
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
Summary 
 
The Baltic states (Estonia, Latvia and Lithuania) have made remarkable progress in 
aligning their institutional and economic features with the longer-standing members 
of the EU. They have embarked on a steeper real and financial convergence path 
than the other countries that have recently acceded to the EU. Nevertheless, the 
potential for further catching-up remains high and it is important to keep the process 
stable. Ensuring sound private investment and sustainable consumption as 
counterparts to the high current account deficits will be particularly crucial for the 
realisation of a virtuous convergence scenario and the avoidance of boom-bust 
cycles. All economic policies will need to be enlisted to achieve this goal, but fiscal 
policy will be key. A prudent fiscal policy needs to send the right signals to investors, 
avoid pro-cyclicality against the backdrop of potential overheating, and prevent an 
over-estimation of potential growth and structural revenues. Strengthened medium-
term fiscal planning will help to set growth-enhancing expenditure priorities, while 
keeping prudent fiscal balances.  

 
 
The Baltics: potential for further real and financial convergence…  
 
The Baltic states (Estonia, Latvia and Lithuania) have made remarkable progress in 
aligning their institutional and economic features with the longer-standing members 
of the EU (EU-15) and the euro area (EU-12). Great strides have been made in 
macroeconomic stabilisation and real and financial convergence since the beginning 
of transition and in preparation for and after accession to the EU in May 2004.  

Nevertheless, the Baltics still have a high potential for further real convergence. 
They, along with Poland, are currently the EU Member States with the lowest per-
capita income. However, in the EU-10, i.e. the countries that joined the EU in May 
2004, there seems to be a relatively strong correlation between the income gap with  
the euro area and growth rates (Chart 1), and, indeed, the Baltics are catching-up 
rapidly. Past data seem to indicate that their high growth rates are associated with 
relatively high growth volatility (Chart 2), but this is to a large extent a reflection of 
the Russian crisis in 1998 and may not be a reliable guide to future developments, 
although new sources of volatility, more inherent to the convergence process, may 
emerge. 

The Baltics also still have a relatively high potential for financial sector catching-up.  
But here again, they are converging rapidly: the diversification of services and the 
geographical coverage provided by the financial sector compare favourably with the 
rest of the EU-10. In addition, the Baltics feature the highest financial sector 
expansion rates in this group (Table 1). This suggests that they are in the process of 
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overtaking some of the other EU-10 countries also in terms of financial sector size. 
Nevertheless, financial intermediation remains bank-dominated and the banking 
sectors are only a fraction of the size of those in the euro area – evidenced for 
example by the GDP-shares of domestic bank claims on the private sector and of 
broad money (Table 1). The banking sector in each country is characterised by a 
very high degree of foreign ownership, which, on the one hand, suggests greater 
stability. On the other hand, this creates an asymmetry in the sense that the foreign 
subsidiaries or branches are systemically important in the host countries, while they 
are just a small part of the portfolio of the foreign parent banks.       
Chart 1: Real Convergence                   Chart 2: Growth Volatility 
 

 

 

 

 

 

 

 
Source: Eurostat. 

Table 1: Financial intermediation 
 

Domestic Bank Claims Domestic Bank Claims Domestic Bank Claims Domestic Bank Claims
Countries to Private Sector 2003 to Private Sector to Private Sector 2004 to Private Sector

(% of GDP) (% change Dec.03/Dec.02) (% of GDP) (% change Dec.04/Dec.03)
EE 33.1 32.6 43.5 43.8
LV 34.6 45.3 44.6 50.0
LT 20.4 58.9 25.9 39.8
CZ 30.7 8.6 32.2 13.3
CY 119.4 5.1 120.2 6.8
HU 43.4 33.3 46.6 18.7
MT n/a n/a n/a n/a
PL 29.0 6.7 27.7 3.6
SI 41.5 15.4 46.3 20.1
SK 31.6 13.9 30.6 7.1

EU-10 1) 3) 42.6 2) 24.4 2) 46.4 2) 22.6 2)

Baltics 1) 29.4 45.6 38.0 44.5
CE 1) 4) 35.2 15.6 36.7 12.6
Islands 1) 5) 119.4 2) 5.1 2) 120.2 2) 6.8 2)

euro area 112.1 5.6 114.8 6.5

1) Unweighted average ; 2) Excluding Malta ; 3) All countries above.
4) Czech Republic, Hungary, Poland, Slovenia, Slovakia ; 5) Cyprus, Malta.
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…and relevant economic features in a nutshell   
 
