.17 – 0.10 
Water 4.24 – 0.03 0.00 – 0.23 – 0.05 
Construction 4.16 – 0.01 0.00 – 0.13 – 0.03 
Financial services nec 3.91 – 0.01 0.00 – 0.09 – 0.02 
Insurance 3.46 – 0.01 0.00 – 0.06 – 0.01 
Dwellings 2.76 – 0.03 0.00 – 0.18 – 0.05 
Agriculture & food 1.99 – 0.01 0.00 – 0.28 – 0.05 
Water transport 1.58 0.01 0.00 – 0.14 0.01 
Gas 1.45 0.00 0.00 0.11 0.03 
Mining 0.43 0.01 0.00 0.18 0.02 
Total 5.86 – 0.03 0.00 – 0.26 – 0.07 

Source: Authors’ calculation. 
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The Trade and Jobs nexus 
in europe: how imporTanT 
are mode 5 services 
exporTs?

Lucian cernaT and nuno sousa*

Faced with high unemployment policymakers across 
Europe are under pressure to better identify the drivers 
of new job opportunities. Trade is naturally called to 
the forefront of this reflection. However, today’s com-
plex trade and investment networks make the relation-
ship between openness and labour markets increasing-
ly difficult to map out. Even the accurate quantifica-
tion of the number of jobs (and associated income) 
that are supported by exporting activities in a given 
country is nowadays a complex exercise. It requires go-
ing beyond employment in the exporting firms to also 
take into account the many jobs in upstream activities, 
which increasingly span across borders. The European 
Commission’s Joint Research Centre (DG JRC) and 
DG TRADE have recently pub lished a comprehensive 
set of indicators (see Arto et al. 2015) that does just 
that, using the information contained in the latest re-
lease of the World Input-Output Database (WIOD).1 

This extensive body of evidence puts forward a good 
case for the importance of exporting firms as providers 
of good employment opportunities for EU citizens. It 
also points out the shifting profile of the jobs that EU 
exports support across Europe and beyond. 

More and more jobs in the EU are supported by 
exports to the rest of the world 

Between 1995 and 2011 employment across the EU 
supported by exports to the rest of the world has in-

1 The WIOD database provides a time-series of world input-output 
tables for forty countries worldwide covering the period from 1995 to 
2011. It was funded by the European Commission as part of the 
7th  Framework Programme. More information on the database is 
available at: http://www.wiod.org.

creased by 67 percent to reach 31.1 million jobs. This 

has outpaced the overall employment creation in 

Europe. As a result the jobs supported by exports rep-

resented 14 percent of total employment in 2011, up 

from 9 percent in 1995. 

The sales of goods and services to the United States, 

China, Russia, and Turkey alone supported almost 

11 million jobs in the EU, reflecting the importance of 

these large markets for those working in Europe. In ad-

dition, the geographic footprint of export-supported 

employment across Member States sheds light on the 

intra-EU production chains that underpin EU export 

competitiveness. In 2011, on average 84 percent of the 

employment supported by extra-EU sales of goods 

and services was in the Member State from where the 

shipments were made (down from 87 percent in 1995). 

The remaining 16 percent (13 percent in 1995) of the 

jobs were in other Member States that supplied inputs. 

Germany is clearly a main hub in these intra-EU value 

chains. German exports to the rest of the word sup-

ported over 6 million jobs in Germany but also 1.3 mil-

lion jobs across the rest of Europe. French exports to 

the rest of the world were the second most important 

driver of export-related jobs in other Member States 

(around 500,000 jobs), followed by Italy (370,000 jobs) 

and Britain (340,000 jobs).

The value chains of European exporters also span be-

yond the EU borders as they increasingly rely on for-

eign inputs. This clearly shows in the employment data. 

EU exports to the rest of the world support a growing 

number of jobs outside its borders reaching a total of 

19.2 million in 2011 (10 million more than in 1995). 

Exports support good and better paid jobs 

Exporting activities have contributed to the upgrading 

of the EU employment base. Around half  of export-

supported jobs in the EU are medium-skilled (this 

share has been fairly constant since 1995). However 

the share of high skilled jobs in employment support-

ed by exports increased from 14 percent in 1995 to 

24 percent in 2009, while the share of low skilled jobs 

fell from 38 percent in 1995 to 25 percent in 2009. This 

* European Commission. The views expressed herein are those of the 
authors and do not necessarily reflect an official position of the 
European Commission.
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mirrored the changes in the structure of EU total 

employment.

But what it is even more interesting is that the new 

data show that on average export-related jobs in the 

EU are better paid than jobs in the rest of the econo-

my. In 2009 the labour compensation premium for ex-

port-supported jobs was apparent across the full spec-

trum of skills: ranging from 5 percent for low-skilled 

jobs and 9 percent for medium-skilled jobs, to 16 per-

cent for high-skilled jobs (see Figure 1).

The growing importance of mode 5 services exports

Despite the growing number of jobs in the EU that are 

supported by services exports to the rest of the world 

(from almost 5 million in 1995 to over 11 million in 

2011), manufacturing exports are still responsible for 

around 60 percent of all EU jobs linked to exports. 

However, manufacturing exports 

support in fact many services jobs, 

thanks to the so-called mode 5 ser-

vices (see Cernat and Kutlina-

Dimitrova 2014). In 2011 mode 5 

services exports (i.e. services in-

puts embodied in exports of the 

primary and manufacturing sec-

tors) were behind 40 percent of 

the total employment supported 

by goods exports (up from 31 per-

cent in 1995). This amounted to a 

total of 8 million jobs in 2011 as 

shown in Figure 2. On aggregate 

mode  5 services exports also ac-

counted for a sizeable share of to-

tal EU exports (around 414 billion 

euros) in 2011. This ‘servicifica-

tion’ of employment is particular-

ly strong in the exports of machin-

ery, electrical and transport equip-

ment, and chemical industry. 

The contribution of mode 5 ser-

vices exports to the overall num-

ber of export-supported jobs dif-

fers across Members States. In the 

case of Germany for instance, 

mode 5 service exports supported 

more jobs than all GATS services 

combined. Interestingly, the data 

also show that this servicification 

of the employment base of manufacturing exports is 

increasingly spanning borders as EU exporters rely on 

global supply chains also for services inputs. In 2011 

around 38 percent of foreign jobs supported by EU 

manufacturing and primary goods exports are found 

in services. 

What is the most adequate policy response?

With this short note we wanted to highlight some new 

insights from the most recent and comprehensive data 

on the relationship between exports and employment 

in Europe. First, we noted that an increasing percent-

age of European jobs depend on the ability of EU-

based firms to export goods and services to the rest of 

the world. Second, we noted that the data confirm the 

prior that these jobs tend to be medium or high skilled 

and better paid than the average. And finally we high-

lighted that the nature of these jobs is shifting with the 
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changes of production arrangements of EU firms. In 
this context we called the attention to the growing and 
invaluable contribution of mode 5 exports in provid-
ing employment opportunities in Europe. As this phe-
nomenon is due to grow in importance in the future, 
not least because of the acceleration of the digital 
content of goods, it raises some pressing policy 
questions.

Despite the importance of  mode 5 services exports 
the trade rules remains somewhat unclear. In many 
respects, mode 5 services are treated as goods: unlike 
GATS services, most mode 5 services pay duties when 
crossing borders even though the same service could 
be delivered separately (e.g. via mode 1) and subse-
quently incorporated duty-free after importation into 
the final product. However, a small subset of  mode 5 
services is already covered by specific WTO rules, no-
tably Article 8 of  the WTO Customs Valuation 
Agreement, which offers them preferential treatment 
under certain conditions. But that article dates back 
to the GATT era and clearly fails to reflect how tech-
nology has advanced since. For instance, design and 
engineering services are covered but software (a ser-
vice that hardly existed at the time of  those negotia-
tions) is not. 

