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			Foreword

			This book is different from most similar ones as it tells a story that has finished. It is very rare in monetary and economic policy to find stories with a clear beginning and end, but the story of the Estonian currency board is one such, as it started with a monetary reform on 20 June 1992 and ended on 1 January 2011 when Estonia joined the euro area.

			Such a framework provides a unique opportunity to describe a clearly defined stage in the modern history of the economy. Although this book tells the story of Estonia, it also gives a picture of the age as a whole, because although Estonia is small and exceptional in some ways, most of the major events of the last decade of the 20th century and the early years of the 21st appear here in one way or another.

			This is particularly true of the main processes of the period in Central and Eastern Europe as the economy changed from a command economy to a market economy. There was, and still is to some extent, a mix of very different economic policy choices. Looking back more than twenty years later we can say that there was no single and only route through these processes and towards the living standards of the ‘old’ member states of the European Union. There were better and worse choices in the short term but no one country from Central and Eastern Europe stood out as much more successful than the others.

			This period is made more interesting by its coincidence with changes in the global economy. Globalisation became a torrent, the role of emerging markets increased, financial markets were liberated, and information and communications technology advanced. With the great changes came great crises, in the form of the Great Recession and the subsequent European debt crisis. The changes they caused have not yet ended and they will be considered in greater depth in the future.

			This book concentrates on the changes of 1990–2010 looking through the prism of monetary policy, which in Estonia’s case meant the monetary policy based on the fixed exchange rate. As a broader perspective is needed, the book covers the modern history of Estonia’s economy in a wider sense, at least where it concerns the general logic of development, the essential features of economic policy and the main macroeconomic indicators such as GDP growth, inflation and employment or unemployment.

			The small size of the country sets its own limits. A country the size of Estonia is not able to have a fully free choice among all the possible doctrines of monetary policy and so this is a study of a small and open economy in transition, where the distinctive feature of Estonia, the currency board arrangement, takes centre stage and the story unfolds in several acts with two crises in the Asian and Russian crisis and the later Great Recession.

			Another distinctive feature is that the policy-makers and the people of Estonia travelled a path in twenty years that normally takes many times longer, starting from essentially zero with hyperinflation and an economy collapsing out of the break-up of the Soviet Union, and finally arriving at accession to the European Union and the euro area. This required a new financial system to be built and to evolve, and needed new markets to be created such as the securities market and the credit market. Furthermore, the global crisis required a section of the road to be travelled twice for the pre-crisis level of wealth to be regained, and so it is clear that this was an exciting and challenging time.

			 I hope that you will enjoy reading this book.
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			Ardo Hansson 

			Governor of Eesti Pank
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			1. The Road to Monetary Reform 1989–1992

			Kalev Kukk

			1.1. The wider economic background

			The tensions that had been rising in ideology and domestic policy from the end of the 1980s in the Soviet Union and other communist bloc countries passed into the economy at the turn of the decade. This led to both a rapid worsening of imbalances and a sharp drop in output. This was not a classical cyclical crisis, but rather a systemic or transitional crisis as an economic system that could no longer be sustained collapsed. Clearly a new system based on free market principles would take time to develop and could not replace the old system immediately. There was a set of key circumstances that can explain the rapid collapse of the economic system of the USSR.

			Firstly, the Soviet planned economy was a system that was obsessed with indicators for physical production volumes, and it was unable to cope with declining production of natural resources. In 1986–1987, the first serious signs appeared of the inevitable crash that was going to hit the economy, which had by then been pushed to extremes. In 1989 production of natural resources in the USSR generally fell to around the level of 1986 (see Table 1.1.).
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			Secondly, the liberalisation of management of the economy under perestroika was primarily observed in the commonly-owned economy in an increasing unwillingness to take responsibility. Administrative fear, which had been the main driving force of the Soviet economic system, started to dissipate. It ultimately became clear that efforts to carry out reforms of something that could not be reformed were doomed to failure, because any attempt to support and stabilise the economy of Estonia or the USSR from the centre through reforms ended up destabilising it. There was a fall in 1989 in the growth rate of the Soviet Union’s gross national product (GNP) to 1.9% and in gross national income (GNI) to 2.5%, which the ideological perception of the time saw as unprecedented1. Indeed the earlier growth in national income was replaced by a decline in Azerbaijan, Georgia, Kazakhstan, Tajikistan and Turkmenistan. In 1990 the GNP of the USSR fell by 2.3% and the national income by 4.0%, and the only Soviet republics where national income appears not to have declined were Estonia, Turkmenistan and Uzbekistan (Narodnoye khozyaistvo USSR in 1990. 1991, 12). 

			Thirdly the Soviet economy was inherently destructive of capital by its very nature. New investments were no longer enough to compensate for the depreciation of existing production capacity and this led to an unavoidable decline in output. The so-called people’s capital that didn’t belong to anyone and had already been invested once was not supposed to grow by itself. The principle followed was that the state made investments and the state received the income from them.

			The imbalances were further worsened by the dead-end policies of the central bank and the government of the USSR, which led to sharp rises in the budget deficit and in internal debt. As a result the consolidated budget deficit of the USSR climbed from 1.8% of GNP in 1985 to 9.2% in 1988, while internal debt grew from 18.2% of GNP to 35.6%, increasing further to 56.6% in 1990 (see Table 1.2.). This in turn aggravated the conditions that triggered hyperinflation in subsequent years.
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			In the second half of the 1980s economic reform had become a major topic of discussion, and this was expressed in Estonia in the concept of economic self-sufficiency, under the name of Self-Management for Estonia. The wider debate can be considered to have started when the Tartu newspaper Edasi published a short article by Siim Kallas, Tiit Made, Edgar Savisaar and Mikk Titma on 26 September 1987 headed Proposal: Self-Management for the Whole of the Estonian Soviet Republic (Kallas et al, 1987). Several reform plans were drawn up in the next couple of years that then became the Principles of Economic Autonomy of the Estonian SSR passed by the Supreme Soviet of the Estonian Soviet Republic on 18 May 1989.

			The economic reforms that started in Estonia in the late 1980s under the banner of self-management cannot be considered as truly market-based reforms. Their greater concern was for institutional reorganisation, on which later economic and social reforms could draw. One of the reforms saw Eesti Pank re-established as the central bank of Estonia on 1 January 1990, though it acted in a largely symbolic role until national independence was regained and primarily functioned operationally as a commercial bank. Efforts were made to find a new macroeconomic equilibrium based on free-market principles from the end of 1990. 

			Ideas similar to the economic autonomy that appeared in the second half of the 1980s could already have been perceived elsewhere, notably the Croatian Spring of the early 1970s, and the socialist market economy idea proposed by Ota Šik, one of the leaders of the Prague Spring and later a Professor of Economics at the University of St Gallen.

			In 1990 a recession started in Estonia. Estimates by the European Bank for Reconstruction and Development (EBRD) put the fall in GDP at 6.5% (EBRD 2012)2. This was mainly caused by ever-increasing difficulties in obtaining raw materials and increasing payment problems for companies. As export opportunities opened up, it became clear that the products made so far were uncompetitive on foreign markets and the output intended for the domestic markets of the USSR could not be sold in the West.

			Under the circumstances, it is understandable that Western economic experts gave highly pessimistic assessments of the ability of Estonia, Latvia and Lithuania to survive economically outside the Soviet Union. Deutsche Bank was one that gave voice to its doubts at the end of 1990, saying: “The economy of the Soviet Union is founded on the specialisation by individual republics in small numbers of products that are largely intended for trade between the republics. In consequence the interruptions to supply chains and the problems of trade for certain republics pose a serious risk to the already modest living standards of the citizens of the Soviet Union. [---] Only a few will have any chance at all of joining the economically and culturally integrating European space, and even then only after an extremely difficult transition period. [---] The diverse economic structure, educated population and proximity to the West of the Baltic republics (Estonia, Latvia and Lithuania) make it more possible for them to join the general development standard of Western and Central Europe after a certain time. A major obstacle to further development for those republics will be their dependence on imported raw materials. As the temporary economic blockade of Lithuania by the USSR showed, these republics are barely capable of buying energy or raw materials for hard currency at all.” (Corbet and Gummich 1990, 5–6).

			The authors gave a rating of economic potential at independence in which the Baltic states scored 77 points out of 120 and came in second place among the Soviet republics, behind Ukraine and ahead of Russia. In this calculation, the authors gave the Baltic states zero points out of a possible ten for mineral resource capacity and the hard currency-earning capacity of raw materials, while the hard currency-earning capacity of agricultural products and industrial goods received three and five points respectively. The Baltic states were to be saved by their business-mindedness, their proximity to Europe, and their existing infrastructure, for which they earned the maximum score (Ibid., p 9)3.

			It is true that the Soviet Estonian economy had been shielded from domestic or external competition and was not able to compete internationally. There were almost no relations with foreign states other than the centralised imports paid for by hard currency from oil sales. This was partly a consequence of the autarky and extreme protectionism of Soviet economic policy, and partly because the overly centralised mechanism for foreign trade, with its administrative rules even for the tiniest detail, eliminated any interest among producers in attempting to develop exports. It was easier, more profitable and perhaps more prestigious to fight for freely convertible currency from above than for people to try to earn it themselves. More precisely there was no way for companies to earn significant amounts of currency for themselves. This was rendered impossible by the state monopoly on foreign currency. Foreign currency was one of the most tightly restricted, if not the most tightly restricted, of all the commonly-held resources.

			The complete subjugation of the internal markets of the Soviet Union, which had to tolerate everything meekly, and the complete protection of the Soviet economy from potential competition in global markets meant that the economy and production technology were left even further behind those elsewhere in the world. This is clearly illustrated by the share of Estonian production that made it to foreign markets, which was around 2–3%, with only 0.6–0.7% of Estonian manufacturing output reaching advanced economies at the start of the 1980s. A mere 0.4–0.5% of production was marketed for hard currency at that time. In the second half of the 1980s the total value of Estonian products exported in exchange for hard currency was estimated to be around 50–60 million dollars at world market prices4. This mainly came from raw materials and low-quality manufactured goods such as peat, simple wooden furniture, rakes and shovels, and bed linen. From all of Estonia’s large-scale machinery and engineering production, only a few electric motors reached advanced economies and then mostly only as components in other goods exported by the Soviet Union. Statistics of the time showed that 5–7% of total Estonian exports at domestic market prices actually went outside the Soviet Union in the 1980s. 

			The decline in production output volumes in the former communist bloc at the start of the 1990s turned out to be unexpectedly large. Estonian GDP collapsed by 38% between 1990 and 1994, according to estimates by the EBRD. The economic crash in Estonia was still smaller than those that affected other former Soviet republics, but was worse than those in other formerly communist countries in Central Europe (see Table 1.3). The way the crisis hit those countries simultaneously with a lag of only a year or two, with the possible exception of Poland, which had entered the transition crisis earlier than the others, shows that it was an unavoidable process rather than a case of mismanagement as is often claimed. The date of exit from the crisis is different though for different countries, and for some CIS5 countries the exit came only at the end of the 1990s. The Estonian economy had started growing again in the second half of 1994. It should also be noted that in the first year after the reunification of Germany in 1991, only 0.8% of Germany’s exports to the leading advanced economies in the EEC and EFTA countries, the USA, Canada, Japan and Australia came from the new federal states from the former German Democratic Republic (Wirtschaft in Zahlen ´92 1992, pp 87–90). 
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			The collapse of the Soviet economic system and the break-up of the Soviet Union inevitably led to the disappearance of production in Estonia oriented at the domestic markets of the USSR. The output of traditional manufactured products started to decline in 1990, as did agricultural output, which used imported feed grain as its main raw material6. The fall in output levels was also accompanied by a sharp rise in inflation, as Czechoslovakia and Hungary alone among post-communist countries succeeded in avoiding hyperinflation.

			The events of 1991 and 1992, when the country regained its independence on 20 August 1991, hyperinflation gripped the rouble zone, and former markets collapsed, and the decision not to join the CIS left Estonia no choice but to do whatever was necessary to exit the chaos. There was no place at that time for a deep theoretical debate on the choice between gradualism and shock therapy, though the pros and cons of the two approaches were discussed using the evidence from Poland in particular. In any case, the distinction between gradualism and shock therapy would have been relatively unclear at the time. Hurried economic reform was required because several social reforms, such as pension reform and the major expansion of the social security net, had already started. This all meant that reacting rapidly was a question of life and death for Estonia.

			Emotionally and in purely economic terms, reform of the monetary system was required above all. Currency was issued by another country, Russia, which simultaneously threatened both a shortage of physical cash and additional issues of cash that would boost inflation. The preparations for monetary reform were driven by the desire that had been around for some time for the country to have its own currency.

			1.2. Development of monetary policy thought

			1.2.1. Models of the dual monetary system in the Estonian republic and in the USSR

			The idea of Estonian currency reform is considered to have started with the proposal of four men published in the newspaper Edasi in 1987, which launched a public discussion about how Estonia could gain economic autonomy as an administrative territorial unit of the Soviet Union, a discussion that soon took on a clear political hue. The proposal was actually to establish a dual monetary system in the Soviet Union by introducing in Estonia a “convertible rouble as an internationally accepted medium of exchange”, like that used in Chinese special economic zones, rather than a sole currency (Kallas et al. 1987). In that sense this proposal was logically in line with the discussions elsewhere in the Soviet Union under perestroika about the experimental parallel use of a convertible currency.  

			The idea of Estonia having its own currency was accepted at an official level in the spring of 1989 in the concept of economic autonomy passed into law by the Supreme Council of the Estonian SSR: “The Estonian SSR will be responsible for banking and currency circulation, including the introduction of its own currency, and for determining the procedures and rates of exchange with other currencies, including the common currency of the Soviet Union, the rouble. One of the aims of developing the economy of the Estonian SSR is to achieve free convertibility of the Estonian SSR currency against the currencies of foreign countries” (Eesti NSV isemajandamise alused 1989). 

			The first Estonian currency reform plan and the programme for introducing an independent currency was produced by Rein Otsason, then Director of the Institute of Economics of the ESSR Academy of Sciences (Otsason 1988; Eesti NSV rahale ülemineku programm 1989). It should be emphasised here that the model proposed by Otsason can be viewed only in the context of the idea of economic autonomy that was under discussion at the time, and not in any sense in the context of the 1992 currency reform. In principle, Otsason’s model was a dual monetary system based on the principle of territorial integrity of the Soviet Union. 

