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III.2.   Estonia in the euro area: staying fit 
 in monetary union  

Introduction 

With the entry of Estonia into the euro area on 1 
January 2011 the country has reached the deepest 
stage of economic and monetary integration in the 
EU. Against the unwavering prospect of eventual 
euro adoption, Estonia experienced fast 
convergence supported by high economic growth 
and declining unemployment over several years. 
However, significant macro-economic imbalances 
accumulated on the back of an overheating 
economy, which led to postponement of euro 
adoption, initially envisaged to take place shortly 
after EU accession in 2004. Like in other euro-
area Member States, the unwinding of these 
imbalances was amplified by the fallout from the 
global economic crisis, thus raising the challenges 
for euro adoption. Yet, thanks to impressive fiscal 
consolidation, comparatively flexible labour 
markets and additional structural reforms 
undertaken, Estonia successfully managed to fulfil 
the conditions for the adoption of the euro.  

This section describes Estonia’s economic 
adjustment path and the main policy actions taken 
towards euro adoption. It concludes with some 
policy lessons for successful economic 
performance in the euro area.  

Economic convergence accelerated ahead of 
EU membership in 2004 and afterwards … 

In the early 2000s, Estonia was quickly 
recovering from the Russian crisis and 
strengthening its economic, financial and 
institutional ties with the EU, especially with the 
Nordic countries. The factors that made Estonia 
stand out among other transition economies were 
its overall prudent fiscal policy, the very low level 
of its public debt, and a simple and efficient 
system of taxation that favoured business 
investment. The currency board regime provided 
exchange rate stability and served as the main 
policy anchor, helping to contain inflation. Such a 
policy mix was well-suited to a small open 
economy. The improving external environment, a 
sound macro-economic policy framework, and the 
prospect of EU entry contributed to high 
investment and fast catching up. These factors 
boosted private sector confidence and brought 
about significant economic convergence with the 
EU, at an increasing speed. 

Estonia’s GDP growth rate in 2000-2007 
averaged as much as 8.4 %. It was primarily 
driven by very high capital deepening and TFP 
growth. Foreign direct investment increased 
significantly, contributing to buoyant exports. 
Estonia’s share of exports of goods and services 
in world exports rose until 2006, mostly thanks to 
a successful re-orientation and specialisation of 
exports in response to EU demand and favourable 
economic outlook in the main trade partners. (43) 

In addition to a strong external sector, an 
increasingly important contribution to growth 
came from buoyant domestic demand, which was 
fuelled by financial convergence. A robust 
catching-up record and improved access to cross-
border bank finance in anticipation of Estonia’s 
EU accession dramatically reduced risk premia. 
Nominal interest rates declined to levels very 
close to those of the euro area, and real interest 
rates turned negative by mid-2000. Starting from 
a low position, private credit expanded robustly, 
permitting large and sustained — but ultimately 
not sustainable — gains in investment and 
consumption expenditure. Domestic demand 
surged, leading to a significant deterioration of the 
current account from -4.8 % of GDP in 2001 to -
17.2 % in 2007.   

Similarly to some other EU economies, including 
within the euro area, the demand boom was partly 
driven by strong investment flows into residential 
property and the associated rise in construction 
activity. Compared to 2001-2004, construction 
sector growth more than tripled in the years after 
accession, averaging 18.5 % in 2005-2007, and 
other non-tradable sectors also expanded robustly. 
This boom was mirrored in the labour market, 
where employment expanded strongly and the 
activity rate increased. The unemployment rate 
dropped from 14 % in 2000 to less than 5 % in 
2007. Similarly to the pre-crisis experience of the 
other Baltics and peripheral euro-area Member 
States, employment growth took place almost 
exclusively in the non-tradable sector, drawing 
workers away from other sectors.  

… with signs of overheating by 2007 

By 2007, significant imbalances became apparent 
and were accompanied by clear signs of 
overheating. The positive output gap increased to 
above 10 %, according to Commission estimates. 
                                                        
(43) A thorough account of the convergence, boom and 

subsequent bust is presented in European Commission 
(2010), ‘Economic policy challenges in the Baltics’, 
Directorate-General for Economic and Financial Affairs, 
Occasional Papers, No 58. 
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Both household and corporate debt doubled 
between 2001 and 2007, reaching 123 % of GDP. 
Annual growth of imports exceeded 17 % in 2007, 
pushing the current account deficit to 
unsustainable levels. Labour market bottlenecks, 
such as skill shortages, combined with increased 
employment in the booming low-productivity 
construction sector, resulted in wage increases 
outpacing productivity and pushed up unit labour 
costs. Together with the increase in inflation due 
to strong domestic demand and overheating, this 
contributed to the erosion of external 
competitiveness and to a significant appreciation 
of the real effective exchange rate. The surge of 
inflation to well beyond the Maastricht reference 
criterion put a brake on the prospect of early euro 
adoption. 