This opens up a number of trade policy questions to 
consider, both at multilateral and bilateral level. For 
instance, could the custom valuation rules be revised 
to treat key mode 5 services (e.g. design, engineering, 
ICT services) equally (as opposed to the current nar-
row definition of duty-free treatment allowed by the 
WTO customs valuation rules)? Could trade facilita-
tion rules be changes to better reflect the complex in-
terplay between goods and services? Should mode 
5 services feature specifically in future plurilateral ne-
gotiations? Does the current set of WTO rules allow 
the issue to advance in the context of bilateral settings 
via deep and comprehensive FTAs?

Regardless of the answers to these questions, two con-
clusions are clear already. First, services are becoming 
increasingly ‘exportable’. Second, given the profound 
technological transformation of production processes 
that have blurred the dichotomy between services and 
manufacturing mode 5 services exports will probably 
account for a growing share of global trade flows, sup-
porting millions of jobs in Europe and around the 
world. Should global trade rules be changed to better 
nurture this reality? 
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Changes in industrial aCtion: 
a Comparison between 
germany and other oeCd 
Countries 

hagen lesCh*

Introduction

Social peace is one of the most important locational 
advantages to invest and produce in Germany. 
However, starting from a very low level of industrial 
action in 2010, official statistics published by the 
German Federal Employment Agency (BA) show a 
remarkable increase in the number of working days 
lost due to strikes and lockouts. Against this back-
ground, we will first analyse the development of basic 
measures of strike activities since German unification. 
Afterwards, we will have a closer look at structural 
changes in industrial action. In the last part of this 
study, we will compare German figures with interna-
tional ones.

In order to analyse trends of labour disputes in 
Germany, we can use two data sources: 

• The German Federal Employment Agency, which 
is the main source, supplies data on disputes annu-
ally (German Federal Employment Agency 2015). 
The data are based on notifications by the employ-
ers, which are sent to the local employment agen-
cies. Employers are obliged to report in accordance 
with Section 320 (5) of Volume III of the German 
Social Insurance Code (Sozialgesetzbuch III). The 
official statistics only record stoppages involving at 
least ten workers or lasting at least one day unless 
the total number of working days lost in the dis-
pute is 100 or more. Since 2008, the statistics have 
reported smaller stoppages too. The basic data in-
clude the number of strike-affected firms, the num-
ber of workers involved and the number of work-

ing days lost due to strikes and lockouts. The fig-

ures are grouped by industry and by German state 

(also known as the German Bundesländer).

• In addition, since 2004, the Institute of Economic 

and Social Research within the Hans-Böckler-

Foundation (WSI) has published strike statistics, 

which are based on reports of the trade unions 

(Bewernitz and Dribbusch 2014; WSI 2015). This 

alternative database informs about the number of 

disputes, the number of workers involved and the 

working days lost. There is no regional differentia-

tion. Sector differentiation is restricted to the share 

of days lost in the service sector. 

The main source for international comparisons of la-

bour disputes is the International Labour Office 

(ILO), which collects data from the national labour 

agencies. They were published in the ‘LABORSTA’ 

database until 2008 and in the ‘ILOSTAT’ database 

thereafter (ILO 2008 and 2015). The ILO supplies 

data on disputes in different sectors and is therefore 

very useful to analyse inter-industry data (Lesch 

2005). Unfortunately, for some countries, the two da-

tabases are fragmental. To get further information, we 

have to complete ILO-data with national sources. The 

European Trade Union Institute (EUTI 2015) sup-

plies a lot of links to national sources for most of the 

European countries. In addition, data collected by 

Eurofound can also be used (Carley 2003, 2008 and 

2013). The different sources report on the number of 

disputes, on the number of workers involved and on 

the working days lost. In contrast to the reporting 

made by the German Federal Employment Agency, 

the employment agencies in other OECD countries do 

not publish the number of strike-affected firms, but re-

fer to the number of disputes.

The most reliable and most frequently used indicator 

of industrial action is the volume of labour disputes, 

which is often called the strike volume. It shows the 

number of working days lost due to strikes and lock-

outs (Gärtner 1989). For international comparisons, it 

is better to use a normalised strike volume. It is ob-

tained by dividing the number of lost working days by 

the number of employees. This standardisation makes 

it possible to compare smaller economies, which usu-* Cologne Institute for Economic Research (IW Köln).
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ally have fewer working days lost 

due to strikes, with bigger econo-

mies, which usually have more. To 

get a clearer picture of strike ac-

tivity, further indicators can be 

used such as the number of dis-

putes, striker determination and 

striker mobilisation. In order to 

construct striker determination, 

the number of days lost is divided 

by the number of workers in-

volved. This indicates the average 

time spent on strike by each work-

er. Striker mobilisation is ob-

tained by dividing the number of 

workers involved by the number 

of disputes. This indicates the av-

erage number of workers involved in each dispute 

(Aligisakis 1997).

Development of strike volume in Germany

Figure 1 shows the volume of labour disputes (defined 

as the number of working days lost through industrial 

action) over the period 1990 to 2014. The big differ-

ences between the data supplied by the BA and the 

WSI are remarkable. On average, the WSI’s estima-

tions are 3.7 times higher than the official data pub-

lished by the BA. A common result of both sources is 

the obvious fluctuation in strike volume. Some years 

were very conflictual, others very peaceful. In 1992, 

2002 and 2006, more than 300,000 working days were 

lost per year. In 1998, 2000 and 2005, the data show 

less than 20,000 days. The years with the highest num-

ber of days lost are strongly influenced by major con-

flicts such as disputes in the public sector in 1992 and 

2006 or in the metal industry in 2002. Over this period 

of time, major conflicts were responsible for two-

thirds to three-quarters of the overall number of 

working days lost.

Since the data are significantly influenced by major 

conflicts, it is useful to aggregate single years into 

short periods of time. Figure 2 illustrates the develop-

ment of five-year periods since 1990. Starting with 

577,000 days lost in the first period, we can find a 

sharp decline to 99,000 days lost in the second period. 

The third period remained moderate but we can see an 

increase to 191,000 days on average for the years 2005 

to 2009. This number nearly doubled compared to the 

late 1990s. Finally, the last period (2010 to 2014) was 

as peaceful as the late 1990s with 102,000 days lost. 

However, the number of days lost 

increased in this short period of 

time. This trend will continue in 

2015 as preliminary estimations 

have shown.

Structural changes in strike 
activity in Germany

Since the 1990s, strike activity in 

Germany has shifted from pro-

duction industries to service in-

dustries. This trend towards the 

so-called tertiarisation of conflict 

(Bordogna and Cella 2002) is 

shown in Figure 3. In the early 
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1990s, the two main sectors caused a similar share of 

days lost in the whole economy. During the next two 

periods, the share of the production industries in-

creased to 85 and 94 percent. This trend has sharply 

turned around since 2005. In the late 2000s and the 

early 2010s, the service industries accounted for about 

80 percent of the number of days lost in the whole 

economy. It is remarkable that there were single years 

with a high share of days lost in the service sector be-

fore 2006. However, only single years (and not a long-

er period) have been observed since 2006.

Calculations concerning striker determination and 

striker mobilisation show further changes in industrial 

conflicts. Regarding striker determination first, a sin-

gle striker was on strike for 1.8 days on average in the 

early 1990s. As presented in Table 1, this average was 

halved in the late 1990s but has increased since 2005. 

The last figure for the period 2010 to 2014 shows that 

a single striker was on strike for 2.8 days. Therefore, 

striker mobilisation has tripled within the last twenty 

years. A distinction between main sectors shows sig-

nificant differences. In services, a 

single striker was on strike for 

3.6  days on average. This was 

twice as much as a single striker in 

production industries. The high-

est level in determination was 

shown by strikes in services dur-

ing the late 2000s with 5.4 days 

not worked per striker per year. 

This was nine times more than in 

production industries and five 

times more than in services dur-

ing the early 2000s.