The Baltics feature very hard exchange rate pegs, including Estonia’s and 
Lithuania’s currency boards with the euro. This provides them with a strong nominal 
anchor. The monetary and exchange rate regimes have been solidified by the 
countries’ pursuance of strong fiscal positions and relatively flexible economies. 
Interest rates have already substantially converged towards the euro-area level. 
However, inflation remains an issue in all three Baltic states (Table 2). In Latvia 
inflation more than doubled in 2004 to 6.2% and in the first half of 2005 remained in 
the 6-7% range. In the first half of 2005, inflation also picked up in Estonia and 
Lithuania, though it remained moderate. Apart from Balassa-Samuelson effects, 
very high oil prices and EU accession-related increases in administrative prices and 
indirect tax rates, which are important inflation determinants in all Baltic states, 
demand pressure seems to be an important contributing factor in Estonia and 
Latvia. It is underpinned by rapidly expanding credit to the private sector and a 
related real estate boom. 
 
In addition, the Baltics are characterised by sizeable current account deficits (see, 
for example, related work on Estonia by Kutos and Vogelmann, 2005). It remains to 
be seen to what extent the so far relatively stable financing of these deficits will 
continue in the future. It includes a high share of FDI and intra-group bank financing, 
i.e. credit lines from Nordic parent banks to their Baltic subsidiaries and branches. 
The development of cross-border inter-bank borrowing and short-term cross-border 
deposits is something that needs particularly close monitoring, while transfers from 
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the EU will to some extent mitigate the current account deficits and to a 
considerable extent help to finance them. Another, potentially even more important 
issue to monitor thoroughly is the domestic counterparts of the current account 
deficits, namely the high negative savings-investment balances in the private sector. 
In light of potential market imperfections, these could warrant paying particular 
attention to the soundness of credit allocation and private investment and the 
sustainability of consumption, which need to be based on realistic return and income 
expectations. 
 

Table 2: Selected macroeconomic indicators 
 

Countries HICP Inflation Interest Rates Government Government CA Deficit
Deficit Gross Debt

(annual % change) (long-term nominal) % of GDP % of GDP % of GDP
2004 2004 2004 2004 2004

EE 3.0 4.4 1.7 4.9 -12.9
LV 6.2 4.9 -0.8 14.4 -12.5
LT 1.1 4.5 -2.5 19.7 -8.3
CZ 2.6 4.8 -3.0 37.4 -5.2
CY 1.9 5.8 -4.2 71.9 -5.7
HU 6.8 8.2 -4.5 57.6 -9.0
MT 2.7 4.7 -5.2 75.0 -10.0
PL 3.6 6.9 -4.8 43.6 -1.3
SI 3.6 4.7 -1.9 29.4 -0.9
SK 7.4 5.0 -3.3 43.6 -3.4

EU-10 2) 4.1 6.2 -3.9 45.4 -4.4
Baltics 1) 3.5 4.6 -0.5 13.0 -11.2
CE 1) 3) 4.8 5.9 -3.5 42.3 -4.0
Islands 1) 4) 2.3 5.2 -4.7 73.5 -7.9

euro area 2.1 4.1 -2.7 71.3 0.05 1)

1) Unweighted average ; 2) All countries above.
3) Czech Republic, Hungary, Poland, Slovenia, Slovakia ; 4) Cyprus, Malta.  
Source: Eurostat, ECB. 

As regards future exchange rate and monetary developments, the Baltics are 
among the EU-10 countries with the most ambitious euro adoption targets, namely 
2007 for Estonia and Lithuania and 2008 for Latvia, and all of them have already 
joined ERM II – Estonia and Lithuania on 28 June 2004 and Latvia on 2 May 2005. 
Estonia and Lithuania were the EU-10 states that were furthest advanced in fulfilling 
the Maastricht criteria when the Commission assessed their respective situations in 
its Convergence Report 2004 (European Commission, 2004).  
 
 
What convergence scenarios lie ahead? 
 
The Baltics have excellent prospects for continuing the successful convergence 
process on which they have embarked. However, rapid convergence carries 
inherent stability risks. In general, two scenarios of catching-up are conceivable:  
smooth convergence or an unsustainable path.   
 
Converging economies such as the Baltics are typically characterised by high rates 
of return to capital, which are due to relatively low capital-labour-ratios and attract 
high investment flows. Furthermore, households in converging economies have 
reason to anticipate higher future incomes and smooth their consumption, with rapid 
credit growth easing potential liquidity constraints. In a virtuous catching-up 
scenario, investment risks and future incomes are assessed correctly and correct 
risk premia prevent unsustainable developments and keep capital inflows and credit 
expansion on an equilibrium path. Consequently, domestic credit growth and 
widening current account deficits have sound counterparts. In addition, the financing 
of the current account deficit is stable.  
 
