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Cross-country study: 
Economic policy challenges in the Baltics 
 
The study reviews the process of economic transformation in Estonia, Latvia and Lithuania 
from the early years of these countries' regained independence to the current downturn. In 
particular, the study examines macroeconomic and budgetary developments and policy, real 
and financial integration with the rest of the EU and medium-term challenges to optimise 
growth prospects. The emphasis lies on inferring policy lessons for small open economies 
undergoing rapid real and financial convergence, including the positive contribution which 
pursuing prudent policies over the medium term can make, also at a time of a crisis. 
 
In the early 1990s the transition of each country to a free-market economy started with basic 
reforms including introducing national currencies, privatising state-owned enterprises, 
creating new business and financial institutions, fostering competition and enterprise 
restructuring. Following the collapse of the centrally-planned system, the reform efforts led to 
a quick recovery and a decade of sustainable growth, with only a short interruption in 1999 
associated with the Russian crisis. 
 
Large-scale economic restructuring, including privatisation of existing enterprises and inflows 
of foreign investment, resulted in sectoral reallocation of resources, adaptation of modern 
technologies and new managerial skills leading to higher labour and total factor productivity. 
Increasing productivity gains coupled with relatively low-per capita incomes made the Baltics 
an attractive destination for further production-based FDI and supported sustained capital 
accumulation. In the light of the rapidly changing economic landscape, the performance of the 
labour market was initially rather weak, as reflected in high unemployment rates and a wave 
of outward migration after EU accession in 2004. However, unemployment declined to a 
record low in the years of strong growth which followed accession. 
 
EU accession fostered rapid real and financial integration of the Baltics with more advanced 
European countries; integration with the banking and financial systems of Nordic neighbours, 
based on the fixed or quasi-fixed exchange rate arrangements chosen by the Baltics, was 
particularly important. However, an initially outstanding performance gave way in 2005-2007 
to an unsustainable credit-led boom that fuelled private consumption and investment into non-
tradable sectors. This resulted in an unprecedented degree of overheating with a steep increase 
in cost and wage inflation, declining competitiveness and widening external imbalances. 
Given the fixed exchange rate arrangements in place, the study concludes that a more 
effective financial regulation, supervision and surveillance could have helped to reduce 
vulnerabilities and counter the formation of bubbles. While the impact of such instruments is 
limited in highly integrated markets, a necessary complement to national prudential and 
supervisory policies should be found in closer cross-border co-operation among supervisory 
authorities and an enhanced framework for macro-financial surveillance at supra-national 
level. Additionally, a more appropriate fiscal policy stance could have helped in containing 
the overheating, and the tax system could have made a stronger contribution to preventing a 

http://ec.europa.eu/economy_finance/publications/occasional_paper/index_en.htm


misallocation of investment towards the construction sector and non-tradable activities in 
general. 
 
The cyclical downturn in the Baltics was considerably aggravated by the global financial 
crisis. Rapid deterioration of economic activity posed acute policy challenges with respect to 
preserving macroeconomic and financial stability, containing and reversing external and internal 
imbalances, improving competitiveness and facilitating the adjustment towards export-oriented 
sectors. The crisis revealed how countries' adoption of different policies during the years of 
high growth played out subsequently. Latvia struggled with balance of payment difficulties 
that eventually resulted in the acceptance of a financial assistance programme led by the 
European Union, the IMF and other international lenders. Since the start of the acute phase of 
the crisis, reassuring markets as to the credibility of commitment to their currency pegs was 
among the major concerns of Latvia, and to some extent also of Lithuania. The considerable 
tensions which accumulated in the summer of 2009, especially in and towards Latvia, now seem 
to have somewhat abated, reflecting the significant adjustment made by these countries. After 
the worst of the crisis had passed, Lithuania as a sovereign borrower managed to regain access 
to international financial markets, backed by the significant consolidation undertaken since the 
end of 2008 and commitment to medium-term reform. Estonia, largely in virtue of its well-
functioning product and factor markets and more prudent fiscal and financial policies before 
and during the unfolding of the crisis, including the accumulation of substantial fiscal reserves 
and major consolidation, had no major difficulty in financing its budget or external position. 
 
In perspective, the Baltic economies need to exploit synergies between creating the conditions 
for a fast and successful adjustment in light of the accumulated external imbalances and 
promoting recovery and growth on a sustainable basis. Although external adjustment will 
imply compressed dynamics of domestic demand and reduced availability of credit, over the 
medium term it will contribute to create the conditions for a more durable outward-oriented 
growth process. How fast and successful the path towards re-launched growth will be depends 
crucially on the effectiveness of policy frameworks to restore a sound financial system, to 
improve price and non-price competitiveness, to foster the adoption of superior technologies 
and innovation, to allow the inter-sectoral reallocation of production factors, and in 
international comparison to create an attractive environment for inward investment. 

 