			In his model Rein Otsason showed why and how a regional currency could and should be introduced under the economic conditions of the Soviet Union at the time. He presented the principles and operational mechanism of the system starting from the position that “the USSR central authorities alone cannot manage to balance people’s income and expenditure” (Otsason 1988, p. 44). In this sense, it was a temporary, emergency solution forced by circumstances, and it could only be put into practice “if money circulation in self-managing Union republics were separated to a certain extent” (Ibid.). The final conclusion by Otsason also indicates the temporary nature of any such regional currency: “In the future when all the Union republics start using their own currencies after the transition to economic autonomy, the all-Union currency the rouble may become a universal basis for inter-republic economic communication like the ‘world currency’ the US dollar in Western trade relations. In the future once a much higher level of development has been reached and all excess roubles have been removed from circulation, it could follow from this that the Union republics may return to using a common currency, which may be the rouble, in domestic circulation in the USSR. In this case it would operate on different principles and reflect all the interests of all the Union republics” (Ibid., p. 47). 

			At the same time the idea of having a parallel pan-union convertible currency alongside the rouble was also proposed in Estonia, with Estonia proposed as the test bed for experiments with such a currency (see Volt 1989).  

			Rein Otsason did not, reasonably enough, consider that it would be possible to convert regional currencies into third currencies. If it were possible, their convertibility would have to have been backed by the central bank of the Soviet Union “transferring a certain part of its foreign currency and precious metal reserves from the State Bank of the Soviet Union to Eesti Pank” (Eesti NSV isemajandamise kontseptsioon 1988, p. 25). At that moment it would have been economically impossible for this to happen. This is because the gold and foreign currency reserves of the State Bank of the Soviet Union, including current accounts in foreign banks, had shrunk to 1.3 billion roubles by 1 January 1991, accounting for only 0.2% of the bank’s assets7, and if Estonia’s theoretical share of this reflected its 0.7% share of the whole Soviet economy, Eesti Pank would have received 9 million roubles, or 13–14 million dollars at most at the official exchange rate of the rouble. Given the different purchasing power of the rouble across the Soviet Union, where centrally fixed prices meant the difference in the purchasing power of the rouble was actually measured by the size of deficits, Rein Otsason concluded that even such an independent currency “would be of great help in the movement towards an effective economy” (Otsason 1988, p. 47). 

			In Otsason’s model, the common Soviet currency would have remained in circulation alongside each Union republic’s own currency. However, this would have required reform of the Soviet Union, at least economically, into a confederation where the separate currencies would have needed intrastate customs frontiers to be introduced, as had existed for a short while in Estonia from the annexation by the Soviet Union until 1 November 1940. 

			In retrospect, Otsason’s model has only historical and theoretical significance in the context of the peaceful confederalisation of the Soviet Union, based on a ‘socialist market economy’ and central power. However, the model assumed to a certain extent that the rouble would gradually be transformed into an internal transferable rouble for the Soviet Union and that a monetary system would develop in the Soviet Union using the COMECON transferable rouble concept8. At the time though, the area where the transferable rouble was used as a quasi-money in COMECON countries had already been shrinking for some time.

			Otsason’s model didn’t move beyond historical and theoretical significance because the central administration of the Soviet Union of that time unambiguously ruled regional currencies out, calling them a childish extravagance and a temporary political slip allowed under perestroika9. 

			The final plan for economic autonomy proposed by the Institute of Economics of the Estonian SSR Academy of Sciences (Eesti NSV isemajandamise kontseptsioon 1988), and even more the law passed on 18 May 1989 by the ESSR Supreme Soviet on the Principles of Economic Autonomy of the Estonian SSR and the Consolidated Economic Autonomy Concept of the Estonian SSR approved by the Supreme Soviet were already purely declarative documents in the context of potential currency reform. 

			Only currency of the Estonian SSR should have been circulating in the internal market of the Estonian SSR, but the presence of the universal and common currency of the Soviet Union and the partnership relations between Eesti Pank and the State Bank of the Soviet Union were admitted. Additionally, it was accepted that rouble shops could remain and the rouble could continue to be used as a unit of account in Estonia: “For accounting purposes, currency circulation must probably be arranged so that at least half of the turnover means of companies are not subject to exchange, but would remain at their disposal to be used in the rouble market” (Eesti NSV rahale ülemineku programm 1989, p. 16). 

			As a logical sequel to this document the idea of the ‘local’ currency was also contained in the first banking law of the Estonian SSR, passed on 28 December 1989, which specified one key role of Eesti Pank as guaranteeing the stable circulation of currency and the purchasing power of the money circulating on the territory of the Estonian SSR, and setting the exchange rate of the national currency against the Soviet currency and the currencies of foreign countries (Eesti Nõukogude Sotsialistliku Vabariigi pangaseadus 1989). 

			This concluded the first, somewhat idealised and heroic, stage in the effort to start a national currency in Estonia. At this point, the country that wished to have its own currency did not even exist yet, while it was believed, naively or otherwise, that the launch of a two-tier monetary system was possible, with regional currency being freely convertible into foreign currencies while the Soviet rouble was not.

			1.2.2. The Concepts of 1990

			The first official concepts for currency reform were drawn up by the Government as the Bo Kragh concept10 and by Eesti Pank as the Rein Otsason concept by the end of 1990. However, these were limited only to the technical implementation of the potential reform and did not touch post-reform monetary policy (Oma rahale ülemineku kontseptsioonid 1990). These concepts would require the central authorities of the Soviet Union to consent to the introduction of a national currency, though at best, this consent would have permitted the circulation of roubles with a national reverse side like Scottish pound notes. However, the need for decisive action was not ruled out completely. 

			In retrospect, these concepts can also be considered as naïve and theoretical, and they had almost no connection to the actual currency reform carried out later. Though technical preparations for currency reform started earlier, the reform became possible only after Estonia regained independence on 20 August 1991.

			There was almost no connection of any kind between the 1992 currency reform in its narrower sense and these concepts, which no longer involved a dual monetary system, and even less to earlier ideas. A currency reform in an Estonia which was de facto a part of the Soviet Union, conducted at the country’s own risk, would have been doomed to failure, and it would effectively have been no more than the emission of surrogate money. The key issue is then the question of the credibility of such local money. Local government institutions and state-owned enterprises could perhaps have been made to pay wages in the Estonian (SSR) currency and state-owned trading and service companies could have been obliged to accept this money, but it could not possibly have become a savings instrument, and consequently neither could it have functioned as a potential credit resource. In this sense, such local money would not have differed in any respect from coupons. A connection to some degree can be seen between the concepts of 1990 and the later introduction of the rublis in Latvia and the talonas in Lithuania, though these were used as transition currencies in the newly independent countries in 1992. 

			The currency reform concept of Eesti Pank in fact a priori rejected the feasibility of currency reform in the short term, because “an Estonian currency can be introduced only where there is no real risk of hyperinflation, or where the risk has been reduced to the minimum” (Oma rahale ülemineku kontseptsioonid 1990, p. 22). However, at this time inflation of the rouble was starting to turn into hyperinflation.

			For the time being at least, convertibility and stability for the national currency seemed unattainable. This pessimistic view was directly expressed by Bo Kragh: “Without giving away any secrets we can already now claim with 100% certainty that even many years after the monetary reform in Estonia the country will lack sufficient hard currency and gold reserves, let alone economic power, to turn the Estonian kroon into an internationally convertible currency. Estonia is unable to secure the rate of the kroon against the US dollar, the Deutschmark or any other internationally convertible currencies using its foreign currency or gold reserves” (Oma rahale ülemineku kontseptsioonid 1990, p. 10).

			Even so, technical preparations for currency reform based on these concepts commenced, with a competition to design banknotes and the start of the printing process. On 27 March 1991, the Supreme Soviet took these concepts as the basis for setting up a Currency Reform Committee comprising ex officio the Prime Minister and the Governor of Eesti Pank, and a third member who was an independent expert nominated by the Supreme Soviet or the Parliament. This committee also remained on stand-by, waiting for its time to come. A clearer vision of the currency reform and the subsequent monetary policy was only seen in March-April 1992, just two or three months before the reform took place.

			1.3. The Currency Reform 

			1.3.1. The stage of ‘Hidden’ Currency Reform

			The rapid deterioration of the Soviet economy and the weakening of central power in the late 1980s made it possible for some monetary policy decisions to be taken in Estonia. Estonia was the first of the former Soviet republics to legalise the inflation that had earlier been hidden and restricted, by gradually liberalising prices from 1990, with some temporary price freezes along the way. The first major price policy decision was the termination of state subsidies for retail prices for a majority of meat and dairy products and grain products from 15 October, which led to a rapid doubling or tripling in prices for these products. 

			As the local administration of Estonia had already removed wage limits in January 1990, the prices of other consumer goods, especially those that were in short supply, started to rise rapidly at the end of 1990 as demand increased. In consequence, the roubles circulating in Estonia cheapened, as prices in other parts of the Soviet Union, including Latvia and Lithuania, were still frozen. In 1990, consumer prices in Estonia increased by 79% over the whole year, rising by 36% in the fourth quarter alone. In Latvia consumer prices increased by an average of 29% in 1990 and in Lithuania they rose by 9% (see Table 1.4). According to official statistics, the average increase in consumer prices in the Soviet Union in 1990 was 5.3% without the black market, and 6.8% including the black market (Narodnoye khozyaistvo SSSR v 1990. 1991, p. 171).
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			The result was that goods were relatively plentiful in Estonia for its ‘local’ roubles in comparison to the rest of the rouble zone, but this was achieved at the cost of sacrificing earlier savings, which would not have bought anything anyway at the old prices. Strangely enough, the central authorities of the Soviet Union did not react to this undermining of the rouble11, and indeed the money taps still remained open for the Baltic states even when the central authorities eventually tried to do something to curb the increasing imbalance through the Pavlov reforms12. This could be seen as the last attempt of the central authorities to buy the Baltic states back: while the stock of loans to the economy and individuals fell by 6.8% in 1990 for the Soviet Union as a whole, it increased by 8.6% in Latvia, 17.7% in Lithuania and 37% in Estonia (Narodnoye khozyaistvo SSSR v 1990. 1991, p. 30). 

			In addition to striving for preventative inflation, Estonia’s economic policy in those years also encouraged dollarisation, with the aim of putting an alternative foreign currency in circulation and attracting foreign currency into Estonia. Building mainly on the experience of Poland in the 1980s, the Estonian government worked out a dollarisation programme at the beginning of 1991, which was not given official status but which created an open legal conflict with the official currency regulations of the Soviet Union and the criminal code.

			In March 1991, Eesti Pank started independently quoting the Soviet rouble using black market exchange rates. In essence, this was a local devaluation of the Soviet rouble. Brian Van Arkadie and Mats Karlsson have said that the practice was equivalent to the introduction of a new fully backed currency: “An alternative strategy would be for the republics [Estonia, Latvia and Lithuania] to legalise or even promote the use of foreign currency alongside the rouble. This has already happened spontaneously, especially in Estonia. This would be similar in effect to issuing a new national currency against 100 per cent backing in foreign exchange (with the important difference that with 100 per cent foreign exchange-backed currency, the issuing agency or currency board enjoys the interest to be earned from the foreign-exchange holdings)” (Arkadie and Karlsson 1992). 

			The years 1990–1991 can be regarded as the first, or interim, stage of the extended currency reform when the official medium of payment in Estonia was the local rouble, which was outwardly identical to the Soviet rouble but had lower purchasing power. When Russia started to liberalise prices at the end of 1991 and raised the prices of energy and raw materials sharply, Estonia was hit by a new round of price rises coming from cost-push inflation. Prices of liquid fuels rose in January 1992 fifty to seventyfold. Food prices were ultimately liberalised in February, and after that the price reform was considered completed, though regulated prices were retained in many socially vulnerable areas.

			1.3.2. Currency Reform in its Narrower Sense

			As hyperinflation took hold in the Soviet Union in the second half of 1991, Estonia managed to maintain the advantage it had gained in 1990 until the currency reform on 20 June 1992. Consumer prices by that time were on average 35.5 times higher in Estonia, 19.2 times higher in Latvia and 16.1 times higher in Lithuania than at the end of 1989 (see Table 1.4). However, by the time Estonia regained its independence, prices and wages in Estonia were one and a half or two times higher than those in the neighbouring regions of the former Soviet Union (see Tables 1.4 and 1.5). The cheap local rouble had provided efficient protection for the Estonian domestic market, while at the same time bringing Estonia’s price structure closer to the international model. 
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			However, in the first months following the restoration of independence Estonia was not yet ready to introduce its own currency. Even in March 1992, the International Monetary Fund said that Estonia was insufficiently prepared for the reform and in its memorandum it strongly recommended that the currency reform be postponed to the second half of 1992 (Aide-Memoire 1992). By this time the competition had already been held to design the future Estonian banknotes and technical preparations had been made. The design by Urmas Ploomipuu had been chosen for the future one and two-kroon notes, and the design by Vladimir Taiger for the larger notes.

			There were more urgent problems to be solved, and besides, Estonia wished to take full advantage of the rouble inflation by buying anything and everything possible for cheap roubles. The need to speed up the reform emerged at the turn of the year when hyperinflation (see Table 1.6) and an undeclared blockade by the Russian central bank led to a deepening shortage of cash. The same problem hit all the other former Soviet Union republics which had allowed uncontrolled credit emission, because banknotes were printed only in Russia. However, during the first five months of 1992 Estonia still received 800 million roubles in cash from the central bank of Russia. 

			The policy of preventative inflation and of encouraging dollarisation made the subsequent introduction of the kroon much easier. The bulk of the roubles had by that time been eaten up by inflation or exchanged for foreign currency or had been used to buy products with a material value like furniture, vodka, sugar or soap, in the hope that they could be resold in the future. It was these foreign currency savings that contributed to the rapid growth of the foreign currency reserves of Eesti Pank after the currency reform, and in June 1992, the month of the currency reform, the sale of convertible foreign currency provided 8.3% of the net income of the average Estonian family. This fell to 3.3% in July and 4.8% in August, while in the three months before the currency reform it had ranged between 1.7 and 2.6% (Eesti sotsiaalstatistikat 1994, p. 24). 

			Unlike Latvia and Lithuania, Estonia skipped the nominally parallel or interim currency stage (Kukk 1997a, pp. 34–35; Kukk 1997b, pp. 248–253) that Rein Otsason (Eesti rahareform 1992. 1997, p. 144) among others later considered a mistake economically. Estonia avoided introducing a parallel currency, which was primarily made necessary in the other Baltic states by the shortage of cash, by increasing the use of cheques and non-cash settlements, and by simply delaying payment of wages, pensions and social transfers13. 

