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The Economic Crisis and its Aftermath
in the Nordic and Baltic Countries

The Nordic-Baltic region has become highly integrated. The Nordic countries
have been successful in balancing competitiveness and economic growth
with sodal inclusiveness, while the Baltic States have grown economically
but remain vulnerable with weak social systems and highly unequal income
distribution. European Union (EU) membership and inter-linkages with the
continental Nordic banking systems appear to have affected the 2008/00
crisis response of the Baltic States,

In spite of their strengths, including their social systems, continental Nordic
states are faced with a challenging mix of large, cross-border banks and
highly indebted households at a time of rather weak global growth. The
Baltic States are challenged by slow economic growth postcrisis, security
concerns, and large-scale outward migration of the youngest and most
highly educated people.

It is now a decade since the Baltic States were hit by the global crisis. It istime
to take stock of their progress and assess their relations with other countries
in the region and with the EU. This book focuses on the Baltics and their
future challenges, examining and comparing the crisis response of these
various small states that enjoy different income levels, operate different
welfare and tax systemns, and seek different levels of integration with the EU.

Hilmar pér Hilmarsson isa Professor at the University of Akureyri, School of
Business and Sdence, |celand, where he teaches courses on international
business and macroeconomics. He received his degree in Economics from
the University of lceland in 1987, an MA in Economics from New York
University in IM,andaPthpubllcad‘ istration and
development from the American University in Washington, DC in 1992
He served as a Specialist and Co-ordinator with the World Bank Group
in Washington, DC from 1990 to 1995, at the World Bank office in Riga,
Latvia from 1999 to 2003 and the World Bank office in Hanoi, Vietnam
from 2003 to 2006. From 1995 to 1999 he served as a Special Advisor to
the Minister for Foreign Affairs in lceland.
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Iceland alone and Latvia captured: The role of Sweden in the
Icelandic and Latvian financial crises
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Both Iceland and Latvia were severely hit by the late 2000s financial crisis. However, as
Hilmar bor Hilmarsson writes, Sweden did not suffer as serious a crisis despite its
extensive banking interconnections in other Nordic and Baltic countries. He argues that
Sweden effectively managed to ‘export’ its crisis to other states, and that given the continued

vulnerability of the Swedish banking system, the lessons from the first crisis have still to be

learned.
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i pirms Baltijas valstu ie-
ands Eiropas Savienibd
), &5 dzivoju Rigd. Visap-
Juty optimismu un cerf-
ka pavisam driz Baltijas
tis sasniegs ES 15 valstu
womiskads attistibas lime-

katrd no trijdm valstim vis-
maz vienu gadu izaugsmes
raditdjs parsniedza 3o azi-
mi. Protams, ka pie $3diem
temnpiem, ekonomikas apmérs
desmit gadu laika divkar-
Sops. Arl bezdarba limenis
levérojami kritds.

Tadu jsu 2008.72009. gada
Baltijas regionu jedragija
globdld finandu krize. Ipadi
smagl ta skara tiedl Latviju.
Bija nepieciefams piegemt
svarigus lémumos, un visas
tris Baltijas valstis 1zléma
jeviest fiksftd valotas kursa
politiku. ES o

atbalstija, un ta tika izvirzita
par nosacijumu eiro leviesa-
nai. Si politika paredzé#ja bar-
gu Laupibas pasdkumu uzsik-
Sanu. Tika samazindts darba-
vietu skalts, algas, ki arf iz-
devumi socidlajm, zglitibas
un veselibas programmam.
Lai palielindtu Latvijas eko-
nomisko konkurétspju, ce-
ribd uz Jrdku ekonomikas
atvesejodanos Starptautiskais
Valiitas fonds isteica L arvilas

to, ka devalvicija ietekmés
to portfell: daudzi o banku
klient) bija velkudi alzgému-
mi elro valitd, Ari ES pau-
da bafas par lata devalvici-
jas letekmi uz Latvijas eko-
nomiku,