Whereas striker determination 

has increased in recent years, the 

degree of striker mobilisation has 

decreased. As presented in 

Table 1, we registered 583 strikers 

per dispute on average per year in 

the late 1990s compared to 

64 strikers per dispute in the last 

period. Both main sectors follow 

this downward trend. However, 

despite a sharp reduction in re-

cent years, striker mobilisation is 

bigger in production industries 

than in service industries. The 

sharp reduction in striker mobili-

sation in production industries is 

due to the great influence of the 

German metal industry. Unlike in previous years, the 

trade union for the metal industry (IG Metall) has 

only called for a bigger warning strike once since 2010 

(in 2013). Workers’ involvement and therefore striker 

mobilisation in such warning strikes are very high.

In an attempt to summarise the main findings con-

cerning changes in industrial conflict in Germany, the 

following conclusions can be drawn:

• There has been a steady decrease in strike activity 

since 1990.

• There has been a strong trend towards the tertiari-

sation of conflict since 2006.

• Striker mobilisation is decreasing while striker de-

termination is increasing.

The last finding is part of  the trend towards the ter-

tiarisation of  conflict. In some service industries such 

as retail, public services or sectors with strike-prone 

craft unions (such as aviation, flight control, railways 

and hospitals), strikes are scaled smaller than in pro-
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Table 1 
 
 
 
 
 
Striker determination and striker mobilisation in Germany from 1990 to 2014 

Striker determination: average time spent on strike by each striker 
 1990/94 1995/99 2000/04 2005/09 2010/14 
Production industries 1.1 0.8 0.9 0.6 1.8 
Service sector 3.9 1.5 1.1 5.4 3.6 
All industries 1.8 0.9 0.9 2.0 2.8 
Striker mobilisation: average number of workers involved in each dispute 
 1990/94 1995/99 2000/04 2005/09 2010/14 
Production industries 682 1,040 620 509 88 
Service sector 128 103 97 68 57 
All industries 327 583 496 176 64 
Note: 1990–1992 only Fed. Rep. of Germany before 3/10/1990. 

Sources: Federal Employment Agency (BA); author's calculations 

 

Table 1
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duction industries (such as warning strikes in the 

metal sector).

Strike volume in international comparison

When interpreting international comparisons of  la-

bour disputes, it should be noted that an exact com-

parison between countries is not possible. There are 

important differences in the methods used to compile 

statistics in individual countries (ILO 1993; Sweeney 

and Davies 1996; Carley 2008 and 2013; Lesch 2010). 

The number of  employees in the analysed 23 OECD 

countries differs. We can expect a positive relation-

ship between the number of  days lost due to indus-

trial action and the number of  employees. This bias 

is eliminated by relating the two numbers to each 

other (Aligisakis 1997). Table 2 summarises the vol-

ume of  labour disputes defined as the number of 

working days lost through strikes and lockouts per 

1,000 employees over the period 1990 to 2014. Fur-

thermore, the table supplies data concerning the 

number of  disputes. In order to smooth out bigger 

fluctuations (see discussion above), the international 

comparison is based on five-year averages instead of 

single years. As far as possible, the calculations in-

clude data for 2014.

When comparing the number of working days lost per 

1,000 employees, sources reveal a wide span of 

results:

• The countries with more than 100 days lost per 1,000 

employees in one or more periods are Australia 

(1990–1994), Denmark (1995–1999, 2005–2009, 

2010–2013), Finland (1990–1994, 1995–1999), 

France (1995–1999, 2005–2009, 2010–2012), Ireland 

(1990–1994, 1995–1999), Italy (1990–1994, 2000–

2004), Canada (all periods excluding 2010–2014) 

and Spain (1990–1994, 1995–1999, 2000–2004).

• The group of countries with consistently less than 

20 days lost per 1,000 employees includes Germany 

(3 to 18 days), Japan (0 to 3 days) and Switzerland 

(1 to 5 days). Poland, Sweden and Slovakia show 

less than 20 days lost since 1995 (Poland: 1 to 

8 days, Sweden: 7 to 16 days, Slovakia: 0 days for all 

periods). The Netherlands, Hungary and Austria 

had less than 20 days in four of five considered pe-

riods. Exemptions are the period 1995 to 1999 in 

the case of the Netherlands and Hungary and the 

period 2000 to 2004 in the case of Austria.

• New Zealand, Britain, the United States, Belgium, 

Norway and Portugal are countries which are in 

the middle of all compared OECD economies. 

Usually, the working days lost lie in a range be-

tween 20 and 99 days.

We find a constant decrease in strike volume espe-

cially in the Anglo-Saxon countries. Between the ear-

ly 1990s and recent years (2010 to 2014), the number 

of  working days lost per 1,000 employees declined 

from 220 to 83 in Canada, from 157 to 17 in Australia, 

from 99 to 12 in New Zealand, from 136 to 10 in 

Ireland, from 37 to 26 in Britain and from 43 to 4 in 

the United States. However, there are some other 

countries with a significant improvement in the strike 

balance. The number of  working days lost shrunk 

from 471 to 61 in Spain, from 79 to 1 in Poland and 

from 55 to 4 in Sweden. Even though the degree of 

improvement is slightly less impressive, this group of 

countries also includes Portugal, where days lost de-

clined from 39 to 24. As far as data are available (up 

to 2009), there is a similar trend in Italy (from 238 to 

46 days). Because of  missing data for the last period 

(2010 to 2014), we cannot calculate whether this 

trend is continuing. When analysing the development 

of  the number of  disputes by country, a similar pic-

ture emerged. This number decreased particularly in 

the Anglo-Saxon economies but also in Portugal and 

Sweden. There is no OECD country with an increas-

ing number of  disputes over a long period of  time 

apart from France (from 1990 to 2004) and Spain 

(from 2000 to 2013). In Germany, we find an increase 

in the number of  strike-affected firms between 1995 

and 2009. However, despite this rise, the number was 

substantially lower than in the initial period from 

1990 to 1994.

All in all, our findings confirm the results of earlier 

studies of strike activity. First, they show that there 

has been a general decline in aggregate strike activity. 

Second, although there was a weak tendency of con-

vergence, the ‘strike league table’ (Vandaele 2011) 

showed remarkable stability over the last two decades. 

Inter-country differences also remained substantial 

(Lesch 2010; Vandaele 2011; Gall 2012). Third, the in-

ter-year variation can be very significant. The general 

decline was often interrupted by sharp peaks, which 

were partly induced by political strikes (Gall 2012). 

Political strikes are defined as collective mobilisations 

in the political, rather than industrial arena (Gall 

2012). Political strikes are often organised as general 

strikes across the whole economy or across the whole 
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public sector. These collective mass protests are often 
short (one day) and targeted to develop political lever-
age over the government as executive or legislator. We 

have to distinguish between such political and ‘eco-
nomic’ strikes, of which the purpose is to reduce the 
employers’ ability to make profit. 

Table 2 
 
 
 
 