			The Estonian currency reform took place on 20 June 1992, exactly 44 years after the currency reform of the German western zones. Although the German reform differed from the Estonian currency reform in that it was based on the administrative restriction of the monetary overhang and it had only a minimal impact on the technological side of the Estonian reform, the ideology behind the German currency reform played quite an important role in the Estonian reform. This was the best time for Estonia to carry out its currency reform from the economy’s point of view. There had been an unavoidable explosive hike in the prices of imported raw materials and energy in the first quarter, but by June a certain stability had been achieved in prices as consumer prices increased by a relatively low 30% in Estonia in the second quarter of 1992. Furthermore, the Russian central bank had spent the past six months trying to stabilise the exchange rate of the rouble, driving it from 230 roubles per dollar in January to 110–115 roubles per dollar in June, though it had been around 30 roubles per dollar in June 1991, and this affected the roubles circulating in Estonia. It was also high time to leave the rouble zone because a new wave of hyperinflation began in the autumn (see Table 1.6). 
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			The denominational currency reform where ten roubles equalled one kroon removed the roubles from circulation. The kroon was pegged to the Deutschmark, and the exchange rate was officially set at 1 DEM = 8 EEK to reflect the original gold and foreign currency exchange reserves and the demand and supply of foreign currency, although the official buying rate of the rouble was devalued by 9.6% and the selling rate by 2.4% at the moment of the currency reform to simplify later recalculations. Theoretically the kroon was also pegged to the future euro from that moment, and from 1 January 1999 the Estonian kroon was repegged to the euro at the exchange rate of 1 EUR = 15.64664 EEK. Each permanent resident of Estonia could exchange up to 1500 roubles worth of cash at the exchange rate of 10:1, allowing them each only 18.75 Deutschmarks. All bank deposits and debts were converted into kroons at the same rate. Larger amounts of cash were exchanged at the rate of 50:1, but as the Soviet rouble was still in use then and the customs frontier between Estonia and Russia and between Estonia and Latvia was not functioning yet, this exchange rate had only a theoretical significance. A total of 2,259,669,091 cash roubles were gathered during the currency reform, which Eesti Pank bought for 28.2 million German marks. 

			At first the collateral of the kroon was mainly the pre-war gold deposits partly returned to Estonia by Western banks shortly before the currency reform. A total of 11.3 tonnes of gold was received in 1992–1993 either in gold or in the form of monetary compensation (Hagelberg, 2007). It was only because of this gold that it was possible to use a monetary system run on currency board principles. This gold was actually the only collateral of the kroons at the moment of the reform, and on the first post-reform balance sheet of Eesti Pank of 1 July 1992, gold accounted for 91% of the bank’s foreign assets. Without this gold it would not have been possible to guarantee the initial issue of kroons. 

			Estonia was the first of the former Union republics to carry out a genuine currency reform. The rublis became a national currency in Latvia in July the same year, having been introduced on 7 May 1992 initially as a parallel currency, and the talonas moved from being the parallel currency in Lithuania to being the national currency in October. The transition of other former Union republics to having their own currency was mainly made during 1993, and the last to get its own currency was Tajikistan in May 1995. 

			1.3.3. Monetary Policy Choices

			The possible monetary policy choices were limited. The ability to use the local currency, which was the Soviet rouble, was administratively restricted, and moreover the rouble had different values for different people depending on their access to resources and goods that were in short supply. The rouble could only be converted at the official exchange rate in exceptional cases, as only the state was permitted to own foreign currency. Moreover, inflation in recent years had further eroded confidence in the rouble from its already low levels. The success of the currency reform depended on popular confidence in the new currency, especially given that foreign currency circulation was increasing, mostly in Finnish marks, Swedish kronas and US dollars.

			The main fundamental choices that had to be made were:

			
					whether to remove as many cash roubles from circulation as possible during the money exchange by exchanging kroons for roubles, or to distribute the kroons using the principle of capitation;

					whether a fixed exchange rate or a floating rate should be used;

					what the base exchange rate of the kroon should be, and whether it should be based on the actual ratio of demand to supply for foreign currency at the market exchange rate, or calculated on the basis of purchasing power parity;

					what the emission mechanism of the kroon should be, and what future monetary policy should then be.

			

			Other choices, such as which anchor currency to use if a fixed exchange rate was decided on, and even the timing of the currency reform, were largely issues of a technical nature.

			The simplest decision from among these main choices was the decision to exchange the kroons and not just distribute them, although this probably created the most problems later as something had to be done with the roubles that were collected. It was inevitable that the roubles would be removed from circulation, because otherwise the currency reform would only have increased the amount of money in circulation, giving a new boost to inflation, and to a certain extent would have given the kroon the status of an interim or parallel currency, like the Latvian rublis or Lithuanian talonas. 

			Unlike the German reform of 1948 where the new currency was actually distributed, with each person being permitted to exchange only the minor sum of 60 old marks, there was no confiscatory aspect to the Estonian 1992 currency reform. 

			The question of whether to use a fixed or a floating exchange rate had to be decided in favour of a fixed rate because otherwise it was unlikely that people would have had confidence in the new currency, and so dual money circulation would have continued in all likelihood, with the kroon circulating alongside convertible foreign currencies, and the rouble too, because the need to remove it from circulation would have been extremely debatable. It was decided that the fixed base for the exchange rate would be the market exchange rate. An earlier proposal by the government to fix the exchange rate using the purchasing power parity of the kroon was deemed unworkable and abandoned (Raha- ja majandusreform Eesti Vabariigis 1992). This project had sought to fix the exchange rate of the kroon at the overvalued level at the moment of currency reform, and then let it float freely later. This case would inevitably have thrown the kroon into a whirl of devaluation and inflation, and the Estonian economy into a new round of chaos. 

			A similar logic for fixing the initial rouble-kroon exchange rate using purchasing power parity was suggested by Vladimir Nemchinov (Nemchinov 1992). Models based on purchasing power parity essentially meant adopting a floating exchange rate: the initial overvalued exchange rate of the kroon would either have been rebalanced by sharply accelerating inflation, as in the government model, or it would have had to be protected by administrative controls. 

			The most complicated choice proved to be the choice of emission system and which technical mechanism would ensure the stability of the exchange rate. Different systems were available that were built either on intervention by the central bank, as in Latvia, where the lat was pegged to the SDR in 1994, or on automation and autonomy. The latter would mean an emission system with a currency board arrangement, which was generally unheard of in Europe at the time. If a currency board was spoken about at all in international financial settings, it was mostly as an out-dated monetary system, as Alan Walters explained: “Once ubiquitous in the colonial regimes of Africa, Asia and the Caribbean, currency boards now survive only in such small countries as Singapore, Brunei and Hong Kong” (The New Palgrave 1987, p. 740). Claudia M. Buch said that despite its positive features, the currency board should have remained an exotic marginal case among monetary policy arrangements (Buch 1993, p. 449).

			1.3.4. Why a Currency Board?

			It is probably not possible to identify the exact source of the idea of using the currency board arrangement as the basis of the future Estonian monetary system. The possible introduction of the currency board in its classical exogenous form was discussed in late 1991 and early 1992 by Steve H. Hanke, Lars Jonung and Kurt Schuler (Hanke, Jonung and Schuler 1992) and by Holger Schmieding (Hansaregion Baltikum 1992, p. 28). The former proposed pegging the Estonian currency to the Swedish krona and basing the issuing institution in Sweden, while Schmieding suggested introducing a common Baltic currency, preferably pegged to the ECU, and using Banque de France as an administrator. As there was no certainty that either Sweden or France would agree to this, the orthodox version of the currency board was rejected as too idealistic.

			When Jeffrey Sachs, Ardo Hansson and Boris Pleskovic proposed following Argentina’s experience and basing the future monetary system of Estonia on a currency board in the spring of 1992, it was decided that the currency should be backed 100% with foreign reserves (Sachs, Hansson and Pleskovic 1992; see also: Knöbl, Sutt and Zavoico 2002, pp. 11–13). In fact, they did not use the term ‘currency board’ anywhere in their proposal and their recommendations are closer to the principle of a restored gold standard, as was discussed in the context of the stabilisation processes of the 1920s. They recommended that: “To maintain the exchange rate, the Central Bank of Estonia (CBE) should follow a rule of complete currency backing. Specifically, all money issued by the central bank (whether currency in circulation or bank reserves) should be backed by an equivalent holding of foreign exchange reserves (including monetary gold holdings). The issue of new money by the CBE would occur only through the purchase of foreign exchange reserves, brought into Estonia through an export surplus or a foreign loan. There would be no domestic credit issue by the CBE, and in particular, no credits to governments, commercial banks, or enterprises.”14 The currency board arrangement as the formal emission mechanism of the Estonian monetary system was first discussed only after the currency reform.

			A year later, Siim Kallas, Governor of Eesti Pank at that time, explained this, saying: “We were far from sure whether the Estonian people and the international public would take seriously a piece of paper we called money, which was backed by the blessing of the Estonian government and of Eesti Pank, but completely unknown in the world. We wanted something more serious, simple and understandable to back our currency. Therefore we returned to the 100% guarantee. This decision made the Estonian kroon trustworthy, and faith in the kroon has been constantly increasing” (Kallas 1993, p. 10).

			The question of which money supply the foreign reserves should cover, whether cash, M0 (all the liabilities of Eesti Pank in kroons) or M2 (all the cash in the economy plus the liabilities of the commercial banks), remained open for the time being. The Law of the Republic of Estonia on the Security of the Estonian Kroon, which was passed on 20 May 1992, words this quite vaguely: “The Estonian kroon (cash in circulation, money in current accounts and in accounts with a fixed date) is issued fully secured by the gold and convertible foreign exchange reserve of Eesti Pank” (Eesti krooni tagamise seadus 1992).15

			At last it was decided that the central bank’s liabilities of cash issued and the commercial banks’ accounts at Eesti Pank should be backed, and that the mandatory reserve requirement should be kept for commercial banks. Eesti Pank used the increase in the reserves ratio for restrictive monetary policy purposes in 1997 and 2006 and in some cases together with higher capital adequacy requirements. This meant that Estonia’s monetary system did not put the currency board in opposition to the traditional central bank, and no choice needed to be made of currency board or central bank. The design of the Estonian monetary system did not completely preclude an independent monetary policy. Moreover, restrictions were initially imposed on the convertibility of the transactions on the financial account, and they were abolished in 1994 when Eesti Pank acknowledged the convertibility of the kroon in terms of Chapter VIII of the IMF statutes. Referring mainly to these circumstances, Steve H. Hanke, Lars Jonung and Kurt Schuler stated in 1993 that the monetary system chosen by Estonia was not a currency board (Hanke, Jonung and Schuler 1993a, p. 12). In their book recommending that Russia use a currency board, this opinion was quite clear: “Some central banks that mimic certain features of currency boards, such as the current monetary systems of Argentina and Estonia, have mistakenly been classified as currency boards” (Hanke, Johnung and Schuler 1993b, pp. 72–73). Later on Steve H. Hanke in conversation with the author of this chapter (Amsterdam, November 1999) thought the Estonian model was the most successful way of using the currency board principles in the modern world. 

			However, the description by Ardo Hansson and Jeffrey Sachs of the Estonian monetary system as a quasi-currency board arrangement seems very reasonable (Hansson and Sachs 1994), and Siim Kallas essentially said the same (Kallas 1998, p. 170). From here on the modern currency board arrangement (CBA) refers to a quasi-currency board type arrangement, but in general use the ‘quasi’ is dropped as there was in any case no longer a currency board in the pure sense at the end of the twentieth century.

			Not all the liabilities of Eesti Pank were backed with liquid reserves in the form of convertible foreign currency and gold at the moment of the currency reform. This is because Eesti Pank took over the obligations of the former USSR State Savings Bank to the population of Estonia, while the assets of the bank stayed in Russia. Eesti Pank was granted some forested land so that the wood could be used to back the new currency. Those forest tracts were never used by Eesti Pank and were later returned to the state. 

			The choice in favour of the currency board principle was clearly a political and monetary policy choice, because it facilitated the exit from the rouble zone and made it impossible for the central bank to extend credit to the government in the future. The amount of credit available to commercial banks was strictly limited to the uncommitted foreign currency reserves. The currency reform also meant an end to hyperinflation: in the second half of 1992, prices in Estonia rose 92%, while they rose by 124% in Latvia and 268% in Lithuania (see Tables 1.5 and 1.6). It may be noted for comparison that when hyperinflation peaked in the six months from September 1991 to March 1992, average consumer prices rose by a factor of 6.6. 

			For a long time, Estonia’s monetary policy choices were hard to understand both at home and internationally. The main reason for misunderstandings and arguments was that the automated emission system of the currency board was identified with the classical fixed exchange rate system. 

			The confusion of the time, stemming from misunderstandings, was described by Stanley Fischer at the conference for the fifth anniversary of the Estonian kroon in Tallinn on 18 June 1997: “Many of those who heard about the intention to introduce the currency board in 1992 were doubtful that it could succeed. I personally had long favoured the use of the exchange rate as an anchor in reducing high rates of inflation. But it is a long step from maintaining a fixed exchange rate, with the option of changing it, to establishing a currency board with the fixity of the exchange rate, which is the fundamental principle of your approach to monetary policy. We knew in 1992 that it could be done but that it requires an exceptionally strong fiscal policy, as well as strong structural policies, to ensure that it can continue. Now as a result in part of what Estonia has done, as a result also of what other countries have achieved under this system, ..., there is more confidence that a currency board system can bring more rapid stabilisation and the continuation of a stable monetary environment than there was in 1992. There is also no question about how demanding this system is and how much has been required to make it succeed” (Fischer 1997, p. 17). 

			2. THE END OF THE TRANSITIONAL RECESSION AND ECONOMIC REFORMS 1993-1994

			Ilmar Lepik

			2.1. Bottoming out 

			The months immediately following the monetary reform were critical in several ways, because that was when it became clear whether or not the reform had succeeded. The question of what would happen next was particularly important; how hyperinflation could be suppressed, whether the economy would start growing, and when this might happen. The most crucial years for this were 1993 and 1994, but more detailed discussion of the period is complicated by the unreliability of statistics of the time. The majority of statistical data, from GDP onwards, become comparable only from 1995, and prior to this there are mainly only assumptions and estimates, despite the apparent abundance of data in the materials that have been preserved. As a result, this chapter deals in general terms, describing the prevailing trends and using estimates made at the time or later. It covers the tax reform and liberalisation of foreign trade that took place alongside the main monetary reforms, though privatisation is not covered in this book beyond the effect it had on the financial sector and the launch of the stock exchange (see chapter 4). For comprehensive coverage of privatisation in Estonia, see Terk (1999). 