Bosim atkidti - 2005, lidz
2007. gada Baltijas valstu
IKP tzaugsmes pamata nebi-

93

kas izpratne. Bankas pie at-
bildTbas 13 arT netika sauktas,
Ta vietd visds trijds Baltijas
valstis, kurds ir viens no vis-
augstikajiem nabadzibas, so-
clalis atstumtibas un fendku-
mu nevienlidzibas riskam pa-
klauto cilvéku skaits ES, tika
istenoti taupibas pasdkuml.
Vairak uzmanibas tika pie-

Ka pétnieks esmu
méginajis izprast, ka
Baltijas valstis p&k3ni

kluva tik necliberalas, kadé| tas
pienéma tik ekstrému briva tirgus

filozofiju?!

Ja fiskdlds nelidzsvarotibas;
Igaunijas budietd Sajd pe-
rioda tika registréts parpali-
kums, bet Latvijas un Lietu-
vas budeti bija gandriz lidz-
svarotl Fhkonomikas straut

virsts banku glabsanai, nevis
maznodrodinito personu lab-
klajibas veicindsanal. Ka pét-
nieks esmu mégindjis izprast,
ka Baltijas valstis p&k3gi kju-
va tik neediberilae kadél e

Lars, kurs 1992, gada (neilgt
pEc valstiskuma atjaunoda-
nas) tika leveléts par Igauni-
jas premjerministru, atklija:
«Par laimi, es nebiju ekono-
mists. [ Biju izlastjis tikai
vienu grimatu par ckonomi-
kas zindtni - Miltona Frid-
mana lzvéles brivibu (Free
to Choose), Tolalk es par to
neko nesapratu, t3dé] doma-
ju, ka Rietumos Istenotis
ckonomiskis reformas spéj
izskaidrot Fridmana rakstito
par guvamiem no privatizici-
jas, vienotiem nodokliem un
muitas tiesibu atcelfanas.»
Un Lars Igaunijd Tstenoja
Fridmana politiku: politiku,
kas nekad leprieks nebija ti-
kusi ieviesta neviend citd pa-
saules valstl, pat ne Fridmana
dzimtend ASV.

Pédéjo desmit gadu laika es-
mu pasniedzis lekcijas visu
tris Baltijas valstu univer-
sithiés. Esmu rundjis ar stu-
dentiem. Daudzi no vigiem
pametudi dzimteni un devu-
Liee ur kaddu haodedAbhn valeti

Latvijd un Lietuva emigs
cijas limenis ir jo sevid
augsts. Ir skumji noskatithe
cik léni Baltijas valstis atho
jas péc krizes. Ja td turpin
sies, tas bagitiko ES dali
valstu ckonomiskds attis
bas limeni tuvakajd nike
né td ari nesasniegs. Baltij
valstu jauniesi, kas dzimte
pametusl, visticamik, nev
lesies atgriezties majls, k
tos sagaida remas darba alg
un vijas socidlas labklajib
sistémas.

Bet Baltijas valstim vél ir )
spéja mainities. Tas var kj
konkurétspéjigakas, legu
dot vairdk resursu lzglib
zinktné, pétnieciba un infr
struktiird. Baltijas valstis v
plinveidot nodokju sistém
ieviedot progresiva nodo
Ja likmi un pasugstinot §
ndkuma, zemes un kapitd
nodokli. Tds var pamazd
uzlabot labkladjibas un v
selibas apripes sistéma

Latvija, Lietuva un Igaun
iz ir moadesranse wvaletie »



Nordic Countries and Baltic States
Baltic and Finnish proximity with Russia
Prisoners of geography?
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Gross domestic product per capita, current
prices - U.S. dollars.
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Level of European Integration
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Nordic welfare model

Holmstrom, et al. argue that the Nordics have embraced
both globalization and the welfare state, and that the
security offered by collective mechanisms for sharing risks
has been instrumental in enhancing a favorable attitude to
globalization and competition (See Holmstrom, et al. 2007,
p.12).