Labour disputes in international comparison from 1990 to 2014 
Strike volume (working days lost per 1.000 employees) and number of disputes; annual average rates 
 1990/94a) 1995/99 2000/04 2005/09b) 2010/14c) 
Australia Strike volume 157 89 49 16 17 
 Number of disputes 825 577 695 244 200 
Belgium Strike volume 35 31 69 71 71 
 Number of disputes 40 134 n.a. n.a. n.a. 
Denmark Strike volume 36 300 41 163 100 
 Number of disputes 209 943 951 483 258 
Germanyd) Strike volume 18 3 4 6 3 
 Number of disputes 978 190 257 538 535 
Finland Strike volume 207 129 49 91 50 
 Number of disputes 236 92 90 151 130 
Francee) Strike volume 42 104 93 115 139 
 Number of disputes 1,616 1,794 2,101 n.a. n.a. 
Ireland Strike volume 136 102 41 46 10 
 Number of disputes 43 32 25 13 10 
Italy Strike volume 238 78 121 46 n.a. 
 Number of disputes 941 846 757 632 n.a. 
Japan Strike volume 3 2 0 0 0 
 Number of disputes 268 176 76 59 74 
Canada Strike volume 220 220 170 130 83 
 Number of disputes 440 347 323 192 184 
New Zealand Strike volume 99 26 17 12 12 
 Number of disputes 78 50 34 37 11 
Netherlands Strike volume 17 27 10 6 10 
 Number of disputes 22 18 16 25 20 
Norway Strike volume 72 90 76 21 93 
 Number of disputes 13 17 13 6 8 
Austria Strike volume 7 1 80 0 4 
 Number of disputes 5 0 3 0 1 
Poland Strike volume 79 6 2 8 1 
 Number of disputes 2,956 211 16 2,917 61 
Portugal Strike volume 39 22 17 10 24 
 Number of disputes 294 250 200 133 114 
Sweden Strike volume 55 45 34 6 4 
 Number of disputes 43 16 10 9 7 
Switzerland Strike volume 1 2 5 2 1 
 Number of disputes 3 4 6 4 8 
Slovakia Strike volume 26 0 0 0 0 
 Number of disputes 7 2 0 1 2 
Spain Strike volume 471 151 233 72 61 
 Number of disputes 1,287 768 712 806 909 
Hungary Strike volume 4 33 11 5 3 
 Number of disputes 4 6 6 11 3 
United Kingdom Strike volume 37 22 31 26 26 
 Number of disputes 334 213 163 134 127 
United Statesf) Strike volume 43 38 43 11 4 
 Number of disputes 40 30 24 18 15 
n.a. = not available. – a) Strike volume: Slovakia; Hungary = 1991 to 1994; Germany = 1990 to 1992 only Fed. Rep. 
of Germany before 3/10/1990. Number of disputes: Hungary = 1991 to 1994; Germany = 1990 to 1992 only Fed. Rep. 
of Germany before 3/10/1990. – b) Strike volume: Italy = 2005 to 2008; Portugal = 2005 to 2007. Number of disputes: 
Italy = 2005 to 2008; Portugal = 2005 to 2007. – c) Strike volume: France and Japan = 2010 to 2012; Denmark; New 
Zealand; Norway; Poland; Portugal; Switzerland; Slovakia; Spain and Hungary = 2010 to 2013.  Number of disputes: 
Japan = 2000 to 2012; Denmark; New Zealand; Norway; Poland; Portugal; Switzerland; Slovakia; Spain and 
Hungary = 2010 to 2013. – d) Number of strike-affected firms. – e) Strike volume includes general strikes as far as 
possible; number of disputes only in the private sector excluding transport and general strikes since 2002. –  
f) Excluding work stoppages involving fewer than 1.000 workers and lasting less than a full day or shift. 

Sources: ETUI; ILO; OECD; national sources; author's calculations. 
 

Table 2
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Given the stabilisation of industrial relations in many 

OECD countries, countries with traditionally stable 

industrial relations (such as Germany, Japan, the 

Netherlands, Switzerland and Austria), lose an impor-

tant locational advantage. On the other hand, local 

production conditions in Belgium, France and some 

Scandinavian countries (Denmark, Finland and 

Norway) are deteriorating because the propensity to 

strike has been strengthened.

Based on the time period from 1990 to 2013, the anal-

ysis of the number of working days lost by main sec-

tors shows a different picture. As Table 3 shows, there 

are still economies with more working days lost per 

1,000 employees in production industries than in the 

service sectors. This picture emerges for all periods in 

Australia, Belgium, Italy (until 2008, no data thereaf-

ter), Canada, Portugal (until 2007, no data thereafter) 

and Spain and for four of five periods in Finland and 

the United States. In contrast, a smaller group of 

countries has more working days lost per 1,000 em-

ployees in services than in production industries. This 

group includes Austria, Sweden, Hungary and Britain. 

However, during the last period, the relation tempo-

rarily changed in Austria and Sweden. A third group 

of countries, comprising France, Ireland, Japan, 

Norway, Poland, Switzerland and Slovakia, shows no 

clear picture. We can see a trend reversal in Denmark, 

Germany and in the Netherlands. In these countries, 

the number of days lost per 1,000 employees was high-

er in production industries between 1990 and 2004 but 

higher in the service sector thereafter. In the Nether-

lands, both main sectors were confronted with a simi-

lar number of working days lost.

The trend towards the tertiarisation of conflict – in 

other words, the shifting of strike activity from pro-

duction industries to services – as seen in Germany is 

visible for a majority of countries but it is no common 

trend (Bordogna and Cella 2002). If  we look at the 

percentage of the (non-normalised) number of work-

ing days lost in production industries in relation to 

days lost in the whole economy in Table 4, we can see 

that there are still economies with a share of around 

50 percent and sometimes even more in all periods. 

This is observable for Australia, Italy (until 2008), 

Spain and Portugal (until 2007). Furthermore, there 

are some economies with a share of working days lost 

in production industries of 50 percent and more in at 

least two of the five periods. This group of economies 

includes Finland (since 2000) as well as the Nether-

lands (from 1995 to 2004), Norway (from 1995 to 1999 

and from 2010 to 2013), Poland (from 1995 to 1999 

and from 2010 to 2013) and the United States (from 

1995 to 1999 and from 2005 to 2009).

A particularly high proportion of days lost in the ser-

vice sector is observable in France, Ireland, Sweden 

(apart from 2010 to 2013), Hungary (until 2009, no 

data thereafter) and in Britain. Since 1995, the share 

of working days lost in the service sector has fluctuat-

ed within a range of 76 and 89 percent in France and 

82 and 97 percent in Britain. A similar range existed in 

Austria and Sweden until 2010. However, this changed 

significantly thereafter. To a lower level, Japan is char-

acterized by a high share of days lost in the service sec-

tor too. Furthermore, there are some countries in 

which tertiarisation emerges during the last ten or 

twenty years. This development already started in the 

early 1990s in Denmark and has been observed in 

Australia, Germany and the Netherlands since 2005. 

The share of days lost in the service sector increased 

from 18 to 90 percent and more in Denmark, from 

6  (2000 to 2004) to 73 (2010 to 2013) or 78 percent 

(2010 to 2014) in Germany and from 32 (2000 to 2004) 

to 88 (2010 to 2013) percent in the Netherlands.

Table 5 illustrates the evolution of striker mobilisation 

and striker determination. In most countries, striker 

mobilisation develops rather discontinuously. Indeed, 

mobilisation has declined in Germany, the United States 

and Hungary since the period 1995 to 1999 and in 

Switzerland and Spain since the period 2000 to 2004. At 

the same time, the level of mobilisation has declined re-

markably in Hungary, Switzerland and Spain in recent 

years. On the other hand, Britain was the only country 

with a constantly rising striker mobilisation. A similar 

trend existed in Ireland, Poland and Canada, even 

though it was interrupted from 2005 to 2009. In this pe-

riod, we can see a sharp increase in Ireland (more than 

4,000 workers per strike compared to 612 before and 

948  thereafter), a sharp decrease in Poland (only 

22  workers per strike compared to 153  before and 

333 thereafter) and a slight drop in Canada (431 workers 

per strike compared to 540 before and 623 there after).

Striker determination has decreased in Ireland, 

Slovakia and Britain over all periods and in Japan 

since the period 1995 to 1999 and Sweden after 2000 

to 2004. The number of days lost per striker declined 

from 3.7 to 1.1 days in Britain, from 9.9 to 1.6 days in 

Ireland and from 9.1 to 0.0 days in Slovakia. On the 

other hand, striker determination continuously in-

creased only in Spain. In Germany and Switzerland, it 
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has risen since the period 2000 to 2004. On the one 

hand, a single strike in Germany and Switzerland were 

scaled smaller but lasted longer. On the other hand, a 

single strike in Britain and in Ireland was scaled bigger 

but also shorter. Striker mobilisation and striker de-

termination evolved discontinuously in some coun-

tries, not only because general and political strikes 

took place in Southern Europe but also because 

strikes took place in Austria (2003), Ireland (2009), 

Belgium (2012) and Britain (2011). In organizing such 

mass protests, the unions mobilised many workers for 

a short time (Nowak and Gallas 2014).