			An appropriate starting point is an estimate of the key economic indicators, with a cumulative decline in GDP of 38–40% over four years (see Figure 2.1). The transitional crisis was broad-based and comprehensive, reflecting the collapse of the inefficient economy inherited from the Soviet Union. Estonia had a lot of industry where the raw materials and a large part of the labour force were imported, with the output exported in the opposite direction. This was a consequence of the division of labour inside the Soviet Union, which broke down as the former trade and cooperation relationships had ended with the Russian Federation by that time. The eastern market was also lost to food products exported from Estonia, at least to an extent.
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			Hyperinflation came to an end in 1993-1994, as prices rose ever faster in 1990, tripled in 1991 and grew at a peak rate of 1076% in 1992. In that year there was also a supply-side price shock as prices for many goods, including fuel and raw materials, climbed to the levels seen on world markets. The monetary reform in 1992 reduced inflation in 1993 to 89.8%, though the further fall in inflation was fairly slow and it only reached single figures at the end of the decade.

			There were several reasons why inflation fell only slowly, ranging from the adjustment of the initially distorted structure of relative prices to the rapid growth in the money supply as foreign capital flowed in once the restrictions on the free movement of capital were removed in spring 1994. Ardo Hansson said of the money supply estimates at the time that “some of it reflects necessary remonetisation of the economy, but some was purely inflationary” (Hansson 1994a). Overall this foresaw the subsequent end of the initial undervaluation of the exchange rate through a simultaneous rise in quality, productivity and wages.

			It may incidentally be noted that it was very hard to estimate optimal exchange rates based on purchasing power parity in transitional economies. Research in early 1992 suggested that the new currencies in the former rouble zone were initially undervalued by 15–70% (Hansen and Sorsa 1994). It is difficult to say even in retrospect at what point precisely Estonia ceased to have a seriously undervalued real exchange rate. The summaries by Hinnosaar, Kaadu and Uusküla from 2005, which include IMF estimates, suggest it is reasonable to assume that this happened before the end of the decade.

			It should also be remembered here that there was not unanimous support for an undervalued exchange rate in academic circles or elsewhere. After the monetary reform this led to calls to revalue the kroon (see Hansson 1994b), particularly immediately after the reform in 199316. It should be noted that the legal establishment of the Estonian currency board made a devaluation impossible but not a revaluation, but the kroon could only be revalued to the extent covered by reserve assets. If there had been a revaluation, the subsequent process of transition could have taken a different route, but it is impossible to know what that route would have been. It is certain that there would have been a different trajectory for the recovery of economic growth, but the question of the effect it would have had on economic restructuring, competitiveness, employment and unemployment is even more significant, because an undervalued exchange rate offered indirect protection to employment, at least at first.

			The package of reforms and the currency board rules together meant there was an abrupt change towards ‘hard budget constraint’. It now meant that the government lost all power to finance uncompetitive industries with resources from either the state budget or the central bank. The reforms came on top of the almost total withdrawal over a few years of state subsidies other than those for heating and some vital services, and laid the foundations for an overhaul of the structure of the economy. The exit from the initial transitional crisis came in 1995, but that is a topic for later chapters.

			An early assessment a couple of years later noted: “The currency introduced in June 1992, the kroon, has remained convertible at a fixed exchange rate to the DEM. Foreign reserves of the Bank of Estonia have more than trebled to 377 million USD, or around 4½ months of import coverage. Official unemployment, which obscures some hidden joblessness, is still only 2.1% of the labour force. Around 50,000 firms have been established, of which around 6000 have foreign capital participation. .... The success of Estonia’s reforms in the face of severe negative shocks is largely the result of a consistent reform package which has strong claims to being the most radical in Eastern Europe. The 1992 and 1993 state budgets were in balance or slight surplus, while the approved 1994 budget is in full balance... A recently completed tax reform established a single corporate and personal income tax rate of 26%” (Hansson 1994c).

			2.2. Tax reform17 

			Looking back it is appropriate to ask whether and how far other economic policy choices, including tax policy, were affected by the operating logic of the currency board. Economic theory does not discern any direct link between the exchange rate regime and taxes, but it is logical to assume that a currency board would work better with a tax system that favours growth and is neutral towards market forces, as this helps an economy to adjust to both internal and external shocks.

			The initial decisions affecting the tax system of independent Estonia were taken in 1990, a long time before the decision was taken to set up a currency board, meaning they were not guided by the goal of having a currency board. The first decisions about taxes were mainly taken because of the need for the state to be able to ensure its income after regaining independence, and for it to escape from the internal redistribution system of the USSR. The tradition of maintaining a balanced budget also dates from those early years, because the almost complete inability to access credit meant there was no other option available at first18.

			In the Soviet Union there were practically no taxes on legal persons. The transfers that companies made under the heading of taxes were mainly used for meeting the value-added redistribution plan. This meant that it was not difficult to change the system, as companies in the planned economy were used to surrendering a sizeable portion of their profits to the state budget without ever really knowing what the correct size of that portion should be.

			When Estonia regained an independent tax policy in 1991 the policy of confiscations of profits from companies was replaced by a progressive income tax. A progressive income tax was also introduced for private individuals and the upper bound was set at 33%. Before the monetary reform this was raised to 50%, but at the end of the year it was lowered again. As the taxable profits of companies were not indexed to inflation, the revenue they generated as a share of total tax revenue was about twice the share in the countries of the European Economic Community at the time. Inflationary taxation of profits is generally seen as a bad thing, but with the new price structure not yet in place and the economy not open to foreign markets, this may not have entirely been the case here. The tax system was further overhauled in subsequent years, as new taxes were introduced and tax levels changed, though some measures were only temporary. The monetary reform of 1992 gave a further push to the development of a new tax system, making its main goal the support of long-term growth rather than the stabilisation of the economy.

			By 1994 the laws had been drafted and when they passed, they set the general outline of the current Estonian tax system. The tax system is simple, largely using flat, low income tax rates, initially set at 26% for both corporate and personal income tax, and it is as neutral as possible towards market forces with a relatively high share of taxation falling on consumption. Consumption taxes provided one third of general government income in 1994, which was above the European Union average of 27%. The initial VAT rate of 18% was below the average, but unlike the countries in the EU, Estonia did not use reduced rates of VAT or other tax exemptions extensively. The social tax collected to cover the costs of social security provided some 33% of tax revenues, while income tax brought in around 30%, which was slightly below the figures for the same taxes in the European Union.

			In structure, the new Estonian tax system turned out to be very similar to those used in western Europe, so when Estonia joined the European Union ten years later, there was no need for major reform of the system. The main changes were a reduction in VAT distinctions and a rise in excise taxes to the required minimum levels. An unusual type of corporate income tax was introduced that left unrealised profits free of income tax as only dividends were taxed and this system rapidly became a topic of constant debate.

			Another eternal topic of discussion was the general tax burden or the concern about the possible restrictive effect that taxes could have on growth. From the very first day of the independent Estonian tax policy onwards, there was a general understanding of the tax burden and income level that warned developing countries against setting excessively high tax levels (see e.g. World Bank)19. The income level of Estonia at the time suggested that the ideal tax burden should be 30–35% of GDP and the general tax burden hit its peak of 37–38% of GDP in 1993–199420. This was still below the average for the European Union, but the information available at the time gave clear grounds for avoiding excessive taxation. From this time on a general downward trend in the overall tax burden can be observed (see Figure 2.2). Around one third of this is a consequence of deliberate tax policy and the other two thirds is due to changes in the structure of GDP. The general direction taken by tax policy has been towards a reduction in income taxes and an increase in consumption taxes, and this was defined as a specific goal at the start of the last decade21. The global financial crisis caused this plan to be adjusted, and the cut in labour taxes was postponed. However, an increase in the standard rate of VAT from 18% to 20% in the middle of 2010 meant that consumption taxes had again started to increase as a share of the budget, as there was a gradual rise in several excise taxes.
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			2.3. Foreign trade reform 

			In an opinion of the time: “Most important, clear signs of recovery are emerging much sooner than had been expected from the experience of other ex-CPEs... The success of Estonia’s reforms must be measured against rather unfavourable initial conditions. As the smallest country in Eastern Europe, Estonia was hit especially hard by the disruption of existing trade links (until 1991, 95% of foreign trade was with the FSU [Former Soviet Union]). With few local natural resources, and being highly dependent on energy imports, Estonia was also hurt badly by the move to world market prices for such commodities. Various estimates have put the size of this terms-of-trade shock as equivalent to a loss of GDP of between 16-20% in 1992 alone” (Hansson 1994c).

			Probably the fastest transition to a market economy was seen in foreign trade. There were various considerations behind the decision to choose a very liberal trade policy, and one of the central issues was customs policy.

			In theoretical terms it could be noted that: “[---] some arguments for imposing tariffs to ‘protect the economy’ go against the law of comparative advantage, and are thus based on false premises. In the long run, it is no more possible for the economy as a whole to be protected, than for it to be generally uncompetitive. Short-run, temporary protection can be accomplished via a depreciated exchange rate (this will presumably be later reversed by the ‘deprotection’ of an appreciated exchange rate). However, given the difficulties of removing tariffs once these have been imposed, it seems preferable to achieve such ‘exchange rate protection’ via an initial undervaluation, which will naturally erode over time, rather than indirectly via higher tariffs” (Hansson 1994c). And this proved broadly speaking to be the case in Estonia.

			Customs barriers are also recommended for transition countries to relieve pressure on the state budget, as revenues from customs duties can be used to increase income in the budget. There are limits to how far this can be done though, as the tax systems of transition countries start off weak and it could also lead to budget revenues becoming dependent on customs duties, while in Estonia’s case there was also the critical issue that trade restrictions would have prevented subcontracting relationships developing with the country’s closest neighbours, Finland and Sweden. In any case the state simply didn’t have the administrative capacity to intervene efficiently as it moved away from a Soviet command economy. Industrial policy has proven quite difficult even in advanced economies (ibid.).

			There was a spontaneous and explosive change in foreign trade for Estonia that was driven by circumstances, rather than a gradual reform. This is probably one reason why the processes in trade policy have drawn less international attention to Estonia as a unique case than have the monetary reform or privatisation (Ennuste, Kukk, Püss and Viies 2004).

			When Estonia regained its independence on 20 August 1991, it brought an automatic end to the state monopoly over foreign trade in all its forms, and there were no entrenched interest groups in Estonia who would have wanted to maintain that monopoly in any form. There was a general conviction at the time that the success of the Estonian economy could only be underpinned by openness, meaning the most liberal trade policy possible was needed. No steps were taken to impose customs duties on imports, with a few exceptions for vehicles, boats and furs, or to set non-tariff restrictions, and the idea of developing production for import substitution was also discarded. Taking this approach was made easier by the worsening transition crisis, as it seemed unthinkable to impose import restrictions at a time of shortages and weak purchasing power (ibid.).

			The issue of international agreements was also important during the liberalisation of foreign trade. “Estonia’s foreign economic policy has been aimed primarily at the opening of access to foreign markets and promotion of foreign investment in the Estonian economy. This primarily included intensive activity to conclude agreements on free trade, investment protection and avoidance of double taxation. In 1992–1994, free trade agreements were enacted with Finland, Sweden, Norway and Switzerland. Trilateral free trade agreements between the Baltic States came into force on 1 April 1994 (for agricultural produce on 1 January 1997). A free trade agreement with the European Union came into force on 1 January 1995ˮ (Ennuste, Kukk, Püss and Viies 2004). Estonia joined the World Trade Organisation in 1999.

			Relations with Russia were more complicated. “A free trade agreement between Estonia and Russia was initiated on 7 September 1992, but this did not work out too well, as from 1 July 1994 Russia also abolished the de facto most favoured nation regime that had been in place until then for Estonia, and this led to double customs tariffs being applied on Estonian products. In the early 1990s, Estonia hoped that a free trade agreement with Russia might ‘soften’ Estonia’s landing in the market economy, thus providing at least some market for enterprises that had previously been oriented to the Soviet Union’s internal market. What happened to eastern trade with Russia was contrary to initial expectations; however, this accelerated structural changes and the reorientation to the West, primarily to European Union markets. All in all, Estonia established an essentially unilateral free trade regime, which has been considered to be quite unique” (ibid). 

			As a result of all this, foreign trade turnover appeared to be four to six times larger within a couple of years if exports and imports are taken separately, as export turnover growth was much smaller than import turnover growth, leading to a sharp increase in the current account deficit. The Estonian economy became one of the most open in Europe. The monetary reform also had an impact on foreign trade relations as it immediately provided kroon convertibility for current transactions, and from March 1994 for capital transactions. This facilitated the inflow of foreign direct investment into the Estonian economy, and all this supported the recovery of the economy, but now on new foundations.

			The final word on the package of reforms can go to Ardo Hansson: “the combination of initial undervaluation (to provide temporary ‘exchange rate protection’), convertibility and tight financial policies (to establish a ‘demand barrier’), appears to be a sound policy package. It is, of course, always possible that alternative policies would have brought even better results – the proper counterfactual is simply hard to construct at this stage of the transformation. The policies which brought this about will thus also have a strong claim to be considered as sound and effective” (Hansson 1994c).

			3. Institutional architecture of the currency board 

			Ilmar Lepik

			3.1. The choice of a currency board from the monetary policy perspective

			3.1.1. General considerations

			This chapter covers the early years of the currency board in terms of narrower monetary policy and institutional form, although it was not necessarily called a currency board at the time, as several terms came into regular use only later. Economic policy discussions of the time had to handle these issues one way or another, whatever name was used. This chapter starts from when the fundamental choice between exchange rate-based stabilisation and money-based stabilisation had already been made.

			The next fundamental choice was supposed to raise a vital question for a fixed exchange rate policy: to what extent should the stability of the exchange rate be prioritised, and was it worth abandoning independent monetary policy for? This needs answers to the questions of how the credibility of monetary policy should be maintained, how integration with international partners should proceed, and what would happen in the event of nominal or real shocks. Answering the first two questions was simple for Estonia, which had had no experience of independence for half a century, as maintaining credibility was the top priority at first and economic autarky was never going to be possible for a small country. Shocks, notably the Asian and Russian crisis of 1997–1998 and the global crisis of 2008–2009 are covered in the next chapters. The narrower choice for the exchange rate policy of whether to have a normal or an exceptionally rigid peg was the next question to answer.