Professional economists have often been puzzled by the
relatively good economic performance of the Nordic model,
given its high taxes and its generous social protection
systems as well as the role of strong labour unions and
wage coordination (See, Holmstrom, et al. 2007, p. 16).



Mart Laar Prime Minister of Estonia
Waking on Water

* “ltis very fortunate that | was not an economist,” he says.
“I had read only one book on economics — Milton
Friedman’s “Free to Choose.” | was so ignorant at the time
that | thought that what Friedman wrote about the benefits
of privatisation, the flat tax and the abolition of all customs
rights, was the result of economic reforms that had been
put into practice in the West. It seemed common sense to
me and, as | thought it had already been done everywhere,
| simply introduced it in Estonia, despite warnings from
Estonian economists that it could not be done. They said it
was as impossible as walking on water. We did it: we just
walked on the water because we did not know that it was
impossible” (The Brussels Journal, 2005).



Mart Laar Waking on Wather

e The Cato Institute awarded Laar the Milton Friedman Prize
for Advancing Liberty in 2006.
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Baltic States and Euro Area.
Gross Domestic Product, constant prices.
Percent change.
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Nordic Countries and Euro Area.
Gross Domestic Product, constant prices.
Percent change.
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Baltic States. Current account balance.
Percent of GDP.
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Nordic countries. Current account balance.
Percent of GDP.
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Baltic States. Headline deficit.
Percent of GDP.
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Nordic countries. Headline deficit.
Percent of GDP.

25%
20%
15%

10%

. W
2005 2006 2007 9 1D ql HE mE I]_14 EIE -EIIE

-5%
-10%

-15%

mDenmark mFinkBnd = lceland MNorway m5Sweden

January 2019



20%

1055

035

Baltic States and Euro Area.
Unemployment rate.
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Nordic countries and Euro Area.
Unemployment rate.

Percent of total labor force.
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Real interest rates on lending for house
purchases, original maturity over 10 years
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Baltic States and Euro Area.
Gross Domestic Product, constant prices.
Percent change.
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Baltic States. Current account balance.
Percent of GDP.
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Gross domestic product per capita, current
prices - U.S. dollars.
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Latvia: Devaluation

 The big issue was the exchange rate policy
* Adoption of the euro could have been stalled for years to
come if depreciation
— External forces
* European Union/Euro Area
* Nordic/Swedish banking interests
* International Monetary Fund (Mission in November,
2008)



Devaluation

* IMF says YES -> Widening the exchange rate band to the full
15 percent
— Improve competitiveness
* Faster economic recovery



Latvia: Devaluation 15 percent

Latvia: Altemative Exchange Rate Options Compared
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Iceland: Real exchange rate
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Devaluation:
IMF, banks in Latvia and the EU

IMF says YES -> Widening the exchange rate band to the full
15 percent
— Improve competitiveness

* Faster economic recovery
Banks say NO -> Concern over the impact of a devaluation
on banks and their clients
EU says NO -> Concern over potential regional spillover
effects of a devaluation



Nordic-Baltic banking interlinkages

Table 7.1 Liabilities of the Nordic and Baltic Banking Systems to the Nordic
Countries 1999-2006 (% of total foreign liabilities)

Liabilities to  Liabilities Liabilities to  Liabilities to Liabilities to
Denmark to Finland Norway Sweden all Nordics

04 Q03 04 03 04 O 04 03 04 O3
1999 2006 1999 2006 1999 2004 1999 2006 1999 2006

Nordic 39 1.8 37 B2 0.1 0.5 10.8 279 185 414

Countries

Denmark - - 1.2 6.4 0.0 0.5 99 335 111 405
Finland 33 1.8 - - - 0.1 233 602 266 62.1
Iceland 1.5 - 0.8 0.1 3.0 0.4 3.5 0.8 8.8 13
Norway 4.2 10.4 20 4.1 - - 23.6 319 298 46.3
Sweden 7.0 19.3 8.3 8.9 - I - - 153 293
Baltic 0.0 0.0 8.7 111 0.0 0.0 42.6 709 513 82.1
States

Estonia B - 109 132 - - 59.8 788 70.6 92.0
Latvia - - 9.6 8.8 - - 45.0 679 545 76.7
Lithuania - - 42 113 - - 10.3 655 145 76.7

Source: Bank for International Settlements Consolidated Banking Statistics and International
Monetary Fund (2007).