Some policy action was taken to counter the 
overheating pressures, although the choice of 
policy instruments at the government’s disposal 
was rather restricted. With monetary policy 
focused on maintaining the currency board and in 
the light of the limited role of automatic 
stabilisers in a country with a small government 
size, the main tools for macro-economic 
stabilisation were discretionary fiscal policy and 
prudential and supervisory policies in the 

financial sector. Starting from 2006, banks’ 
minimum reserve requirements were raised and 
the rules for the computation of capital adequacy 
were tightened. Given that the banking sector in 
Estonia is almost entirely foreign-owned, 
cooperation with supervisory authorities in 
relevant countries was strengthened. On the fiscal 
side, a somewhat belated policy response was 
aimed at reducing the incentives to borrow while 
relatively high tax rates on distributed dividends 
encouraged banks to maintain large capital and 
liquidity buffers. (44) As regards government 
expenditure, significant nominal surpluses were 
recorded in 2005-2007, but fiscal policy remained 
pro-cyclical in structural terms and likely 
contributed to overheating. 

The financial crisis triggered significant real 
adjustment at a high cost  

Preceded by a turnaround of the credit and 
housing cycles in 2007, the economic adjustment 
in Estonia already started in early 2008, but was 
considerably reinforced by the escalation of the 
global financial crisis as from September 2008.  
                                                        
(44) Purfield, C. and C. Rosenberg (2010), ‘Adjustment under a 

currency peg: Estonia, Latvia and Lithuania during the global 
financial crisis 2008-09’, IMF Working Paper, WP/10/213. 

Graph III.2.1: GDP gap with the euro area and growth decomposition, Estonia (in %) 
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The downturn was ultimately prompted by 
excessive real estate prices, high private sector 
indebtedness and a tightening of credit. Already 
before the crisis, Nordic banks began reassessing 
the economic outlook of the Baltics and imposing 
tighter credit rules, also in the light of rising 
policy rates applied by national central banks in 
Europe and elsewhere. This resulted in an 
increase in real interest rates in Estonia to pre-
2000s levels. The demand for housing loans fell, 
which led to a deceleration of real estate 
transactions and falling asset prices. This in turn 
immediately affected output and employment in 
construction, real estate, and financial services. 
The contraction subsequently spread across other 
sectors, prompting a fall of domestic demand.  

The negative shock from domestic demand was 
amplified by the subsequent global liquidity 
crunch and a steep fall of exports, hit by the 
collapse of the trade guarantees market. The drop 
in world demand, magnified by the severe 
regional impact of the global trade crisis, hit the 
open Estonian economy very hard. Additional 
negative repercussions from the global financial 
crisis stemmed from the flight to safety in 
financial markets and an upward pressure on 
interest rates resulting from the currency board 
arrangement and a corresponding need to ensure 
adequate inflows of foreign capital. Overall, the 
cumulative GDP loss in Estonia in 2008-2009 
amounted to 19 %.  

In the face of this serious crisis, a major challenge 
was to ensure macro-economic stability, to avoid 
putting private sector net worth at risk and to keep 
the prospect of euro adoption open. Estonia had to 
rely on internal adjustment to absorb the negative 
shock of the economic bust and to proceed along a 
path of considerable restructuring of the economy.  

Given the comparatively flexible labour market in 
Estonia, employment swiftly reacted to the drop 
in GDP, with the most pronounced decline in 
employment taking place in the non-tradable 
sectors. The unemployment rate rocketed from 
4.8 % in 2007 to 17.3 % in 2010. Labour shedding 
was at times preceded but also often accompanied 
by a reduction of working time, if necessary 
through a modification of work contracts. This led 
to a significant decline in the wage bill. After a 
two-year decline, productivity growth turned 
positive again to +7.4 % in 2010 according to the 
estimation of the Commission’s forecast. Unit 
labour costs moderated significantly in 2009 and 
decreased by almost 7% in 2010, which, in 
combination with inflation dropping from 10.6 % 

in 2008 to 2.7 % in 2010, helped to correct 
relative prices. For instance, the real effective 
exchange rate as measured by unit labour cost 
relative to the main industrialised countries is 
expected to have declined by 9.2 % in 2010.  

Public expenditures had increased significantly 
during the boom years. With the crisis, tax 
revenues collapsed and the deficit risked spinning 
out of control. The only policy option that was 
fully consistent with the currency board was to 
embark upon rapid fiscal consolidation. Indeed, 
Estonia implemented a sizeable consolidation 
package allowing it to regain stability and 
maintain its deficit below the Maastricht 
requirement, thus, opening the door to euro 
introduction. 