			People closely involved in the changes at the time say the term currency board started to be widely used in autumn 1992. This is partly understandable, because the economic chaos of the time meant that the narrower choice of monetary policy was not the only question to be addressed, as other issues such as how to end the shortage of cash, what to do about dollarisation, how to stop hyperinflation and how to get the economy out of freefall all demanded attention. The Soviet inheritance also meant that there was almost no experience of international finance and central banking at first. Stemming from the economic and monetary chaos that accompanied the break-up of the Soviet Union, the issue of credibility was of vital importance and there was wide support for the goal of introducing a strong currency to the country. This was taken to mean the stability of the currency in the future, and not just an exchange rate fixed at the moment of changeover.

			Fixed exchange rates were not particularly in fashion in Europe at the start of the 1990s and currency boards were almost unknown. As has been noted in a lot of the literature on the subject, currency board arrangements were mainly seen internationally as viable in very small territories. This is referred to by Williamson among others (Williamson 1995), in one of the best reviews to date of the economics of a currency board. In this context Estonia is also a very small territory, though perhaps not so small in area.

			Although it may not have been particularly apparent at the time, there were only two real models to follow, Argentina and Hong Kong. Neither had a classical currency board of the kind once seen in the British Empire, where the head office and committee are based in the mother country and the credibility of the monetary system is maintained through the central bank of that country. The home country of the classical currency board only has cash that is covered 100% for exchange and there is no central bank function.

			The clearest call to move to a classical currency board arrangement came from Hanke, Jonung and Schuler in their paper Monetary Reform for a Free Estonia – A Currency Board System (Hanke, Jonung and Schuler 1992), which followed the canons of the time. However it also contained ideas that would have been unacceptable to the wider public at the time, such as granting a foreign state veto rights over the monetary policy of the country which had just regained its independence, or using the Estonian kroon as a parallel currency (see Hansson 1993). No foreign aid was needed for the foreign currency reserves, as Estonia had managed to recover most of the gold reserves held for the Republic of Estonia before the second world war by the Bank of England, the Bank for International Settlements (BIS) and others.

			This meant there was no prospect of a classical currency board being set up, but rather a currency board-like system. What ultimately emerged can be seen in retrospect as somewhere between a classical arrangement and the Argentinian system. An interesting comparison is made by Camilleri Gilson (2004), who rates the countries with currency boards at that time on a scale from 0 to 1, where the larger number is closer to the classical arrangement. In this ranking, Bosnia and Herzegovina and Estonia are the most orthodox, and Lithuania and Hong Kong are the most liberal.

			Box 3.1. The main currency boards in recent history

			Argentina has several times in its history, and most recently in 1991–2002, had a central bank that acted as a currency board and voluntarily observed the restrictions of a currency board. However Argentina departed from the standard in a number of ways, for example by not backing the peso 100% with foreign currency as one third of its assets accepted for backing were Argentinian government bonds denominated in US dollars, and during the Mexican crisis the Argentinian central bank offset market fluctuations in interest rates to a certain extent (Bennett 1994). Argentina also had a bi-currency system that used the US dollar alongside the peso. The Argentinian economy is quite large and relatively closed.

			Hong Kong has taken a classical approach to backing its currency since 1983, but in every other sense its currency board arrangement is the most liberal. Base money22 is backed 100% by foreign currency; the Hong Kong Monetary Authority (HKMA)23 does not issue cash, but this is done by international banks with a special licence against the deposits denominated in US dollars and held in the Exchange Fund of the HKMA. Hong Kong has not stressed the need to protect its fixed exchange rate through a currency board, except during the Asian crisis of 1997–1998. During the Asian crisis in 1998, the HKMA also engaged in open market operations, including stabilising the stock market by buying up shares for later resale. The Hong Kong dollar is the eighth most traded currency around the world and there is a huge market for it, and many active monetary policy tools are used.

			3.1.2. The wider impact of the institution of the currency board

			This section considers the impact of the currency board as an institution on the main economic reforms. Looking back, the effect was there in the early years at least, and some of the financial and economic characteristics of Estonia that emerged at the time remained the same until it joined the euro area. At the same time though, a lot of economic policy decisions, like the design of the tax system or the method of privatisation, were in no way due to the currency board. The institutional influence of the currency board was still noticeable to some extent in the longer term, and this will be covered in more detail in the next chapters.

			Monetary reform set the basis for monetary policy. The principles for monetary reform were set out in three laws on Estonian money passed on 20 May 1992 by the Supreme Council, and together they made up the foundations of the Estonian monetary reform of 1992. The three laws were the Currency Act, the Act on the Security of the Estonian Kroon, and the Foreign Currency Act (Eesti rahareform 1992).

			The Currency Act aimed to ensure the validity of the kroon across the territory of Estonia and especially to establish the kroon as the sole legal tender for exit from the rouble zone, at a time when economic chaos was rife. The Act on the Security of the Estonian Kroon confirmed the principle of the currency board, the impossibility of devaluation of the kroon without a decision from the Riigikogu, and the limit of technical fluctuation of 3%. This limit came from the rules of the ERM1 exchange rate regime that applied in Europe at the time, which had fluctuation bands of 2.25%, but in fact this option was never used in Estonia. The third law was the Foreign Currency Act, which set the rules for foreign exchange. The first two laws remained in force until Estonia joined the euro area in 2011, while the Foreign Currency Act was repealed in 1994 once the Estonian kroon had proved itself sufficiently.

			As the laws had been passed as a package, the repeal of the Foreign Currency Act also had consequences, as the other laws did not go into detail on the use of foreign currency on the territory of Estonia, so the repeal of the law left a legal grey area that made it possible for loans to be granted in foreign currency. The Currency Act defined the kroon as the only means of payment for use on the territory of Estonia, but that was as far as it went. The repeal of the Foreign Currency Act contributed to the widespread proliferation of loans in foreign currencies, though cash flows were calculated for accounting purposes in kroons, meaning that legally speaking the payments were made in kroons.

			The result was that the only currency used for making payments was the kroon, with the exception of some transactions with tourists in the port, while loans to both private individuals and companies were mainly given in foreign currency, primarily Deutschmarks, and later euros. The reason for this was mainly the banks minimising their risks by passing the exchange rate risk on to their clients, rather than inflation, which is the more usual cause of dollarisation. This led to a partial euroisation of liabilities, which bolstered further the fixed exchange rate of the kroon. If assets are in local currency but liabilities are in a foreign currency, devaluation becomes very difficult. This was only resolved when the euro became the currency of Estonia.

			A final point that should be made about the legal basis of the monetary reform is that how the law sets out the operating base for currency boards is often considered important. This can be done in various ways, from a specific law on the currency board to relatively less clear solutions. The Act on the Security of the Estonian Kroon was a main pillar of support for the Estonian currency board, even though the term ‘currency board’ was not actually used in the law. The rest of the legal rulebook supporting the currency board was contained in the Eesti Pank Act, which laid in place the independence and accountability of the central bank.

			Monetary reform had a wider impact on financial policy. It is generally not allowed under a currency board arrangement for the central bank to extend any loans to the government. This meant that strict fiscal discipline was required from the very beginning. In the main, with only two exceptions that arose from the Asian and Russian crisis in 1999 and the global financial crisis in 2009, the Estonian state budget remained in balance and was mostly even in surplus. The monetary system lent support to this balance.  

			Once the USSR had collapsed, the Baltic states could not get their financial assets back from Moscow, but nor did they take any share of the external debt of the Soviet Union, leading to what was called a perfect divorce. Having started close to zero, Estonia’s government debt remained small as the state budget stayed in balance, meaning there was no budget deficit to fund and so the main mechanism by which government debt automatically increases was absent. As a result the government debt only increased through reconstruction loans granted by international organisations like the World Bank and the European Bank for Reconstruction and Development (EBRD). 

			The low national debt was well in line with the Treuhand model of privatisation used in eastern Germany, though there were other reasons why this approach was favoured. Overall the route of privatisation for real money24 and higher foreign investment was chosen for the financing of the economic reforms, which in turn resulted in a small government debt but a negative net investment position. This has remained a peculiar feature of the Estonian economy ever since.

			The other two Baltic states initially chose a floating exchange rate and money-based stabilisation, but this was only temporary, as Latvia moved to a rigid fixed exchange rate in 1993, and Lithuania to a currency board in 1994. As they only had a floating exchange rate for two or three years, it is not possible to state clearly that the choice of stabilisation mechanism had a decisive effect. However, the immediate move to a currency board-based stabilisation may have given Estonia a certain head start over them (Saavalainen 1995).

			Some analysts think that the institution of the currency board did have some effect on economic policy (Hansson and Sachs 1994, Berengaut et al 1998). Critics of this position argue however that if the right economic policies are in place, the currency board arrangement has no great significance, and if the economic policies are inappropriate then an institutional currency board and a rigidly fixed exchange rate will not help (e.g. Roubini 1998). They argue that the direction of causality is not clear, and those countries whose reforms proved successful would have achieved success with any kind of monetary system.

			A partial counter argument to Nouriel Roubini and other critics is that most currency boards have been set up in the wake of chaos, in Argentina (1991) and Bulgaria (1997) after domestic crises, in Bosnia and Herzegovina (1997) following the breakup of former Yugoslavia, or in Estonia (1992) and Lithuania (1994) following the exit from the former single currency of the rouble zone. These were generally emerging markets that could not presume the successful functioning of their institutions.

			3.2. The currency board as an institution within the structure of the central bank

			This section considers which of the central bank’s liabilities were covered by foreign currency, how the use of foreign currency was regulated, and what the monetary policy tools and the lender of last resort facility were for providing support for the financial system. 

			3.2.1. Liabilities covered by foreign currency

			The set of liabilities covered by foreign currency changed little during all the time that the Estonian currency board was in operation. It wasn’t quite the classical version where base money is covered only in the sense of cash, but rather it covered base money in the wider sense of cash and the compulsory minimum reserves of the commercial banks held at Eesti Pank, or M0. Added to this were the liabilities of Eesti Pank to non-residents, which were only significant at first while the bank was engaged to a certain extent in transmitting foreign loans into the economy through the banks with mechanisms like the IMF’s Systemic Transformation Facility in 1994–199525. Later on all such activity was taken over by the Ministry of Finance.

			Eesti Pank’s balance sheet retained some items relating to the IMF, but they only reflected the participation in the IMF. Estonia did not use the money available from its stand-by arrangement agreed with the IMF, so there was no actual money or transfers in the IMF accounts, and the sums under those items only existed in accounting terms. In total, foreign currency assets covered M0, or cash plus the compulsory minimum reserves of banks and the liabilities of the central bank to non-residents. Later on the covered liabilities were effectively limited to base money M0.

			The currency board started in a fully backed form26, with collateral at the time of the monetary reform of 720 million kroons and an initial currency issue of 600 million kroons (Eesti rahareform 1992). The collateral was made up of foreign currency and gold and at first some forestry assets were made available by decision of the Supreme Council of 23.01.1992 for use as extra collateral if needed. The forestry assets were never actually used as collateral for the kroon and, with some delay, the decision allowing their use was annulled by the decision of the Eesti Pank supervisory board on 29.04.199727.

			Throughout the whole time that the currency board operated there was sufficient excess coverage, which averaged 13%. The collateral used at first was bonds in Deutschmarks and US dollars, but there was no currency risk as the dollar bonds were covered by swap contracts. Later on, bonds in euros were used as collateral. In later years the reserves were invested mainly in euro area money markets in government bonds with maturity of less than one year and Euro Commercial Paper (ECP). The quality requirements for the external reserves changed somewhat over time, but were never below BBB- for sovereign bonds or below AA- for non-sovereigns.

			3.2.2. The legal framework for foreign currency transactions

			The first regulation on foreign currency was passed in 1991 at a time of chronic shortages of the principal currency, the Soviet rouble, and of general dollarisation. To get turnover means to companies in a primarily cash-based economy, foreign currency auctions were held under the leadership of Eesti Pank, where a total of 1.5 billion roubles was distributed in 15 auctions.

			To match up to the international standards expected of a central bank, Eesti Pank abandoned its commercial activities. In January 1992 it stopped organising foreign currency auctions and preparations started for the Foreign Operations Department of Eesti Pank to be hived off from the central bank, later becoming the Põhja-Eesti Aktsiapank.

			The Foreign Currency Act came into force on 20 May 1992. Shortly before the monetary reform, the core documents of the legal rulebook for foreign currency after the reform were confirmed, and the laws passed were quite liberal. 

			There were no restrictions on:

			
					capital exports

					investment

					conversion

					imports and exports of foreign cash

					the storage and use abroad of foreign currency by resident natural persons 

			

			There were restrictions on:

			
					transactions in foreign currency by resident natural persons within Estonia

					resident legal persons, who had to repatriate foreign currency from foreign banks within two months and convert it into kroons, meaning foreign currency could only be used for foreign transactions

					non-convertible foreign cash, including the purchase and sale of roubles, which was banned at first but only until 24 November 1992

			

			The reasoning behind the restrictions was clear, they were there to ensure the kroon became the valid means of payment despite the pressure coming from the rouble zone. The question of the sale and purchase of non-convertible foreign cash immediately rose up the agenda. Leaving the rouble zone through the monetary reform was not easy for Estonia and the pressure was noticeable. Throughout all the negotiations, the Russian central bank tried to get Estonia to quote the rouble and to use the rouble in Estonia as a unit of account and as cash (Karmo 1997).

			At the same time  confidence in the free convertibility of the new kroon also needed support, and so after the reform private persons were allowed to buy Deutschmarks for kroons from the central bank at the official rate of 1:8 with no service fee. The service was so popular that the Deutschmark cash window was transferred for security reasons to Hoiupank, which was owned by the state through Eesti Pank at the time, and a 1% service charge was introduced to cover costs. The service was also offered to the banks, but their interest in it was only lukewarm. The whole business calmed down over time, and when service fees were harmonised28 such exchange transactions became ordinary sale or purchase transactions with foreign currency at Hoiupank.

			The initial restrictions were loosened relatively quickly and some on the Russian rouble were lifted at the end of 1992. As the economy recovered and the kroon stabilised it became possible to start liberalising transactions on the financial account. The Foreign Currency Act was changed several times in late 1992 and early 1993, and the changes gradually removed the restrictions. This made the use of foreign currency by private people completely free, but it meant new requirements for banks, which had to report their open positions in foreign currencies (see chapter 4.3.).