Notes: Liabilities on immediate borrowers basis; data for liabilities to Norway not publicly available
after March 2004.
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Ownership Strucure of the Baltic
Banking System (IMF, 2014)

Ownership Structure of the Baltic Banking System
(Percent)
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Devaluation of the Lat

Devaluation would have broken the Latvian banking system
and caused mass bankruptcies because of currency
mismatches. Disorderly devaluation would presumably
have spread to Lithuania and Estonia, as well as caused a
Swedish banking crisis (Aslund and Dombrovskis, 2011, p.
116)

Baltic crisis- > Swedish crisis —> Scandinavian crisis —>
EU/Eurozone crisis



Latvia Rescue Package

Table 11.1 Latvia’s 2008 rescue package—Burden sharing

Value (million euro) % of total
EU 3,100 41.3
Nordic countries 1,800 24.0
IMF 1,700 22.7
World Bank and EBRD 500 6.7
Czech Republic, Poland and Estonia 400 3.3
Total 7,500 100.0

Source: International Monetary Fund (2013b).

Note: In Hungary the IMF provided 63% of the 2008 rescue package, and in Romania 65 %.
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Latvia: Government ownership?

* Swedish Minister of Finance called the closest friends of
Latvia to an emergency meeting at Arlanda airport in
Stockholm on December 10, 2008 (Aslund and
Dombrovskis, 2011, p. 45-46)

— Government owneship?

* Arepresentative of the Swedish Ministry of Finance (a key
partner given the significant importance of Swedish banks

in Latvia) also regularly joined program missions (IMF,
2013b, p. 7)

— Unusual third country involvement



Latvia: Government ownership?

* The European Commission was heavily involved in the

program design, especially in the fiscal and finanical sectors
(IMF, 2013b, p. 7)

— Unusually strong IMF language

* Latvia’s Prime Minister “Reform starts where the money
ends” (Aslund and Dombrovskis, 2011, p. 73)

— Reform imposed

* “If your financial sector is largely composed of foreign
subsidiaries, it is a good idea to be friends with the parent
banks” (Blanchard, et al., 2013, p. 33)

— Dependency



Goverment ownership

* Arguably, Sweden could have also blocked both IMF and EC
funds if necessary, as was the case with the UK and the
Netherlands when there countries blocked an IMF rescue

package for Iceland (Boyes 2009; Cepilovs and Muizniece
2016).



Sweden and Finland

Latvia also learned from the Swedish an Finnish banking
and devaluation crisis in the early 1990s that banking
collapses and devaluation should have be avoided if
possible (Aslund and Dombrovskis, 2011, p. 117)



The Finnish and Swedish exchange rate against

the ECU-basket 1985-99.
(1985=100)
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Depreciation in Sweden and Finland

“the biggest macroeconomic change contributing to the
recovery was the loosening of monetary policy, including the
currency depreciation in the aftermath of the 1992 EMS
crisis” (Jonung et al., 2008, p. 31).

“The depreciation of the krona in November 1992 marked the
culmination of the crisis and the beginning of the recovery in
Sweden” (Jonung et al., 2008, p. 36).

“As in Finland, exports were the major driving force behind
the Swedish recovery, growing strongly and increasing as a
share of GDP” (Jonung et al., 2008, p. 36).