Zooming in on labour market adjustment  

Reliance on labour market flexibility was an 
essential element of the adjustment that took place 
in Estonia over the last two years. Estonia’s 
labour market institutions involve a high degree of 
quantitative flexibility, i.e. allowing adjustment 
through lay-offs and working time flexibility, but 
also a high degree of wage flexibility. Indeed, the 
drop in private sector employment accounted for 
the bulk of labour shedding over the past two 
years, with job losses across all sectors of activity. 
The accelerated adoption of the new labour law, 
effective since July 2009, contributed to a swifter 
adjustment by reducing lay-off costs for regular 
contracts and easing hiring, although labour 
protection had already been rather light de facto 
since the early 2000s. (45)  

The reduction of working hours was used more 
intensively in Estonia than in other Member 
States. (46) Instead of lay-offs, many companies 
opted for the introduction of part-time 
employment, cutbacks in working hours, and 
partially paid vacations. As a result, the drop in 
hourly productivity in 2008-2009 remained 
smaller and was less prolonged than that of 
productivity per employee (see Graph III.2.2). 
The improved economic outlook in 2010 led to an 
increase in working hours before translating into 
employment growth. 

Downward flexibility of wages was another 
important adjustment channel to alleviate the 
negative effects of the shock. The decentralised 
                                                        
(45) Eamets, R. and J. Masso (2007), ‘Macro-level labour market 

flexibility in the Baltic States’, in Paas and Eamets (eds.) 
‘Labour Market Flexibility, Flexicurity, and Employment: 
Lessons from the Baltic States’. 

(46) Bank of Estonia (2010), Labour Market Review, No 2/2010. 
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wage setting and company-level bargaining that 
prevails in the Estonian labour market facilitated 
downward nominal wage adjustments in a way 
that was similar to the adjustment after the 
Russian crisis in 1999. In 2009, compensation per 
employee fell by more than 3 %. Such a rapid 
nominal downward correction is rather unusual, 
and only took place in a handful of countries in 
the EU, namely in the Baltics and in Hungary. 

Graph III.2.2: Labour productivity, Estonia  
(y-o-y changes in %, 2008Q1 to 2010Q3) 
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Source: Commission services. 

In addition to the nominal adjustment of base 
wages, non-wage adjustment strategies appear to 
have played an important role in Estonia, too. The 
pre-crisis micro-level evidence suggests that 
almost every worker in Estonia has been affected 
by at least one non-statutory non-wage 
adjustment, with a reduction of bonus payments 
being the most common response, adopted by 
about 40 % of firms, almost twice as many as in 
the euro-area on average (47). The importance of 
bonus payments is captured by the difference 
between the growth of average monthly and 
hourly gross wages during the adjustment period: 
the latter decreased less rapidly and is now 
recovering more slowly than monthly wages. 
Furthermore, wage freezes appear to be more 
significant and automatic indexation less frequent 
in Estonia than in other peripheral euro-area 
Member States. (48)  

While nominal labour market flexibility is 
important, it is the functional flexibility of the 
labour market (i.e. the availability of transferrable 
skills) that allows individuals to better adapt to 

                                                        
(47) Babecký, J., P. Du Caju, T. Kosma, M. Lawless, J. Messina 

and T. Rõõm (2009), ‘The margins of labour cost adjustment: 
Survey evidence from European firms’, Czech National 
Bank, Working paper Series, No 7. 

(48) Ibid. 

structural and technological changes. (49) In the 
past, skill shortages and mismatches in Estonia 
led to rapid real wage increase in periods of 
expansion and contributed to the emergence of 
imbalances. The Beveridge curve for Estonia, 
which relates unemployment to job vacancies, 
shows the negative effect of the recession that is 
reflected in a falling number of vacancies and a 
substantial increase in unemployment. While skill 
shortages have not yet become apparent, 
rebalancing the economy may require investment 
in skills and human capital to facilitate the 
transition of labour to the tradable sectors and to 
prevent unemployment from becoming structural.  

Graph III.2.3: Beveridge curve  
(in%, 2008Q1 to 2010Q4) 
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Some lessons from the adjustment experience 
in Estonia 

Overall, the absorption of the negative shock of 
the global financial and economic crisis was 
similar in Estonia to other countries in the EU 
where economic expansion prior to the crisis had 
relied on excessive credit growth and a 
concentration of employment in less productive 
sectors. The output of the non-tradable sector 
collapsed, accompanied by significant labour 
shedding and unemployment spikes. It also 
appears that, similar to other Baltic States, wage 
and working time adjustment in Estonia helped to 
regain competitiveness and facilitated adjustment. 
This contrasts with the experience of peripheral 
euro-area Member States where, with the 
exception of Ireland, wage stickiness resulted in 
nominal wage increases even when employment 
plummeted. With productivity on the rise, unit 
labour costs dropped by as much as 7-8 % in 
Estonia in 2010 and are likely to remain subdued 
in following years.  