Unfortunately, however, the experience of many converging economies shows that 
this virtuous scenario does not always materialise and that the convergence process 
does not always run smoothly. In particular, it can go off-track if over-exuberance 
takes hold and the assessment of investment risks and future incomes falls out of 
line with reality. In this case, risk premia tend to behave pro-cyclically, adding further 
economic stimulus to already low interest rates flowing from a credible monetary 
environment. In this scenario, rapidly growing domestic credit could be misallocated 
and lead, for instance, to asset price and real estate bubbles. Widening current 
account deficits would be increasingly associated with unsound domestic 
counterparts, in particular unproductive investment. In addition, the current account 
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deficits in such situations are often increasingly financed by more reversible capital 
inflows.  
 
If self-correcting mechanisms do not kick in early enough, for example through a 
consumption slowdown as households become aware of their over-indebtedness, 
an abrupt crisis may occur. The trigger could be external, through contagion from 
other countries or other external developments, such as sharp increases in oil and 
commodity prices, but it could also be rooted in domestic developments. With 
flexible exchange rates or a soft peg, a classic bust could be the consequence, 
including a sharp currency depreciation, a potential banking crisis (possibly 
accentuated by balance sheet problems resulting from unhedged foreign-currency 
borrowing), and ensuing sharp output contractions. With a very credible hard peg or 
a currency board, as in the Baltics, or after adoption of the euro, any necessary 
adjustment of the real exchange rate would have to be channelled through domestic 
prices and wages. The real sector of the economy, in particular the labour market, 
would need to be sufficiently flexible in order to avoid a protracted growth slowdown. 
 
 

How can convergence be made virtuous? 
 
What can economic policies contribute to guide the economy towards the virtuous 
convergence scenario and to ensure that the Baltics’ catching-up process continues 
to be steep, while remaining stable?  
 
As in the other EU-10, EU membership and further economic integration into the EU 
certainly help in achieving this goal by providing stable legal and institutional 
frameworks and clear economic policy orientations. But domestic policies remain 
crucial, particularly in four key policy areas: structural, i.e. real sector (in particular 
labour market) policies; prudential and supervisory policies; monetary and exchange 
rate policy; and fiscal policy.  
 
In the real sector, including labour markets, the Baltic countries have already 
created a growth-oriented, business-friendly and flexible environment. Nevertheless, 
to comply with the Lisbon strategy, the Baltics need to pay particular attention to 
areas such as education, labour market participation and structural unemployment. 
The strengthening of corporate governance, for example through adequate 
insolvency rules and codes of conduct, can play a valuable role in ensuring sound 
credit allocation.  
 
Prudential and supervisory policies in the financial sector are of particular relevance. 
Financial supervision and prudential rules and indicators in the Baltics compare 
favourably with the situation in the other EU-10 countries as a result of the 
observance of international standards and codes and the EU’s acquis 
communautaire (body of existing legislation) and a considerable strengthening over 
recent years. Nevertheless, continued vigilance is required to cope with the risks 
that future financial sector dynamics may bring, particularly the risk of credit 
misallocation due to market imperfections (moral hazard, asymmetric information, 
etc.), e.g. through over-investment in the real estate sector (Watson, 2004). There is 
a particular need for cross-border co-operation, given the concentrated foreign 
participation in the banking sector. Specifically, consultation by home supervisors 
with host countries and parent banks is crucial, given the systemic importance of 
their branches and subsidiaries in the Baltic countries.  
 
By opting for hard pegs and currency boards, the Baltics have already gone much 
further towards giving up their monetary independence than the Central European 
EU-10 members. To the extent that monetary policy is no longer available, other 
policy instruments, in particular fiscal policy, will have to carry more responsibility for 
maintaining a smooth economic catching-up process.  
 
 
Fiscal policy to the front: stability versus growth? 
 
Given the constraints on other policies, therefore, fiscal policy has a particular role to 
play in both growth enhancement and the preservation of macroeconomic and 
financial stability. Is there a trade-off between these two goals (European 
Commission, 2005)?  
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As regards growth enhancement, fiscal policy can, first of all, make a contribution to 
steep real convergence through supply-side effects in the private sector by setting 
the right incentives for work, job creation and investment. Related reforms are 
sometimes connected with upfront budgetary costs, such as the introduction of 
funded pension pillars, which has successfully been completed in the Baltic States, 
and the reduction of the tax burden on labour, which is already gradually being 
implemented. Second, fiscal policy can foster growth through the adequate provision 
of key public goods, e.g. in the areas of infrastructure, education and research and 
development. However, it would be wrong to mechanically equate the promotion of 
growth through public finances with higher expenditures and deteriorating fiscal 
balances – even in the short run.  
 