			By summer 1994 all the initial restrictions had been lifted, and the Foreign Currency Act was repealed on 7 April 1994. Only the rules about opening and operating foreign exchange points remained in place in modified form. Customs procedures were put in place for currency and securities, mainly in order to combat money laundering.

			Estonia was one of the first countries in Central and Eastern Europe to liberalise fully transactions in the financial account of the balance of payments. What this essentially logical development of the currency board meant for capital flows, the foreign exchange position of banks, and loans granted in foreign currency will be covered in the next chapters.

			3.2.3. Monetary policy tools

			For the sake of comparability with the Eurosystem, monetary policy tools are divided here into three groups as they are by the European Central Bank, with standing facilities, open market operations and minimum reserves.

			One of the key operating principles for a currency board is the rules and markets based approach. In theory this is one solution for the impossible trinity, which is the well-known problem that when there is free movement of capital, it is not possible to target both the money supply and interest rates at the same time, so one of them is inevitably left free. This means that under a currency board the interest rates are left to be set freely on the markets, because the money supply is determined by the net result of purchases and sale of foreign currency by the commercial banks from and to the central bank29. So in monetary policy terms the crucial source of liquidity is the foreign exchange market run by the central bank, not the money markets in domestic currency.

			Standing facilities. The logic of a currency board denies the central bank any tools with which to influence interest rates directly. The money supply was determined by the purchase and sale of foreign currency. There was no standing lending facility like that at the European Central Bank, or a discount window of the type used by the US Federal Reserve or the HKMA in Hong Kong. Later on something similar to a standing deposit facility came into use, which was an interest rate paid on kroon deposits at the central bank in excess of the minimum reserve requirement, and was paid out on the monthly average. Eesti Pank did not supply liquidity to the kroon money markets. Instead there was an exchange window with a standing facility for unlimited30 purchase and sale of foreign currency, and excess or insufficient liquidity was mainly corrected through the currency markets. This meant that the foreign exchange facility, or the forex window, was a central element in the infrastructure of the central bank’s monetary policy.

			As the main tool of the currency board, the forex window worked technically by way of purchase or sale of kroons against Deutschmarks, generally with a value date of T + 231 and a buy/sell exchange rate of 7.999/8.001, meaning a commission fee of around 0.01%. The reform of the monetary policy framework in 1996 eliminated the difference in the buy and sell rates to make the forex window operate more smoothly. In exceptional circumstances and with agreement in advance, a value date of T + 1 was also possible, but only for purchases of kroons. Later, when the RTGS real time settlement system was introduced, the option of T + 0, or same-day settlement, became available for both the purchase and sale of kroons. The purchase facility was used, but the sale facility never was, as such transactions attracted a service fee above that for the normal T + 2 option, which was EONIA32 + 0.5% for two days. There was a limit of 50 million euros on sales. Various currencies were bought and sold, not just the anchor currency33, unlike in Lithuania and Bulgaria where the central bank only trades in the anchor currency. In the early years this was important for the commercial banks, as they didn’t have credit limits in the international markets because they were unknown.

			Open market operations. In a currency board where the money supply is set by the purchase and sale of foreign currency and the central bank is not involved in setting interest rates, open market operations are not generally used. There were two fairly minor exceptions for the Estonian currency board.

			
					Certificates of deposit. In 1993–2000 Eesti Pank allowed commercial banks to buy certificates, but only to the limited extent of 30 million kroons (about 1.9 million euros) and later 60 million kroons  (3.8 million euros) per auction. This was done in auctions held twice a month and had two aims: one was to create an interbank money market as there was no earlier experience of any such market and a lack of trust between the banks, and the other was to support intraday liquidity management, as the minimum reserve requirements for banks had to be met daily until 1 July 1996. 

			

			This tool had only a small impact on base money as there was only a limited issue, which increased the central bank balance sheet and so also M0, plus the additional interest payments. To some extent the trade in these certificates may have aided the stabilisation of interest rates in the money markets. Open market operations are not completely incompatible with the smoother operation of a currency board, but direct control of interest rates is certainly not recommended, especially at first (Bennett 1994).

			
					Forwards. In 1994–1995, Eesti Pank offered additional guarantees to the commercial banks on the credibility of the fixed exchange rate. Eesti Pank quoted forward and swap transactions between the kroon and the Deutschmark with a maximum length of seven years and a rate of 8.001–8.002. Restrictions for forwards were set on 5 December 1994, under which Eesti Pank only concluded such transactions with approved Estonian commercial banks34. The maximum limit for each bank was 75% of its average kroon assets of the past six months minus its liabilities to other banks. At the end of 1995 there were 1.46 billion kroons (about 93.3 million euros) of forwards outstanding, and the last of them expired at the end of the century.

			

			Box 3.2. The build-up of the currency boards in Lithuania and Bulgaria

			There were technical differences between the Estonian currency board and those of Lithuania and Bulgaria. The Lithuanian currency board is particularly distinctive because it allowed open market operations to a limited extent. This is at least partly because Lithuania was not always as strongly committed to the principle of the currency board as Estonia was, and there was a plan there to change from a currency board to a standard fixed exchange rate in 1997–1999. It didn’t happen however, primarily because of the banking crisis that blew up at the same time as a consequence of the crisis in Asia and Russia (Wolf, Ghosh, Berger and Gulde 2008). The Lithuanian central bank has several tools in its arsenal: overnight repurchase agreements, time deposit auctions with a repo option, and an emergency lending facility at the limit of excess reserves over the currency board cover. This toolbox made the Lithuanian currency board the least orthodox of those set up during the 1990s (Camilleri Gilson 2004). Statistics show that term deposit auctions were used, with data from 2012 showing transaction volumes of up to 5% of the central bank’s balance sheet, meaning that the Lithuanian central bank has been active in the domestic money market to an extent alongside its more usual operations in the foreign currency markets. The Lithuanian litas was pegged to the US dollar from 1994 to 2002, and was then repegged to the euro for entry into the European Union.

			The Bulgarian currency board was set up during difficult times in 1997, as there had not been much economic progress in 1990–1997, inflation reached 2000% in spring 1997, there was a banking crisis, and the budget deficit stood at 8% of GDP (Wolf, Ghosh, Berger and Gulde 2008). These initial conditions affected the institutional design of the Bulgarian currency board. One interesting feature is that Bulgaria legally separated the heart of its currency board, the issue department, from the other activities of the central bank in the banking department, though this was not evident in the organisational structure of the central bank. Furthermore, the central bank had earlier financed the budget deficit before the currency board was set up, and this continued exceptionally at first even under the currency board, though now through the disbursement of IMF loans. Because of the banking crisis of the time, a limited lender of last resort function appeared in the published statutes of the currency board, in contrast to Estonia where it was on an ad-hoc basis and Bosnia and Herzegovina where it was banned, although the facility has never yet been used.  Once the currency board was set up, the Bulgarian central bank abandoned all its tools other than the minimum reserve requirement and the two exceptional features, the limited or marginal facility as a lender of last resort, and its role as a fiscal agent for the government. The Bulgarian central bank also manages the central government reserves, and they are part of the backed liabilities of the currency board.

			Minimum reserves. This was the second main tool used by the Estonian currency board alongside the forex window. The minimum reserve requirement in Estonia was initially set at 10%35 of all of each bank’s liabilities, and this applied universally, meaning that no distinction was made between liabilities other than debts to domestic banks or the central bank. The requirement had to be met on a daily basis at first, and no interest was paid on reserves. The reserve requirement was later changed on two occasions, in 1996 and 2001. The main change in the first reform was that the minimum reserves held by the banks moved over to a monthly averaged system (Eesti Pank Annual Report 1996). The second reform in 2001 will be covered in later chapters.

			Box 3.3. The 1996 reform of the monetary policy operational framework (Eesti Pank Annual Report 1996)

			The plan of changes did not include open market tools so as not to affect the credibility and transparency of monetary policy, and focus was instead placed on setting the minimum reserve and standing facilities. From the second half of 1996, the requirement for banks to meet the minimum reserve daily was replaced by a requirement to keep the monthly average balance of an account held at Eesti Pank at the required level. This gave the banks a much larger base money buffer for use in intraday settlements and the interbank money market. To instil discipline in the liquidity management of the banks, they still had to hold 20% of their minimum reserve daily, and they could only use that amount with penalty interest rates. The share of the minimum reserve holding in cash was lowered to 40%, as the 50% requirement that had applied since 1994 did not encourage banks to optimise their cash balances. So that interest rate arbitrage could better play its role in regulating liquidity in the money market, Eesti Pank removed the difference between the buy and sell rates for conversions between the kroon and the Deutschmark in July 1996. To help further stabilise the base money demand of banks, Eesti Pank set up a standing deposit facility for banks in the second half of 1996. To prevent market distortions and to boost confidence in the currency board, the interest was paid on the banks’ end of the month balances exceeding compulsory minimum reserves. The interest rate was lower than the interest rates in the Estonian money market and was linked to the discount rate of the German Bundesbank.

			The minimum reserve requirement was one of the few monetary policy tools of the central bank that was actually used. However, it should be noted that using the minimum reserve for monetary policy purposes did not target any change in the money multiplier, and the main goal was to make sure that banks had sufficient liquidity buffers. The limited toolbox available to the currency board meant that prudential tools like the capital adequacy requirement were also used to some extent to support monetary stability. This measure had largely similar goals to the minimum reserve requirement in ensuring the liquidity of the financial system and providing stronger resilience to external and domestic shocks like the Asian crisis.

			Settlements. The institutional architecture described so far also gave a certain security for settlements, on top of everything else. Partly as a legacy of Soviet times and partly as a deliberate policy, interbank settlements were made through the settlement systems of Eesti Pank. The fairly large minimum reserve at the central bank ensured there were buffers for settlements, and generally it was unrealistic that banks making settlements with one another would not have sufficient resources on their account at the central bank36. This remained the case for all the time that the kroon was in use and faults in settlements were generally rare. At first this was partly because the economy was largely cash-based, while in the later years of the kroon the reserve requirement was raised as high as 15%. Access to the settlement systems of the central bank was regulated by the central bank and was generally restricted to credit institutions registered in Estonia, though there were some exceptions, mainly international banks37.

			3.2.4. Lender of last resort

			Not having any lender of last resort is often given as one of the main weaknesses of a currency board arrangement. This is not exactly the case though, as the function of lender of last resort is available to the currency board within the limits of the excess reserves over the currency board cover. However, these excess reserves are generally not enough in a systemic crisis, except perhaps in Hong Kong, so they can only be used in exceptional circumstances.

			Eesti Pank never set exact conditions for supporting banks but worked instead on the ad-hoc principle. This institutional solution initially indicated a fairly orthodox logic for the currency board, prioritising exchange rate stability above all else. 

			As there was no explicit role for a lender of last resort in the Estonian currency board arrangement, more attention had to be paid to preventative actions in ensuring financial stability. This particularly affected bank supervision and so agreements signed with the banking supervision authorities in the home countries of the parent banks of banks operating in Estonia were particularly important in later years. A deposit guarantee scheme was also set up in 2002 with sufficient resources to cover deposits in non-systemic banks.

			Estonia was quite an exception internationally in the 1990s, as exchange rate stability was prioritised over support for the financial system: “Estonia thus provides a rare exception to the typical preference for the internal over the external objective” (Bordo ja Schwartz 1996). Hansson says roughly the same (Hansson 1995): “Estonia’s experience goes against the conventional wisdom that closing down major problem banks would be politically impossible in Eastern Europe, or that bank restructurings must involve a costly rescue of all depositors and some shareholders.”

			Banking in post-communist transition countries was generally weak at first and banking crises occurred fairly frequently. Estonia had two waves of crisis, in 1992–1993 and 1998–1999. The first of these was part of the transition crisis38 following the 1992 monetary reform and major recession, and the second was related to the after-effects of the Asian and Russian crisis.

			Looking back, Eesti Pank’s role as lender of last resort was relatively minor, as the pressing need for it to be played was rare. The first banking crisis in 1992 occurred in a cash-based economy where the main function of the financial system was as an intermediary for payments. This explains why the loss of around 40% of the money supply that accompanied the crisis did not have any major consequences, and in any case, those deposits had already been blocked for months, meaning the impact of the crisis had already been felt (Knoebl, Sutt, Zavoico 2002). The second banking crisis at the end of the 1990s has entered history primarily as a crisis of small banks, as large banks went under foreign ownership and the ones that didn’t were not systemically important. This meant there were two occasions when the central bank and the government were under pressure and there was a clear need for intervention in the aftermath of a financial crisis.

			A separate case was that of Hoiupank, which was 100% recapitalised in 1993. Hoiupank was the successor to the Soviet savings bank, and it was unable to recover its assets from Moscow. It was recapitalised in full from the excess cover of the currency board in a one-off transaction (Bennett 1993).

			The resolution of the first banking crisis could be classified as state intervention in a financial crisis, as could the cases of two medium-sized banks during the second crisis, the nationalisation of Forekspank in 1998, and the bankruptcy of Maapank in 1999. In other cases there was little intervention by the state.

			Box 3.4. Hoiupank (Eesti Pank Annual Report 1993)

			By decision of the Supervisory Board of Eesti Pank on 14 April 1992, Eesti Hoiupank was established as the legal successor to the Estonian branch of the Soviet Savings Bank, as a bank with all its shares registered from its founding with Eesti Pank. To preserve the savings of Estonia’s residents, Eesti Pank took from Eesti Hoiupank over 3.05 billion roubles of debts owed by the former State Bank of the USSR. At the time Hoiupank held 85% of the deposits of residents, and it was clear that Hoiupank could not carry on as it was, but that it needed reorganising and new investment. The decision of the Supervisory Board of Eesti Pank of 11 August 1992 doubled the share capital of Eesti Hoiupank by issuing additional shares, and a competition was held between Estonian banks for the right to subscribe to those shares. A sales contract for the additional shares was signed between Eesti Pank and competition winner Hansapank on 30 April 1993. This led to a major increase in the share capital of Hoiupank, and one third of it was owned by Hansapank. Hoiupank was later merged with Hansapank, and Hansapank has now been integrated into the Swedbank group.