                                                        
(49) See, for example, Brixiova ,Z. (2009), ‘Labour market 

flexibility in Estonia: What more can be done?’, OECD 
Economic Department Working Paper, No 697. 
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The economic rebound in 2010, which amounted 
to 3.1 %, has been achieved while keeping public 
sector deficit under control and well within the 
limits of the Stability and Growth Pact. A sizeable 
fiscal adjustment of over 10 % in 2008-2010 
helped to ensure fiscal sustainability — given the 
structural misalignment between revenues and 
expenditures resulting from the boom years — 
and allowed the government debt to be kept 
contained. In contrast to most other Member 
States, prudent fiscal policy in Estonia before the 
crisis helped to build up liquidity reserves and 
ensured that public sector finances were not 
constraining the ongoing recovery. 

Over the last two years, a number of macro-
economic and prudential measures were 
introduced to help restore the normal functioning 
of financial markets and repair private sector 
balance sheets. Private sector loan indebtedness 
has been slowly declining since autumn 2008 (but 
only since early 2010 in GDP terms given the 
large denominator effect) to reach 106 % of GDP 
in 2010, with the loan and leasing portfolio 
decreasing by 6.3 % in 2010. Equity prices rose by 
75 % in 2010 in view of the prospect of euro 
adoption, supporting private sector wealth and 
strengthening households’ balance sheets. 
However, deleveraging may take time and private 
sector indebtedness remains rather high.  

The banking sector is well capitalised (the average 
solvency ratio of banks operating in Estonia has 
stabilised around 22 % since early 2009) and the 
pace of deterioration of banks’ assets has been 
slowing down. Last year, Estonia adopted a bank 
resolution law, which should enable it to take 
timely action required to secure the stability and 
credibility of the financial system. The law also 
reinforces the powers of the national supervisory 
authority, which should help to control credit 
growth. The supervisory cooperation in the 
Nordic-Baltic region, including a multilateral 
cooperation agreement on cross-border financial 
stability, crisis management and resolution signed 
in August 2010, helps to ensure financial sector 
stability, which is essential to attracting capital 
and fostering investment. 

The relatively strong fiscal position and rapid 
adjustment in the labour market supported the 
improvement in cost competitiveness, 
contributing to a swift recovery of the tradable 
sector once the global economic outlook started to 
improve. Indeed, output in the second half of 
2010 was mainly driven by the strong growth of 
the exporting manufacturing sector.  

As the global recovery gains ground, the 
economic outlook in Estonia relies upon the 
swiftness and sustainability of the ongoing 
sectoral rebalancing. By building foundations for 
sustainable growth, structural reforms are likely to 
play the key role.  

Measures that improve market functioning and 
facilitate better resource allocation – such as 
measures to improve skills matching and mobility, 
reduction of labour costs, better framework 
conditions for innovation, and a business-friendly 
regulatory environment – can yield the double 
benefit of helping to restore price competitiveness 
and facilitating rebalancing towards exports, 
while at the same time fostering potential growth 
via capital and TFP growth. They are 
indispensible to ensure the successful 
performance of Estonia within the euro area.   

Conclusion 

During the last ten years Estonia achieved 
significant economic convergence with the EU. 
This result was supported by a policy mix that 
was based on a currency board regime and backed 
up by relatively sound fiscal policy and low 
public debt. Nevertheless, fiscal discipline alone 
was not sufficient to guarantee overall macro-
economic stability. Financial convergence fuelled 
strong domestic credit growth, which from the 
mid-2000s led to a construction boom and, 
eventually, to overheating. Similarly to other 
countries experiencing persistent external 
imbalances, Estonia was particularly hard-hit by 
the global financial crisis, with surging 
unemployment and a cumulative GDP loss in 
2008-2009 amounting to 19 %.  

Currently, Estonia is undergoing a significant 
adjustment process. In this context, an important 
lesson from the crisis is that policies actually do 
make a difference. Measures introduced by 
Estonia to ensure flexible labour markets, and 
prudent fiscal and financial policies have limited 
the damage brought by the crisis and are 
contributing to a fast export-driven recovery. 
Maintaining an appropriate policy framework, 
strengthening the foundations for higher potential 
growth and ensuring economic surveillance to 
avoid the emergence of new imbalances are key 
elements of the strategy to support both the 
sustainability of the resuming real convergence 
process and successful economic performance in 
the euro area.  