Table 3 
 
 
 
 

Labour disputes by main sectors in international comparison from 1990 to 2013 

Working days lost per 1.000 employees; annual average rates 
 1990/94a) 1995/99b) 2000/04c) 2005/09d) 2010/13e) 
Australia Production industries 425 273 161 36 48 
 Service sector 73 39 20 11 12 
Belgium Production industries 93 73 98 156 148 
 Service sector 9 15 59 42 48 
Denmark Production industries 107 741 93 35 18 
 Service sector 9 117 21 205 121 
Germany  Production industries 21 7 10 4 2 
 Service sector 17 1 0 7 3 
Finland Production industries 271 31 103 282 137 
 Service sector 197 174 24 19 33 
France  Production industries 57 69 41 116 174 
 Service sector 29 99 107 118 131 
Ireland Production industries 199 66 24 45 9 
 Service sector 103 123 50 47 5 
Italy Production industries 370 148 80 68 n.a. 
 Service sector 150 33 46 25 n.a. 
Japan Production industries 2 1 0 0 0 
 Service sector 3 2 0 0 0 
Canada Production industries 536 334 216 188 189 
 Service sector 119 180 157 116 50 
New Zealand Production industries 255 36 28 5 n.a. 
 Service sector 54 23 15 7 n.a. 
Netherlands Production industries 42 94 34 6 11 
 Service sector 8 6 5 6 11 
Norway Production industries 39 228 243 21 42 
 Service sector 84 51 29 18 97 
Austria Production industries 1 0 22 0 12 
 Service sector 11 2 139 0 1 
Poland Production industries n.a. 11 1 3 3 
 Service sector n.a. 2 2 12 1 
Portugal Production industries 52 37 19 12 n.a. 
 Service sector 37 13 15 9 n.a. 
Sweden Production industries 46 4 11 1 19 
 Service sector 61 61 42 7 1 
Switzerland Production industries 4 1 9 4 0 
 Service sector 0 3 5 1 1 
Slovakia Production industries 62 0 0 0 0 
 Service sector 2 0 0 0 0 
Spain Production industries 471 269 238 112 130 
 Service sector 199 78 69 50 39 
Hungary Production industries 4 3 1 2 n.a. 
 Service sector 4 55 18 5 n.a. 
United Kingdom Production industries 51 15 12 13 5 
 Service sector 31 26 37 30 29 
United Statesf) Production industries 76 116 17 42 16 
 Service sector 33 13 51 4 2 
n.a. = not available. – a) Germany = 1990 to 1992 only Fed. Rep. of Germany before 3/10/1990. Slovakia and 
Hungary = 1991 to 1994. – b) Slovakia = missing value for 1996. – c)  Austria = missing value for 2004; Japan and New 
Zealand = missing values for 2003. – d) Italy = 2005 to 2008; Portugal = 2005 to 2007. – e) France and Japan = 2010 to 
2012. – f) Excluding work stoppages involving fewer than 1.000 workers and lasting less than a full day or shift. 

Sources: ETUI; ILO; OECD; national sources; author's calculations. 
 
 
 

Table 3



75 CESifo Forum 4/2015 (December)

Special

Structural change and mass strikes 

There are many factors influencing strike activity. 
They include macroeconomic effects as well as politi-
cal and institutional factors, country-specific charac-
teristics and the historical context (Batstone 1985; 

Lesch 2002; Goerke and Madsen 2004; Ludsteck and 
Jacobebbinghaus 2006; Vandaele 2011). In strike-
prone Southern Europe and in France, strike activity 
is particularly influenced by the political sphere. Mass 
strikes are part of a social movement for democratic 
and social rights (Nowak and Gallas 2004). In these 

Table 4 
 
 
 
 

Tertiarisation of labour disputes in international comparison from 1990 to 2013 

Share of working days lost by main sectors; annual averages in per cent 
 1990/94a) 1995/99b) 2000/04c) 2005/09d) 2010/13e) 
Australia Production industries 65 67 67 44 51 
 Service sector 34 33 32 51 49 
Belgium Production industries 87 70 38 56 48 
 Service sector 13 30 62 44 52 
Denmark Production industries 82 68 56 5 4 
 Service sector 18 29 40 95 96 
Germany  Production industries 46 85 94 22 27 
 Service sector 54 15 6 78 73 
Finland Production industries 35 7 60 84 57 
 Service sector 65 91 34 16 43 
France  Production industries 47 20 11 22 26 
 Service sector 53 79 89 78 76 
Ireland Production industries 50 20 17 22 29 
 Service sector 50 80 83 78 71 
Italy Production industries 58 71 47 62 n.a. 
 Service sector 36 26 49 35 n.a. 
Japan Production industries 26 16 30 9 58 
 Service sector 74 84 62 91 42 
Canada Production industries 60 36 29 32 49 
 Service sector 40 59 68 68 51 
New Zealand Production industries 63 36 32 17 n.a. 
 Service sector 37 64 53 83 n.a. 
Netherlands Production industries 67 83 67 20 12 
 Service sector 32 17 32 79 88 
Norway Production industries 14 58 71 21 9 
 Service sector 86 42 29 67 91 
Austria Production industries 8 1 7 0 76 
 Service sector 92 99 93 0 24 
Poland Production industries n.a. 79 20 13 72 
 Service sector n.a. 21 80 87 28 
Portugal Production industries 53 65 47 46 n.a. 
 Service sector 46 30 50 54 n.a. 
Sweden Production industries 21 2 7 5 82 
 Service sector 79 98 93 95 18 
Switzerland Production industries 99 8 35 54 8 
 Service sector 1 92 65 22 92 
Slovakia Production industries 96 3 0 0 56 
 Service sector 3 97 100 100 44 
Spain Production industries 58 61 45 45 47 
 Service sector 38 34 25 48 51 
Hungary Production industries 39 3 2 19 n.a. 
 Service sector 61 97 98 81 n.a. 
United Kingdom Production industries 44 18 9 10 3 
 Service sector 56 82 91 90 97 
United Statesf) Production industries 44 74 9 63 45 
 Service sector 56 26 91 37 55 
n.a. = not available. – a) Germany = 1990 to 1992 only Fed. Rep. of Germany before 3/10/1990. Slovakia and 
Hungary = 1991 to 1994. – b) Slovakia = missing value for 1996. – c) Austria = missing value for 2004; Japan and New 
Zealand = missing values for 2003. – d) Italy = 2005 to 2008; Portugal = 2005 to 2007. – e) France and Japan = 2010 to 
2012. – f) Excluding work stoppages involving fewer than 1.000 workers and lasting less than a full day or shift. 

Sources: ETUI; ILO; OECD; national sources; author's calculations. 
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countries, we deal with competing communist, social-
ist and Christian trade unions with distinct political 
orientations and regularly state interventions in free 

collective bargaining (for example, by declaring collec-
tive agreements which are generally binding). In 
Nordic countries and in Belgium, trade union density 

Table 5 
 
 
 
 
 

Striker mobilisation and striker determination in international comparison from 1990 to 2014 

Striker mobilisation: number of strikers per dispute; striker determination: number of days lost per striker 

