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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

• Holmström, 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 Holmström, 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, Holmström, et al. 2007, p. 16).
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Mart Laar Prime Minister of Estonia 
Waking on Water

• “It is very fortunate that I was not an economist,” he says. 
“I had read only one book on economics – Milton 
Friedman’s “Free to Choose.” I was so ignorant at the time 
that I 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 I thought it had already been done everywhere, 
I 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).  
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Mart Laar Waking on Wather

• 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.

January 2019



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.
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Baltic States and Euro Area. 
Unemployment rate. 

Percent of total labor force.
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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)
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Devaluation

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

• Faster economic recovery
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Latvia: Devaluation 15 percent

January 2019



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
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Nordic-Baltic banking interlinkages 

January 2019



Ownership Strucure of the Baltic 
Banking System (IMF, 2014)
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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 (Åslund and Dombrovskis, 2011, p. 
116)

• Baltic crisis- > Swedish crisis  –> Scandinavian crisis  –>  
EU/Eurozone crisis
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Latvia Rescue Package
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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 (Åslund and 
Dombrovskis, 2011, p. 45-46)

– Government owneship?

• A representative 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
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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” (Åslund 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
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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).
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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 (Åslund and Dombrovskis, 2011, p. 117)
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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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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 
(Holmström, et al. 2010, p. 112-113)
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Going „beyond“ GDP

• Gini coefficient
• Income quintile share ratio
• At risk of poverty rate
• Proportion of people at risk of poverty or social exclusion
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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)
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Population Baltics
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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.
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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.
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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.
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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.
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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.
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