			3.2.5. The first banking crisis 

			Based on the Eesti Pank Annual Report 1993; the subject has been covered more thoroughly by Ardo Hansson (Hansson 1995))

			The year of monetary reform was very difficult for banks, given the dramatic changes, including the supply-side shock of the move to global market prices, the resulting hyperinflation, and the sharp drop in the economy. The number of banks had risen rapidly before then and reached 42, but their combined balance sheet was only around 6 billion kroons, or 330 million euros. A year later, at the end of 1993, there were only 22 banks. The main force behind the upheaval in banking at the start of 1993 was undoubtedly the banking crisis that blew up in November 1992. Three large banks, Tartu Kommertspank, Balti Ühispank (UBB) and Põhja-Eesti Aktsiapank (PEAP), and eight smaller banks became insolvent, and this rattled confidence in banking a great deal. Tartu Kommertspank eventually went bankrupt, while Eesti Pank and the government worked together on a rescue operation that led to the merger of UBB and PEAP as Põhja-Eesti Pank, which opened in March 1993. The solvency of the new bank was backed by long-term sovereign bonds worth 300 million kroons, or about 19.2 million euros, and its liquidity was underpinned by a deposit with Eesti Pank of 100 million kroons, or about 6.4 million euros. The main reason that UBB and PEAP became insolvent was that their accounts in the USSR`s Bank for Development and Foreign Economic Affairs, VEB, were frozen, affecting 63% of UBB`s total assets and 64% of PEAP`s, and so these accounts were now transferred into the VEB Fund set up by the Riigikogu. This also took over the assets of accounts that had been frozen in response by UBB and PEAP and issued VEB Fund certificates to the holders of claims on these banks. The VEB Fund was the only legacy of the first banking crisis, and it was only finally resolved twenty years later when the fund was liquidated by a decision of the Riigikogu on 15 February 2012, as its only assets were the uncollectible claims on the former Soviet bank. 

			Sometimes the first banking crisis, which has also been referred to as the transition banking crisis, is taken in a wider sense up to the 1994 crash of Sotsiaalpank, which ended the first major restructuring in the banking sector. The IMF annals provide a summary: “The next crisis ... came in mid-1994 when the Social Bank [Sotsiaalpank] (representing about 20% of total bank assets at end-1993) – which had been privatized prior to the currency reform – ran into difficulties because of mismanagement and substantial non-performing loans to the bank owners. The bank’s problems were precipitated by a government decision in the spring 1994 – prompted by concerns related to its solvency – to progressively withdraw government deposits (ca 25% of Social Bank liabilities at the beginning of the year) and to reallocate these among other Estonian banks. Further withdrawals by other depositors prompted the central bank to put the bank under moratorium in August 1994 ... Subsequently, the central bank tried to find a strategic investor or foreign investor for the ‘new’ Social Bank, but it soon became evident that the bank’s problems were such that it could not be sold. In the event, the central bank decided in March 1995 to transfer to the PEP – by then the fourth largest bank in Estonia – the bulk of Social Bank’s deposits and an equivalent amount of assets” (IMF 1999). 

			3.3. Endnote

			The Estonian currency board was set up in summer 1992, and the European Monetary System, EMS, which ran from 1979–1998, was hit by a crisis in autumn of the same year. A year later western Europe returned to de facto floating exchange rates, and then set up the ERM1 fluctuation bands of +/–15% which later applied in the ERM2. In this context, the decision to revive a currency board, especially in Europe, was quite radical and unforeseen. However, the political and economic space that followed the break-up of the Soviet Union was also quite unforeseen. The term ‘transition economy’ soon gained ground, though such economies were only a sub-group of emerging market economies. The world had never before seen such a large-scale transition from a command economy to a market economy.

			The whole neighbourhood around Estonia was in a state of flux in the early 1990s. There was a crisis in the Nordic neighbours at the start of the 1990s, economic chaos reigned in Russia for most of the decade, and other Central and Eastern European countries were going through a similar transition process. There were many supporters and many opponents of the currency board arrangement, and both Russia and Ukraine considered moving to a currency board. The Estonian example was followed over the next five years in other Central and Eastern European countries, with Lithuania setting up a currency board in 1994, and Bulgaria and Bosnia and Herzegovina doing so in 1997. This was the first wave of popularity for the currency board arrangement, and a second wave broke after the Asian crisis of 1997–1998, when the idea was raised in Indonesia and East Timor. The currency board as a special form for monetary policy remained constantly topical in various forms throughout the 1990s and started to become less popular only after the Argentinian crisis and the liquidation of its currency board in 2002.

			4. The first recovery and the development of financial markets

			Ilmar Lepik, Hilma Naaber

			This chapter starts as the initial stabilisation of the economy ends. The first year since independence had been regained that the Estonian economy saw growth was 1995. This marked the start of the first period of rapid growth in Estonia, which culminated in a stock exchange bubble and a crash, and in the Asian and Russian crisis. The general development of Estonia was remarkably impressive, because as early as 1997, just five years after the start of major economic reforms, Estonia was confirmed as one of the first five Central and Eastern European candidate countries for the EU39.

			However, the peaceful development did not continue for long, and even before the Russian crisis of August 1998, Estonia was affected by the Asian crisis. In autumn 1997 there was a speculative attack on the Hong Kong currency board during the Asian crisis, and the crisis spread from there to Estonia because of the similarities of the monetary policy systems as arrangement contagion occurred. For monetary policy this was a dual crisis, the Asian and Russian crisis, not just the Russian crisis, as it is often referred to. In this context the stance of the financial sector and its reaction to the dual crisis were important, as were the creation of the Tallinn stock exchange during the same period, and its first major rise and fall.

			4.1. The first growth in the economy

			The essence of these times was summed up very well by Stanley Fischer, then First Deputy Managing Director of the IMF, at a conference in the Estonia Concert Hall to mark the fifth anniversary of the launch of the kroon: “Now Estonia is dealing with a problem that many other economies have also faced, the problem of so-called moderate inflation by which is meant inflation in the low double digits up to about 30 per cent.” (Fisher 1997). There are various other phrases that can be used to describe the period, but in the context of monetary policy “a period of moderate inflation” is most appropriate. The rapid nominal growth typical of the economic environment of the time together with moderately fast price growth provided a good environment for correcting mistakes. Low rates of inflation are less forgiving of miscalculations, because the differences in nominal and real variables are smaller.

			Nominal growth was fast, and the nominal size of the economy in GDP at current prices more than doubled from 1995 to 2000, as did average wages (on the Figure for GDP, 1995 is set at 100 as earlier data are not comparable). Inflation was down to single digits by 1998, heralding the arrival of a new economic environment, but inflation still averaged around 16% over the whole period. Employment continued to fall at the same time, reflecting the ongoing restructuring of the economy.
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			The fall in employment was accompanied by a rise in unemployment from 6.6% in 1993 to 13.6% in 2000. This also reflects the repercussions in 1999–2000 of the Russian crisis, without which unemployment would probably have remained at around 10%, as it averaged 9.7% in 1995–1997. It should also be noted that the feared explosion of unemployment in the transition period of the 1990s did not happen, and it only became a serious problem in the global financial crisis that started in 2008, as the number of unemployed increased to almost 100,000 in 2009.

			It should be said that the reduction in employment reflects not only the change in the structure of the economy but also a reduction in the population from 1.57 million in 1990 to 1.4 million in 2000. This reduction was largely a result of the transitional migration following the return of independence, mainly through migrants returning to the east after the fall of the Soviet Union, as emigration to the west was still restricted at the time. The ageing of society was not yet a major topic of discussion at the time. In total the population fell by 11% in a decade and employment by 29%, so the main driver of the reduction in employment was the restructuring of the economy. It should also be remembered that the Estonian population figures before the fall of the USSR include those serving in the Soviet army, and their exact numbers were not known. This means that the reductions in population and in employment were not quite as drastic as the figures might indicate at first glance. 
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			Alongside the rapid, though slowing, inflation of the time there was a rapid increase in productivity and and in the quality of products and services. Overall, this meant for exchange rate policy that there was an equilibrium appreciation of the real effective exchange rate of the kroon, as various studies have shown that there was no over-valuation of the real exchange rate of the kroon at the time (see Hinnosaar, Kaadu and Uusküla 2005 for a summary of this). In other words what was happening was a reflection of the exit from the initial depreciation of the real exchange rate.

			This meant that the price competitiveness of the economy was not yet a problem despite the rapid inflation, as exports grew by 355% from 1995 to 2000 in total and were worth 3.6 billion euros in 2000, but there was still a trade deficit from 1994 onwards, with imports reaching 4.4 billion euros in value in 2000. It is difficult to say even in retrospect what caused the large trade deficit in 1996–1997, whether it was simply the imports of capital goods caused by the need to restructure the economy, or excess demand caused by the inflow of capital. Whether, in effect, it was the natural demand of an economy in transition, or a monetary expansion on the supply side caused by the free movement of capital, which the currency board cannot prevent. Both causes probably applied at the time, as private consumption was growing in real terms by over 12% a year in 1995–1996 prior to the Asian and Russian crisis.

			This means the source of the problems was not competitiveness, but rather the side-effects of the inflow of capital: a chronic current account deficit and very rapid credit growth. This was accompanied by the emergence of loans in foreign currencies after the Foreign Currency Act was repealed in 1994, as there were insufficient resources in kroons to finance the loans. This was all a consequence of the early full convertibility of the kroon, and it helped the economy develop rapidly, though at the cost of increasing imbalances.

			Economic development at the time was not smooth (see Figure 4.3). Rapid changes were evident towards the end of the period as economic growth turned negative in 1999 and the current account deficit narrowed in 1998–1999. This was accompanied by a shift in the structure of capital flows in 1998 as the earlier diverse forms of capital inflow were replaced by direct investment, mainly in the financial sector40. This was a consequence of the Asian and Russian crisis, and needs to be treated separately.
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			As an introduction to the Asian and Russian crisis it must be said that it is a deliberate decision to treat it as a dual crisis. It is true that discussion of the events in the crisis often really only refers to the Russian crisis, but that approach is not really correct and both crises affected Estonia directly41. In Asia it was mainly countries with fixed exchange rates that took the blow from the crisis and a direct link to Estonia came with the speculative attack on the exchange rate of the Hong Kong dollar in October 1997, which turned into an attack on the Estonian kroon in the same week through arrangement contagion because both used a currency board arrangement. Estonia’s links to Russia, its biggest neighbour are fairly clear to see.
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			In terms of economic theory, the Asian crisis can be described as a nominal shock and the Russian crisis as an external demand shock. In the real world the Asian crisis was the first serious test of the architecture of the Estonian currency board and the financial sector, posing the question of how well the currency board would work when faced with an actual crisis. The Russian crisis though tested almost the entire economy, putting pressure on several economic sectors and the general ability of the economy to adapt. Before the two crises and their impact on Estonia can be examined in more detail, an introduction to the changes that happened in these years in the financial sector would be appropriate.

			4.2. Consolidation in banking

			The 1992 monetary reform was immediately followed by a large-scale banking crisis (see section 3.2.5), which marked the start of the reorganisation of the banking landscape. The Estonian economy hit the bottom of its trough in 1994, and 1995 was the first year of growth. By that year there were only 18 surviving banks where there had been 42 in 1992, and it appeared that the Estonian financial market was taking on the characteristics of those elsewhere in Europe with the German and Austrian model as it became more and more bank-based.

			Bank privatisation in Estonia was not exactly the same as in other transition countries as it did not pose any great problems here. This was because the banks that had operated under the old system in the USSR were not viable in the long term even when they had been privatised, and they disappeared from the scene at the early stage of the transition. This meant that by 1995 the state held only 13% of all the capitalisation of the banking system.

			In 1995 the state had significant holdings in three banks, Põhja-Eesti Pank, Hoiupank and Eesti Investeerimispank. The first of these was set up in March 1993 to address the banking crisis of the previous year, and the remains of Balti Ühispank (UBB) and Põhja-Eesti Aktsiapank (PEAP) were consolidated in it (see section 3.2.5). Hoiupank was fully recapitalised in 1993 as the depository of the Soviet-era savings of the general public (see Box 3.4) and was gradually transformed into a standard universal bank. Eesti Investeerimispank was a special purpose bank created jointly during the transition by Eesti Pank, the European Bank for Reconstruction and Development, Finnfund and Swedfund. All these banks ended their independent existence by merging with private banks later on, and so the state capitalisation of the banking system had fallen to almost zero by the year 2000.

			In 1995–2000 the main factors affecting banking were firstly the rapid economic growth, secondly the arrival of market-based external financing and cross-border financial integration, and thirdly the consolidation of banks themselves to form larger entities along the lines of universal bank groups and their development of new financial products one by one.

			The rapid economic growth was the outcome of natural development and it led to strong competition between the banks and encouraged them to merge. Market-based external financing was given a green light after the repeal of the Foreign Currency Act in 1994, when the restrictions on financial account transactions were removed. By the end of 1995 some 30% of the capital of the banks was in foreign hands. Initially this was not yet direct market-based foreign ownership, but investment by international organisations like the EBRD in Hoiupank and Investeerimispank. There were also several small banks initially founded on foreign capital, but these soon disappeared.

			The share of foreign investment started to increase rapidly in 1996, as the increased confidence of foreign financial institutions in the Estonian economy led to long-term credit lines being opened and to strategic investment in banks’ equity. For the first time, foreign funds became a significant source for meeting the increased domestic demand for loans (Eesti Pank Annual Report 1996). At the same time domestic banks began to expand outside Estonia as the first branches of banks were opened in Latvia in 1996.

			One of the main features of the time was the growth of capital. The policy of the central bank also directed this as the equity capital requirements for banks were gradually raised: by 1 April 1995 the minimum capital requirement had been raised to 15 million kroons (about 1 million euros), then by 1 April 1996 it had risen to 25 million kroons, and by 1 April 1997 to 35 million kroons (about 2.2 million euros). On top of this there was a requirement from 1 January 1996 of 50 million kroons (around 3.2 million euros) for banks’ equity capital and reserves, or first and second tier capital together. Mergers and closures led the number of banks to decline so that there were only 15 left by the end of 1996.

			The banks introduced new deposit and loan products and the opening of the Tallinn securities exchange increased the importance of brokerage among banking services. At the same time, the banks started to evolve into financial groups, often supplying new products through their subsidiaries, so nearly all the big banks had a subsidiary for leasing, insurance, brokerage and other services. As well as developing their product range, they also started to prioritise their client focus.