 1990/94a) 1995/99 2000/04 2005/09 b) 2010/14c) 
Australia Mobilisation 857 710 340 541 530 
 Determination 1.4 1.6 1.6 1.1 1.6 
Belgium Mobilisation 284 109 n.a. n.a. n.a 
 Determination 8.6 5.3 8.7 7.2 n.a 
Denmark Mobilisation 195 179 76 115 92 
 Determination 2.1 4.3 1.4 7.6 10.3 
Germanyd) Mobilisation 327 583 496 176 64 
 Determination 1.8 0.9 0.9 2.0 2.8 
Finland Mobilisation 450 541 650 411 464 
 Determination 3.8 4.6 1.8 3.1 1.8 
Francee) Mobilisation n.a. n.a. n.a. n.a. n.a 
 Determination 2.6 5.8 5.5 4.1 n.a 
Ireland Mobilisation 275 593 612 4.311 948 
 Determination 9.9 6.0 3.7 1.3 1.6 
Italy Mobilisation 3,145 1,003 2,782 1,293 n.a 
 Determination 1.2 1.3 0.9 1.0 n.a 
Japan Mobilisation 268 178 121 202 191 
 Determination 1.9 2.7 2.0 1.1 0.7 
Canada Mobilisation 389 496 540 431 623 
 Determination 15.0 15.6 13.5 23.5 11.6 
New Zealand Mobilisation 429 432 320 215 310 
 Determination 3.6 1.6 2.2 2.4 6.5 
Netherlands Mobilisation 1,485 1,778 2,374 932 1,576 
 Determination 3.0 5.1 2.0 1.8 2.2 
Norway Mobilisation 1,811 1,178 1,750 1,442 3,557 
 Determination 5.3 8.7 6.9 5.2 7.9 
Austria Mobilisation 5,120 1,616 114,994 0 16,543 
 Determination 0.8 0.7 1.6 0.0 0.6 
Poland Mobilisation 114 114 153 22 333 
 Determination 2.5 2.6 6.8 1.6 0.8 
Portugal Mobilisation 379 188 207 211 637 
 Determination 1.1 1.5 1.4 1.2 1.1 
Sweden Mobilisation 674 1,909 1,802 409 738 
 Determination 7.3 5.1 7.0 6.3 3.8 
Switzerland Mobilisation 554 1,299 2,452 784 130 
 Determination 2.5 1.4 1.2 1.9 3.1 
Slovakia Mobilisation 781 178 9,163 284 7,763 
 Determination 9.1 0.1 0.0 0.0 0.0 
Spain Mobilisation 2,280 1,075 2,564 644 367 
 Determination 1.5 1.9 1.7 2.3 2.7 
Hungary Mobilisation 3,704 6,111 2,406 1,792 858 
 Determination 0.8 2.6 2.6 0.8 3.3 
United Kingdom Mobilisation 668 846 2.146 3.399 4.792 
 Determination 3.7 2.7 2.1 1.4 1.1 
United Statesf) Mobilisation 7,259 8,528 7,129 5,277 5,248 
 Determination 16.3 17.6 32.5 15.9 7.5 
n.a. = not availabe. – a) Mobilisation and determination:  Slovakia; Hungary = 1991 to 1994; Germany = 1990 to 
1992 only Rep. Fed. of Germany before 3/10/1990. – b) Mobilisation: Italy = 2005 to 2008; Belgium and Portugal = 
2005 to 2007; determination: Italy = 2005 to 2008; Belgium; France and Portugal = 2005 to 2007 – c) Mobilisation: 
Japan  = 2010 to 2012; Denmark; New Zealand; Norway; Poland; Portugal; Switzerland; Slovakia; Spain and 
Hungary = 2000 to 2013;determination: Japan = 2000 to 2012; Denmark; New Zealand; Norway; Poland; Portugal; 
Switzerland; Slovakia; Spain and Hungary = 2010 to 2013. – d) Number of strike-affected firms. – e) Strike volume 
includes general strikes as far as possible; number of disputes only in the private sector excluding transport and 
general strikes since 2002. – f) Excluding work stoppages involving fewer than 1.000 workers and lasting less than a 
full day or shift. 

Sources: ETUI; ILO; OECD; national sources; author's calculations. 
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is comparably high because the unions participate in 

the administration of unemployment insurance (the 

Ghent system). Free collective bargaining still works 

and politically-induced mass protests are not com-

mon. In Central and Eastern Europe, unions do not 

have a strong tradition of militancy compared to 

Southern Europe (Vandaele 2011).

At first, strike activity increased during the transfor-

mation of the former socialist planned economies to 

market economies. However, strike activity was damp-

ened by rising unemployment and the development of 

tripartite social dialogue. It is obvious that there were 

no political mass protests during or after the financial 

and economic crisis in the three analysed Central and 

Eastern European economies. In Hungary and 

Poland, industrial disputes emerged only in some sec-

tors. In Slovakia, there has been almost no industrial 

action since 2008 (Carley 2013).

Industrial action in the service sector hits the general 

public more than strikes in production industries. 

Therefore, we have more negative externalities in-

duced by strikes in countries with a strong trend to-

wards the tertiarisation of  conflict. In addition, this 

implies that the strike volume loses importance in 

analysing strike activity, whereas strike frequency 

gains importance (Vandaele 2011). Tertiarisation of 

conflict is induced by de-industrialisation. Strike-

prone sectors such as coal mining or iron and steel 

industries lost importance, the globalisation of  pro-

duction weakened the unions’ position and there was 

an increase in employment in services (Bordogna 

and Cella 2002). In addition, decreasing employ-

ment in traditional industries has reduced the num-

ber of  days lost due to strikes in countries with a rel-

atively high share of  labour conflicts in such indus-

tries. This structural effect was most significant dur-

ing the 1980s but has declined thereafter (Lesch 

2010). Hence, there must be other factors than struc-

tural change that can explain the tertiarisation of 

conflict in the last twenty years. One possible expla-

nation is the growing relevance of  political strikes. 

Increased worker militancy in services could be an-

other one.

Indeed, in Western European countries, strike action 

has become increasingly dominated by political or 

general strikes. In addition, the frequency of political 

strikes has risen since the crisis of 2008 to 2009 (Gall 

2012; Nowak and Gallas 2014). The number of gen-

eral strikes in the EU15 plus Norway was 18 from 

1980 to 1989, 26 between 1990 and 1999 and 27 bet-

ween 2000 and 2009. In contrast, there were 38 general 

strikes from 2010 to May 2014. Half  of these strikes 

were in Greece, six in Italy, five in Portugal, four in 

Spain and three in France (Nowak and Gallas 2014). 

Even though the statistical coverage of political mass 

strikes is not always complete, the figures can explain 

peak values in the development of strike volume. 

Political and general strikes have accelerated the ter-

tiarisation of conflict because they were concentrated 

on the public and transport sectors. Furthermore, 

striker mobilisation is very high in political strikes 

while striker determination is short (one or two days). 

However, we can sometimes see rising worker militan-

cy in services, especially in cases of liberalisation and 

privatisation (Carley 2013).

Conclusion

Tertiarisation of  conflict in Germany goes hand in 

hand with an increasing number of  days not worked 

per striker and a decreasing number of  strikers per 

conflict. Labour disputes have become more frag-

mented. An opposite development has evolved in 

Britain and Ireland. In these countries, striker deter-

mination has declined and striker mobilisation has 

risen. In other OECD countries with a tertiarisation 

of  conflict, both indicators did not follow a common 

trend. In many cases, this can be explained by a 

higher level of  political strikes. In Germany, social 

partnership still worked during the crisis of  2008 to 

2009. There were only a few labour disputes and the 

crisis was tackled with a tripartite agreement be-

tween the government, employers’ federations and 

unions, which included an extension of  short-time 

work and economic stimulus programmes. In many 

Southern European countries as well as Belgium, 

France and Ireland, political reforms and austerity 

programmes induced a lot of  public protest includ-

ing mass strikes. However, the overall decline in 

strike activity continued in most countries. We dis-

covered an increasing convergence of  strike activity 

but differences in inter-country levels still exist. 

Tertiarisation of  conflict makes labour disputes 

more tangible for the public. Whereas tertiarisation 

was induced by ‘economic’ strikes (disputes between 

unions and employers) in Germany, it was a conse-

quence of  political mass strikes abroad. If  the num-

ber of  days lost due to strikes and the number of 

disputes still increase, Germany could lose an im-

portant locational advantage.
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Share BuyBackS and 
employee Stock optionS

Bolko hohauS*

Introduction

The effectiveness of stock option plans has been part 

of a debate for some decades (see e.g. Huddart 1994) 

and there have been extensive discussions over how 

options should be valued (Core and Guay 2002). 

Limited research, however, has been done into wheth-

er the issuance of stock options and the buyback of 

shares are creating an incentive for management to use 

both of those methods excessively, as it is one alterna-

tive way of paying employees, including top manage-

ment. Bens (2003) has demonstrated that executives 

use buybacks to manage stock dilution. The purpose 

of this paper is to introduce a simple tool to measure 

the size of this effect.