An analysis of expenditures across the major economic categories suggests two 
features for the Baltics (Chart 3): first, their respective government sectors are 
relatively small in comparison with those of the rest of the EU-10 and the euro area 
– in line with traditional theory (e.g. Wagner’s law). Second, in spite of this, the 
GDP-share of some expenditure items seems nevertheless to be relatively high, in a 
range similar to the euro area average, in particular of government consumption 
and, within this, the wage bill. This suggests that, at least in a medium-term 
framework, there may still be some scope for public finance restructuring and 
rationalisation even in the Baltics, for which public employment could be a prime 
candidate. Of course, the need to enhance administrative capacity must be taken 
into account. However, this is not only a question of ensuring adequate public sector 
salary levels but also of the efficiency and quality of public services.   

Chart 3: Composition of General Government Expenditure (% of GDP) 

EUR-12

CY

MTSI
CZ

HU

SK

PL

EELTLV

0

10

20

30

40

50

60

70

'97 '03 '97 '03 '97 '03 '97 '03 '97 '03 '00 '03 '97 '03 '00 '03 '00 '03 '98 '03 '97 '03

Interest
Other 
GFCF
Subsidies
Soc. benefits other than in kind
Collective cons.
Social transfers in kind

 
Source: Eurostat. 

As regards the responsibility of fiscal policy for the preservation of macroeconomic 
and financial stability, the Baltic countries should not, in principle, have any major 
problems with the core requirement to comply with the rules of the EU Stability and 
Growth Pact (SGP). Estonia, having already run a fiscal surplus for several years, 
already complies with the medium-term objective of the SGP, i.e. a fiscal position of 
between -1% of GDP and a surplus, and the other Baltic states require less 
adjustment to achieve this goal than do most of the Central European Member 
States (Table 2).  
 
However, in particular in the Baltics, the unfavourable convergence scenario 
described above could be driven by developments in the private sector and emerge 
even in a situation where fiscal policy complies with the SGP-rules and public debt 
developments are sustainable. A prudent fiscal policy thus needs to help guide 
private sector developments in a favourable direction as was done in previous cases 
of convergence within the EU.  
 
Hence, in the light of sizeable current account deficits, the right fiscal policy signals 
are vital – the relatively small size of the government sector notwithstanding – in 
order to maintain investor confidence and strengthen the foundations of the hard 
currency pegs and ERM II participation. This is against the backdrop of strong 
growth or a boom, when there is an especially acute danger of overestimating 
potential growth and perceiving transient revenues as permanent (Jaeger and 
Schuknecht, 2004). Potential overheating could be severely aggravated by a pro-
cyclical fiscal policy. Indeed, the timing of any fiscal stimulus, whenever a temporary 
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easing of fiscal targets is considered justified by growth considerations, is of the 
utmost importance – including after adoption of the euro. Given the increasing 
absorption and level of EU funds, achieving the right timing may prove particularly 
challenging.  
 
In sum, all these considerations suggest that a prudent approach to fiscal policy is 
required. Indeed, recent empirical evidence from the longer-standing EU cohesion 
countries also suggests that fiscal discipline is beneficial for growth and socio-
economic development (Mehrotra and Peltonen, 2005). Any remaining trade-offs 
could be further alleviated by strengthened fiscal frameworks and credible multi-
annual adjustment strategies that are underpinned by thorough expenditure reviews. 
Finally, EU funds will allow for growth-enhancing expenditures that would otherwise 
have to be financed domestically and, given the additional stimulus they provide, 
may make compensatory fiscal restraint all the more important.   
 
 

Conclusion 
 
The Baltic states have embarked on a convergence path that is steeper than in the 
other Member States that have recently acceded to the EU. They also feature very 
hard exchange rate pegs and currency boards that provide a strong nominal anchor 
but leave no leeway for monetary policy. External deficits are high and private-
sector-driven. Prospects for further rapid convergence are favourable. However, to 
keep the process stable and sustainable, it is crucial to ensure sound domestic 
counterparts to the high current account deficit by avoiding over-exuberance, which 
would lead to an excessively benign assessment of risks and too-low risk premia. 
Given the constraints on other policies, notably on monetary policy, fiscal policy 
plays an essential role in achieving this goal. It must send the right signals to 
markets and remain geared to maintaining macroeconomic and financial stability, in 
particular by avoiding pro-cyclicality. Over-estimation of potential growth and 
structural revenues need to be avoided. Stronger medium-term fiscal planning will 
help to set growth-enhancing expenditure priorities, while keeping fiscal balances 
sound. 
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