Lars Jonung was chief economic advisor to Prime Minister Carl
Bildt in 1992-94.
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Current account balance.
Percent of GDP.
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Depreciation in Sweden

* The success of the floating regime with an independent
central bank geared to price stability can serve as one of the
explanation of Sweden’s reluctance to join the euro
(Holmstrom, et al. 2010, p. 112-113)



Going ,,beyond” GDP

Gini coefficient

Income quintile share ratio

At risk of poverty rate

Proportion of people at risk of poverty or social exclusion



Table 9.1 Gross domestic product (GDP) per capita (current prices, US §$ at purchasing-
power parity) and selected social indicators 2015

GDP per  Proportion At-risk-of-  Gini coefficient/  Income

capita of population poverty index quintile
(US §) at risk of rate (%) share

poverty or ratio

social

exclusion
Baltics
Estonia 28,685 242 21.6 34.8 6.2
Latvia 24,678  30.9 225 354 6.5
Lithuania 28,591 29.3 22.2 37.9 1.5
Nordics
Denmark 47,229 177 122 274 4.1
Finland 41,055 16.8 12.4 252 3.6
Iceland 45,746 13.0 9.6 23.6 3.4
Norway 68.410 15.0 11.9 239 3.5
Sweden 48,315 18.6 16.3 26.7 4.1
Anglo-Saxon
Ireland 65,679  26.0 16.3 29.8 4.5
UK 41,482 235 16.6 324 52
Central Europe
Czech 323117 14.0 9.7 25.0 3.5
Republic
Hungary 26,539  28.2 14.9 28.2 43
Poland 26,612 234 17.6 30.6 4.9
Slovakia 28,591 18.4 12.3 23.7 3.5
Slovenia 29,879 19.2 14.3 24.5 3.6
South-Eastern Europe
Bulgaria 19,288  41.3 22.0 37.0 7.1
Romania 20,936 374 25.4 374 8.3
EU-28 23.8 17.3 31.0 5.2
EUR-19 23.1 17.2 30.8 5.2

Source: International Monetary Fund (2017) and Eurostat (2017).
Note: EUR-19: the 19 countries of the euro area.
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Exit or Voice
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Exit
Net migration during 2008-2011 (i.e. change in population not
due to death or birth), percent of the 1 January 2008 number
of people in the age cohort (Darvas 2013)
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Population
Nordics and Baltics
(2008 = 100)

115
110 ___________‘...."
105 e
100 B
95
S0
85
20
2008 2009 2010 2011 2012 2013 2014 2015 2016 2017
s DENMATE,  c—ESTOMIE s FinlEand ICeland ———Etvid —liThUania e—Orway  —Sweden

January 2019



4.000.000

3.500.000

3.000.000

2.500.000

2.000.000

1.500.000

1.000.000

500.000

o

January 2019

Population Baltics

1995

2000

2005

2010

2015

M Estonia
M Latvia

W Lithwa nia



Lessons learned

 Need for more balanced and sustainable economic
growth—not asset bubbles driven by cross-border capital
inflows. Need to strengthen the tradable sector.

* Take measures to limit credit growth.

* The fixed exchange-rate policy implemented in the Baltics
has not served them well: the Nordics, except Finland, keep

their own currency.



Lessons learned

* Take measures to discourage lending in foreign currencies.

* Fiscal austerity during the 2008/09 crisis and the post-crisis
period was damaging for long-term growth and has
contributed to massive and largely permanent outbound
migration of skilled young people from the Baltic States.



Challenges

Policies to contain domestic consumption, strengthen
domestic saving, scale-up government revenues and invest
in human capital.

Policies to discourage foreign debt in favour of foreign
investment.

Action to reduce dependence on foreign banks and avoid
excessive cross-border banking interlinkages.



Challenges

Measures to support broader-based, more shared growth
and inclusive societies.

The Baltic States must be more independent and firmer in
their dealings with international organizations, especially
the EU as well as larger countries.

More independence in security, improved relations with
Russia and strong Nordic-Baltic co-operation.



Challenges — EU, Euro area membership

* Flaws in the Stability and Growth Pact (SGP).

A common currency without a fiscal union and banking
union.
 The European Central Bank and the narrow policy target.