As companies disclose their stock option plans in their 

quarterly reports, investors are in theory able to com-

pile information on the issuance of options. However, 

in practice, important information such as strike pric-

es, vesting periods and the exact distribution of op-

tions among employees is either unavailable or very 

difficult to obtain. This contrasts with the easily acces-

sible information on direct labour costs such as sala-

ries. As options eventually create additional shares 

once they are exercised, the most visible sign of how 

many options a company has distributed actually 

comes from the increase in its share count over time. 

We argue that share buybacks, often purported as 

shareholder friendly, can help companies to offset the 

dilution, masking the original option issuance.

This gives companies an incentive to pay employees 

more in options instead of salaries, as latter are part 

of operating expenses. Ceteris paribus this is a way of 

increasing reported operating income.

Therefore, we define the yield generated by the com-

pany to offset shareholder dilution as the ‘free cash 

flow (FCF) yield to employees’. We do argue that tra-

ditional measures, such as FCF yields, do not take 

into account that a significant portion of the free cash 

flow generated will actually never be returned to share-

holders, but simply used to pay for restricted stock 

unit or option dilution.

Data analysis method

We quantify the effect under investigation by calculat-

ing the effect for the hundred largest non-financial 

companies included in the US Standard & Poor’s 500 

index. The data we use stem from Bloomberg. Those 

numbers are sourced from the financial reports of the 

companies in question. The period under observation 

is the last five reported financial years. This is long 

enough to get a number smoothed over years, but not 

too long to avoid looking at regime changes if, for ex-

ample, a company’s business is changing. Over this pe-

riod we firstly measure the change in the number of 

outstanding shares. Secondly, we take the capital de-

crease stemming from share buybacks and reduce it by 

the capital increase from issuing shares, stock options 

or restricted stock units to obtain a net number.

In the next step we calculate what reduction in share 

count the net capital decrease should have created 

over the period in question. As we do not know the ex-

act timing of the share buybacks, we assume that they 

happen linearly over time within each year. We cross-

checked our calculation with shorter periods and ob-

tain similar results, and therefore do not believe that 

the length of the period determines the result.

We refer to the delta between effective share count de-

crease and that which should have been created as the 

ineffective buyback, which can be quantified in US 

dollars. As buybacks are financed out of the free cash 

flows generated by the company, we set the ineffective 

buyback in relation to the market capitalization of a 

* Lombard Odier Investment Managers, Geneva. The views and 
opinions expressed in this article are those of the author and do not 
necessarily reflect the opinion of his employer. I do thank my col-
league Eurof Uppington for very helpful comments on the topic of 
this paper.
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company, and define this number 

as the free cash flow yield to em-

ployees (FCF yield to employees). 

Using traditional numbers such 

as free cash flow yields to assess 

the attractiveness of a company 

implicitly assumes that this free 

cash flow is channelled back to 

shareholders, for example by dividends or by share 

count reducing buybacks. This does not make it pos-

sible to differentiate between companies who use those 

means to actually pay for the shares created by op-

tions issued to employees; and those companies who 

do not. Investors can therefore adjust their valuation 

metrics accordingly by reducing the FCF yield by the 

portion paid out to employees. 

Furthermore, we think that the usage of this method 

may signal companies coming under growth stress 

eventually. This way, the FCF yield to employees may 

also become an important compliance monitoring 

tool.

Results

An average of 10.8 percent of the overall free cash 

flow generated by those companies is used to offset di-

lution (see Table 1). The average FCF yield to employ-

ees is 0.6 percent which is – based on current market 

capitalizations – equivalent to roughly 150 billion US 

dollars. This amount gets channelled back to employ-

ees out of shareholders pockets via buybacks. As visi-

bility on the details of option programs is usually 

quite low and information is difficult to find for inves-

tors, the question of whether management takes ad-

vantage of those programmes also arises. This is all 

the more true as an important portion of options usu-

ally gets issued to the top management and the 

C-Suite.

In this sense, we argue that we are addressing an im-

portant issue in financial accounting. There is also the 

point that the share buyback created from dilution 

can help to lower operating expenses as a larger part 

of the pay package comes in the form of options and 

stock units. This is a fully legal exercise, but changes 

the reported operating income number. In our sample, 

the non-effective buyback actually reaches 4.8 percent 

of operating expenses as a median. But certain com-

panies score as high as 40 percent. Here a relevant 

concern is that current financial reporting of operat-

ing income trends may be significantly distorted, as 

salaries are artificially depressed with options ac-

counting for a very large part of the pay package.

Future research

This article attempts to lay the foundation for future 

research by introducing a concept. Therefore we do 

not investigate all possible aspects in this paper, but 

leave that for the future. One of the first interesting 

topics to investigate over time, in our view, could be 

how this measure differs across sectors. Our sample 

size is too small to judge this fully, but the subsample 

of technology companies is having significantly higher 

free cash flows to employees than the average compa-

ny. Secondly, we think that an international compari-

son makes sense. As the concept of stock options is 

predominantly used in the United States, we assume 

that the yield to employees is lower internationally. 

Finally, it would be interesting to study this effect over 

time and if  there is any predictability of forward 

returns.

Conclusion

This paper has introduced an easy to use metrics for 

shareholders to investigate if  a company uses a signifi-

cant portion of the free cash flow generated to buy 

back shares stemming from option issuance to em-

ployees. Therefore, we argue that traditional valuation 

metrics such as free cash flow yields are distorted as 

they overlook this aspect. We defined free cash flow 

yield to employees as the portion that should be de-

tracted from the FCF yield to arrive to a clean 

number.

Our sample analysis of the top hundred non-financial 

companies has demonstrated that the amount of free 

cash flow used to offset dilution is considerable and 

reaches 0.6 percent of the market capitalization on av-

Table 1  
 
 
 
 
 
 
Free cash flow yield analysis for the largest 100 non-financial companies in the 

S&P 500 

% of FCF yield 
going to 

employees 
(median) 

FCF yield to 
employees 

(median, in %) 

Non effective 
buyback as % of 

operating 
expenses 
(median) 

Payout to 
employees via 
share buybacks 

(billion US 
dollars) 

10.8 0.6 4.8 146.7 

Source: Own calculation. 

Table 1
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erage, equivalent to 150 billion US dollars annually at 
current stock market prices. For larger companies like 
those that we looked at, cash constraints should be no 
concern on average, and hence in contrast to smaller 
companies, those firms should not have the need to 
use options instead of cash. We argue that an informa-
tion asymmetry exists in the market: the option issu-
ance is typically very intransparent to outsiders. This 
creates an incentive for the insiders, the company 
management, to use options excessively as they make 
true employee costs less visible. As top management is 
part of the employee base, it could well be also the 
case that this leads to higher executive pay, ceteris 

paribus.
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Household debt in the CEE countries

Private household debt in Central and Eastern Europe 
(CEE) has considerably increased since the early 
2000s. Even in countries like Hungary, Lithuania and 
Bulgaria, which had very low household debt-to-GDP 
ratios at the beginning of the 2000s, household debt-
to-GDP had risen by to 40 percent by 2009. With the 
onset of the financial crisis the situation was aggravat-
ed further, particularly in the Baltic countries. As 
shown in Figure 1, these countries have managed to 
reduce their household debt-to-GDP ratio substan-
tially since then. Currently, Croatia and Estonia ex-
hibit the highest household indebtedness level among 
the CEE countries (Eurostat 2015; European Commis-
sion 2014 and 2015). 

In spite of the considerable increases, household debt 
levels in the CEE countries are still lower than in many 
parts of Western Europe, where countries like 
Denmark, the Netherlands and Ireland face ratios of 
above 100 percent.1 Nevertheless, 
there are ample reasons for con-
cern: firstly, there are obvious 
signs that many households in the 
CEE countries are suffering con-
siderably from their current debt 
level. In the case of Croatia, for ex-
ample, the share of non-perform-
ing loans among households has 
reached dramatic levels and a sub-
stantial share of the population is 
in a situation of personal bank-
ruptcy. Secondly, many house-

1 For a recent overview of household-deb 
in Europe, see Drometer and Oesingmann 
(2015). 

holds in non-euro CEE countries are indebted in for-

eign currencies like the euro and the Swiss Franc be-

cause these loans offered lower interest rates than those 

in their national currency. In some cases, the majority 

of private sector debt is held in a foreign currency. In 

Croatia, for example, over 70 percent of all loans to 

households, non-financial corporations and financial 

corporations are denominated in or indexed to a for-

eign currency, mainly the euro and the Swiss Franc 

(ESRB 2015). In Bulgaria and Romania around 50 per-

cent of the private sector debt is held in foreign curren-

cies. In Western European countries this ratio is below 

5 percent. 

One explanation for this phenomenon is that house-

holds suffer from an ‘exchange rate illusion’: by only 

considering the fact that interest rates on foreign-cur-

rency loans are lower than those on domestic currency 

loans, they ignore the risk of their domestic currency 

depreciating. This illusion may stem from the ex-

change rate policies of Central Banks, which often 

aim to guarantee stability through a quasi-peg to the 

euro, as in the Croatian case. However, the apprecia-

tion of the Swiss Franc after 15 January 2015 illus-

trates the real risk associated with foreign currency 

loans. A considerable number of households holding 

Swiss Franc loans were severely affected by the effec-

tive increase in repayments in countries like Poland, 

Hungary and Croatia (The Economist 2015). The de-

* Ifo Institute.
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preciation of national currencies with respect to the 

Swiss Franc has made it even more difficult for many 

households in the CEE countries to service their debts. 

Personal bankruptcy laws in the case of over-indebted 
household

In addition to preventive measures, personal bankrupt-

cy laws are indispensable for dealing with over-indebt-

ed households in a market economy. Such laws aim to 

establish an even, predictable burden-sharing between 

borrower and lender. On the one hand, they should 

make it possible to give private persons a ‘fresh start’ 

after completing a certain period of repayments, reha-

bilitating them afterwards by clearing unpayable re-

maining debts (Christopherson and Abjornsson 2011). 

On the other hand, personal bankruptcy laws should 

maintain credit discipline and prevent moral hazard.

For obvious reasons, insolvency laws did not exist in 

the CEE countries prior to 1990. With the shift to 

market economies insolvency regulations for firms 

were introduced, whereas the issue of over-indebted 

households did not attract much attention. As evident 

from Table 1, private insolvency laws do not exist in all 

CEE countries even today, or have only been imple-

mented quite recently. Bulgaria, Croatia, Hungary 

and Romania are all countries with no legislation in 

place, whereas Croatia is about to 

introduce a private insolvency 

law. The recently introduced laws 

are characterised by medium dis-

charge periods ranging from three 

to five years. This reflects the 

trend towards the Anglo-Saxon 

model as recommended by insti-

tutions like the IMF (Liu and 

Rosenberg 2013) and allows swift 

recuperation after bankruptcy. 

Consumer protection and risk 
management for the banking 
sector

A lack of consumer protection 

and information on the potential 

risks of credit, such as the ex-

change rate risk associated with 

foreign currency loans, are one 

explanation for the rising over-in-

debtedness of many households in CEE countries. 

Consumer bankruptcy laws should therefore be ac-

companied by measures aimed at preventing consum-

er insolvency from the outset. The European Com-

mission has published a proposal for legislation on ‘re-

sponsible lending and borrowing’ on mortgages, 

which includes a range of preventive measures such as 

requiring a standardized pre-contractual information 

sheet, having a mandated period where the borrower 

has the right to withdraw, regulating advertisement, 

and verifying creditworthiness (European Commission 

2011 and 2013). In the case of loans denominated in a 

foreign currency, banks could be required to disclose 

the associated exchange rate risk. Further measures 

include debt counselling and financial education for 

individuals, as well as a credit registry for private con-

sumers that enables banks to obtain information 

about the creditworthiness of borrowers. At the same 

time, national supervisory authorities should imple-

ment policies that prevent banks from excessive lend-

ing, for example, the incorporating foreign-currency 

lending risks in internal risk management systems and 

in stress tests for banks. 
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The annual growth rate of M3 increased to 5.3% in October 2015, from 4.9% in 
September 2015. The three-month average of the annual growth rate of M3 over the 
period from August 2015 to October 2015 reached 5.1%.

Between April 2010 and July 2011 the monetary conditions index remained rather sta-
ble. This index then continued its fast upward trend since August 2011 and reached its 
peak in July 2012, signalling greater monetary easing. In particular, this was the result 
of decreasing real short-term interest rates. In October 2015 the index started to grow 
again after a 3-month declining phase between July 2015 and September 2015.

In the three-month period from September 2015 to November 2015 short-term interest 
rates decreased: the three-month EURIBOR rate declined from -0.04% in September 
2015 to –  0.09% in November 2015. The ten-year bond yields also decreased from 
0.59% to 0.48% in the same period. The yield spread reached 0.56% in November 2015, 
down from 0.63% in September 2015.

The German stock index DAX increased in November 2015, averaging 11,382 points 
compared to 10,850 points in October 2015. The Euro STOXX also grew from 3,418 
to 3,506 in the same period of time. The Dow Jones International slightly increased as 
well, averaging 17,720 points in November 2015, compared to 17,664 points in October 
2015.
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* The industrial confidence indicator is an average of responses (balances) to the questions on pro-
duction expectations, order-books and stocks (the latter with inverted sign).
** New consumer confidence indicators, calculated as an arithmetic average of the following ques-
tions: financial and general economic situation (over the next 12 months), unemployment expecta-
tions (over the next 12 months) and savings (over the next 12 months). Seasonally adjusted data.

In November 2015, the industrial confidence indicator decreased by 1.5 in the EU28 and 
by 1.2 in the euro area (EA19). On the other hand, the consumer confidence indicator 
increased by 1.2 in the EU28 and by 1.6 in the EA19.

Managers’ assessment of order books reached –  13.1 in November 2015, compared 
to -11.1 in October 2015. In September 2015 the indicator had amounted to – 12.1. 
Capacity utilisation reached 81.2 in the fourth quarter of 2015, remained unchanged 
compared to the third quarter of 2015.

According to the flash Eurostat estimates, GDP grew by 0.3% in the euro area (EA19) 
and by 0.4% in the EU28 during the third quarter of 2015, compared to the previ-
ous quarter. In the second quarter of 2015 the growth rates were 0.4% in both areas. 
Compared to the third quarter of 2014, i.e. year over year, seasonally adjusted GDP 
rose by 1.6% in the EA19 and by 1.9% in the EU28 in the third quarter of 2015.

In November 2015 the Economic Sentiment Indicator (ESI) remained broadly stable in 
both the euro area (at 106.1) and the EU28 (by – 0.1 points to 107.6). In both the EU28 
and the EA19 the ESI stands above its long-term average.
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Euro area (EA19) unemployment (seasonally adjusted) amounted to 10.7% in October 
2015, down from 10.8% in September 2015. EU28 unemployment rate was 9.3% in 
October 2015, stable compared to September 2015. In October 2015 the lowest unem-
ployment rate was registered in Germany (4.5%), the Czech Republic (4.7%) and Malta 
(5.1%), while the rate was highest in Greece (24.6%) and Spain (21.6%).

Euro area annual inflation (HICP) was 0.1% in October 2015, up from –  0.1% in 
September 2015. A year earlier the rate had amounted to 0.4%. Year-on-year EA19 
core inflation (excluding energy and unprocessed foods) slightly decreased to 0.90% in 
November 2015, from 0.99% in October 2015.

The Ifo Economic Climate Indicator for the euro area (EA19) declined by two index 
points in the fourth quarter of 2015. It dropped to 122.0 points, but still remains signifi-
cantly above the long-term average. While assessments of the current economic situa-
tion brightened slightly, the six-month economic outlook continued to cloud over. The 
euro area economy continued its recovery at a subdued pace.

The exchange rate of the euro against the US dollar averaged approximately 1.09 $/€ 
between September 2015 and November 2015. (In August 2015 the rate had amounted 
to around 1.13 $/€.)
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