			Consolidation of the banking industry accelerated even further during the dual Asian and Russian crisis. The Asian crisis weakened the whole banking system, especially small banks, and in 1998 the last major wave of mergers and restructuring broke. Four larger banks merged into two big groups, while several small banks went out of business, either through bankruptcy in the case of Maapank, ERA Pank and EVEA Pank, or nationalisation in the case of Forekspank. The process peaked in 1999, at which point there were only six banks and one foreign bank branch left, and this marked the end of the consolidation in the banking sector.

			Box 4.1. The impact of the Asian and Russian crisis on the institutional development of banking (Eesti Pank Annual Report 1998)

			The consolidation of the banking sector in 1998 kicked off a new phase of development for the banking markets of Estonia and the whole Baltic region. It also showed that Estonian financial markets were developing in the same direction as the global trend, with increasing competition in banking and in the financial sector in general. The increased tightening of the operating environment in 1998, partly in response to the Russian crisis, highlighted the bad economic and management decisions made earlier when competition was increasing and caused three banks to exit the market.

			The clean-up of the banking market started on 1 July 1998, with the bankruptcy of Eesti Maapank, which had 3% of the market. The causes of the bankruptcy lay in the operating profile of Maapank and the wider trends in the Estonian financial markets. To reduce systemic risk and to push through the merger of Eesti Forekspank, which had 5% of the market, and Eesti Investeerimispank, which had 4%, Eesti Pank acquired 50% of the shares in Eesti Investeerimispank held by Eesti Forekspank, and bought a majority of Eesti Forekspank for a nominal amount through an additional issue of shares. In acquiring 58% of Optiva Pank, which was created by the merger of Eesti Investeerimispank and Eesti Forekspank, Eesti Pank wanted to prevent any possible instability afflicting Estonian banking.

			The main reason for the mergers of Hansapank and Eesti Hoiupank and of Eesti Ühispank and Tallinna Pank was tougher competition. Another major factor behind the first merger was the general management problems at Eesti Hoiupank, which were evident in the Daiwa affair, where the management failed to disclose important information about the 1997 issue of shares. On 13 July 1998, Eesti Pank approved the merger of Hansapank and Hoiupank, and the balance sheet of the resulting entity had 46% of the balance sheet of the entire banking industry. The merger agreement for Ühispank and Tallinna Pank was approved on the same day, creating a credit institution whose balance sheet made up 34% of the consolidated balance sheet at the end of July. Once the mergers were finalised, the Scandinavian banks became more and more interested in the new groups, and in the first stage this interest was demonstrated by purchases of Hansapank shares on the Tallinn and Helsinki stock exchanges. In the end Swedbank acquired 56% of Hansapank in 1998 and Skandinaviska Enskilda Banken acquired 32% of Eesti Ühispank.

			4.3. Specific features of the currency board in banking42

			Several qualitative changes were noticeable during the period of bank consolidation. The first of course was the development of the banking industry towards European standards, but there were two other specific issues in Estonia, which are described here together with the story of the development of financial supervision until the Financial Supervision Authority was set up.

			The two specific issues were the foreign currency positions of the banks in a small and open economy with free movement of capital, and the side-effects of the currency board arrangement for liquidity management.

			The first issue was the question of regulating foreign currency positions, and it arose when the constant shortage of capital led to inflows of foreign capital following the lifting of restrictions on the financial account of the balance of payments. The total or partial destruction of previously accumulated capital was a common feature of transition countries. The second issue arose because of the specific nature of the currency board arrangement, which restricted the ability of the central bank to lend to banks and in this way placed stricter limits on the ability of banks to remain viable than would normally have been the case. Behind any monetary system stands a financial system, and the success of the monetary system is largely dependent on the strength of that financial system. The Estonian currency board was set up at a time when global financial markets were being liberalised, and this partly explains the very rapid liberalisation of the movement of capital, alongside the inherent openness and market-based nature of the currency board. In these circumstances, the banking industry was under pressure from two sides, as not only was development still at an early stage and capital in short supply, but it had to deal early on with an open international environment as well.

			There were two main factors to focus on when considering the restrictions on foreign currency positions. These were how the positions in the national currency and the anchor currency were reflected in the balance sheets of the banks given the monetary policy of the currency board, and the introduction of additional prudential standards for open currency positions, which was exceptional in comparison with international standards.

			It was decided in 1994 to remove all requirements on the open position for Deutschmarks, as the kroon was rigidly fixed to the mark. This was intended to make the fixed exchange rate operate more efficiently. The joint position for the kroon and the anchor currency was maintained until the euro became the currency of Estonia, even though the EU banking directive did not provide for joint positions after Estonia had joined the EU. It did however provide for exceptions for the correlated currencies and currencies connected to the European exchange rate mechanism43. In 1998 a limit was introduced for the kroon and the Deutschmark of 15% of the net position, which was similar to the limits for other currencies. In 1999 the Deutschmark was replaced by the single European currency the euro.

			In order to curb the foreign exchange exposures of the banks, a margin requirement was introduced in 1995 for the net foreign exchange position. It was standard in international supervisory practice for the foreign currency risk calculation to be used as one factor in the calculation of capital adequacy, and it was relatively rare for a separate requirement to be set for a net foreign currency position. In Europe this was mainly used in transition economies. The double foreign exchange regulation was abolished in Estonia in 2007 with the changeover to the Basel II capital adequacy rules so that the legal framework could be harmonised with the EU directives. In any case, banks that were involved in cross-border trading were faced with problems in using two different methods for calculating the risks of their open currency position, one as a separate margin requirement and one as a part of the capital adequacy calculation. Although there had been attempts in the preceding years to use additional rules to smooth out inconsistencies, such as the special treatment of Latvia and Lithuania, this particular inconsistency could not be removed until the requirement for the net foreign currency position was abolished.

			The second issue noted at the start of this section was the organisation of liquidity management under a currency board arrangement. By way of introduction it should be noted that the logic of the currency board meant that the Estonian central bank did not supply liquidity to the domestic money market. Liquidity management was mainly done in the foreign exchange market with the intermediary activities of the central bank and the participation of the banks themselves in international financial markets; the domestic money market in Estonian kroons was almost always fairly limited. 

			The thinking of the time is shown in the following quotation: “In accordance with the CBA principle, liquidity management of the banking system is the responsibility of commercial banks themselves, ie of the market. Due to the lack of instruments (or their inefficiency), CBA is characterised by the non-discretionary monetary policy and non-intervention. Endogenous money supply is directly linked to automatic “sterilisation” of excess liquidity. Sterilisation of excess liquidity is engineered through the increase of foreign assets of commercial banks. In other words, banks tend to increase their foreign assets if there is no demand (acceptable by banks) for their domestic assets. The opposite process is also possible, meaning that banks increase their domestic assets by decreasing their foreign assets” (Sepp and Randveer 2002)44.

			This description is very appropriate for what happened in the 1990s, and the conditions it required were locally-owned banks and stable markets. This worked well until the Asian and Russian crisis. In a crisis, small transition economies are more likely to be affected by international markets, and this may include a sudden stop in capital flows, or in a worse case an outflow of capital, overshadowing or blocking the locally important market-based liquidity channels until the situation has stabilised. Later on, once banks were mainly built on foreign capital in the 2000s, the system was replaced by liquidity transactions between foreign parent banks and their domestic subsidiaries. 

			The self-imposed sterilisation discussed here did indeed complement the liquidity management through the central bank to a certain extent. However, this process can only be really efficient in large and liquid financial markets like that in Hong Kong, though in that case the size of the market solves some of the problems by itself. The impact of this feature of a currency board on the total money supply of a small and open economy is not very large. The money supply, at least in the experience of the Estonian currency board, is mainly dependent on the fundamental national economic indicators and on the general sentiment in the region, and so this was more important in terms of liquidity management.

			Financial supervision and deposit insurance should also be mentioned in conclusion. The Banking Supervision Authority was set up at the central bank in December 1991, the Insurance Supervisory Authority in January 1993, and the Securities Supervision Authority in January 1994, the latter becoming an independent body from 1996. The rapid evolution of Estonian banks into financial groups and the rapid internationalisation mentioned before had an impact on the development of supervision. A major boost was given to supervision in the Asian and Russian crisis of 1997–1998, and the roots of consolidated financial supervision lie in the period following that crisis. Both international crises affected the financial sector in Estonia and the first of them overlapped with a local crisis triggered by the rapid rise and even more rapid fall in prices on the stock market. As a result the financial results of banks and insurance companies suffered, and several institutions went bankrupt in 1998. This was a painful lesson and highlighted the need for closer cooperation between the supervisory bodies than had been seen previously. Ultimately this led to joint financial supervision being set up in 2002.

			Deposit insurance in the modern sense was set up at the end of the 1990s when the Deposit Guarantee Fund Act came into force on 1 October 1999. The Soviet-era Hoiupank had been fully restructured in 1993 and during the first years after the monetary reform a dual system operated where deposits were guaranteed at Hoiupank but nowhere else. However, the savings guarantee at Hoiupank only came from elevated capital requirements or indirect protection, and not from deposit insurance as it is currently understood. These capital requirements were gradually lowered, then Hoiupank was merged with Hansapank in 1998 and for a time there was no protection for deposits at all. For this reason it is not possible to talk of deposit insurance in its strict sense before the year 2000.

			4.4. The start of securities markets and the Tallinn stock exchange

			4.4.1. The embryonic market, 1990–1993

			There was a lack of resources in the economy. The critical state of the economy at the beginning of the 1990s pushed companies to search for additional resources for their development. One option alongside the emerging banking business was the public sale of securities, which at the time was not yet regulated. Newly-created banks with large capital needs issued securities immediately after the return of independence in 1991, offering very high dividend rates, and they were joined by some industrial companies.

			Following the 1992 monetary reform, instruments denominated in foreign currency were abandoned in the domestic market45, and a conservative fiscal policy was enforced through the balanced state budget. The next year, 1993, was the first since independence was regained that the transition crisis of the early 1990s began to abate and the national economic policy was based on an independent monetary system. It was now particularly important for the national economy that capital and money markets develop, so that the resources could be found to finance reform.

			This meant a favourable environment for the development of markets for shares and bonds was emerging, and it was expected that their combined effect would create confidence among foreign investors. The securities market at the time was more varied than it is today, and it contained government securities among others. Few of these were in open circulation, but worthy of mention were the government bonds with a 10% coupon, some 19.2 million euros of which were used to recapitalise Põhja-Eesti Pank, which was established to deal with the consequences of the first banking crisis, and the Eesti Pank loan certificates from 1993, though they were only directed to banks and had a total value of 3.8–7.7 million euros.

			Continued improvement in general financial education and knowledge about investment allowed the first foreign securities investment fund, Scan-Am, to open with around 0.2 million euros of investment. The opportunity to invest in foreign funds like Scandia Sicav through the local banks also arose. The securities of investment funds were quite attractive at the time as they were liquid enough and the interest on them was significantly more than the interest on bank deposits at the time. Despite its diversity though, the total value of the securities market in 1993 was only around four million euros. By comparison, the total value of the banking market at the same time, judging by the loan stock, was around 163 million euros.

			Property reform acted as a launchpad for the securities market. The property reform was of great importance for the development of the securities market, and it aimed to reorganise ownership relations, support free enterprise, and create the conditions for a market economy to develop. To give both natural and legal persons the chance to invest the resources they received from privatisation somewhere, the state set up the Hüvitusfond, or compensation fund. The Hüvitusfond was quite unique as its bonds had a state guarantee and investors could use their public capital bonds there46.

			Although its statutes gave Hüvitusfond the right to buy shares and bonds, at first the fund only placed money in bank deposits. This indicated that the privatisation of large companies, which were crucial for the economy, was going to be more difficult than expected. Only 61 privatisation agreements were signed in 1991–1993, with a total value of 24.3 million euros. The obstacles were the absence of regulation for the securities market, and the lack of any programme for privatisation through the public sale of shares.

			Regulation would also be required if foreign investors were to be involved in the securities market, and this meant that first and foremost, appropriate laws had to be passed and enacted. As it was not easily possible to invest privatisation securities, even though the desire to do so was there, investment funds took advantage of the situation, and offered various options for investment. More and more new funds came to the securities markets, and by the end of 1994 the total value of the portfolio of investment funds was already more than five million euros. Everything was ready and waiting for the rules to regulate the market.

			4.4.2. The securities market – Initial regulation and market development 1994–1995

			The goals of the initial regulation of the securities market were to create structures that would support the smooth functioning of the market, release as much information as possible about the securities and their issuers, and provide protection for investors. The principle followed was that the rulebook for the securities market would evolve in response to the development of the market, not the other way round.

			The Securities Market Act passed on 14 June 1993 set the framework for the development and supervision of the market. The law led the government to establish a state securities office on 22 October 1993 administered by the Ministry of Finance, and in 1996 this was reorganised as the Securities Inspectorate. It was important to create a structure for supervision because a securities market cannot function efficiently with only self-regulation and the law, as there would be a lack of trust in the market. When securities supervision was started in 1994, some professional licensing also started in the market as qualifications were granted to specialists in securities. The collection of statistics on the securities market also started. There was a thorough discussion of the administration of supervision when the Securities Market Act was being drafted, and it was decided that it was not yet possible to set up a separate and independent state structure for it. As there were not enough professional participants in the securities market in Estonia at the time the Securities Market Act was passed, the securities office was funded only from the state budget at first.

			An Estonian Central Securities Depository was needed. The combination of the rapid development of the securities market and the transition from one economic system to another led quickly to action to put the main infrastructure of the securities market in place, with a central register and an exchange.

			On 16 February 1994, the Ministry of Finance, Eesti Pank, Hüvitusfond and seven commercial banks set up the Estonian Central Securities Depository. This meant that at its founding, part of the share capital was in the hands of the state through the Ministry of Finance, Eesti Pank, Hüvitusfond and Põhja-Eesti Pank, and part was held by the banks. This mix of equity, where the state also put resources into the infrastructure of the securities market, was quite unusual. In the Estonian conditions of the time it was the only option, as the participants in the securities market didn’t have sufficient available resources to invest in the equity of the company being founded. The state involvement helped develop the market and increased trust in it among all investors.

			The main function of AS Eesti Väärtpaberite Keskdepositoorium, the central depository, was to maintain the central register of Estonian securities, among other things by storing and serving them in dematerialised form. Securities started to be kept in electronic accounts, where the change of ownership of a security happened through a simple credit or debit transaction. This made transactions more efficient and reduced risk. The central depository took market supervision to a new level, as all the securities issued and circulating in Estonia had to be registered in the central securities register kept by the central depository.

			Together with this infrastructure, the capacity for an electronic securities market to be created was also set up. This was also why the volume of trading with securities in paper form remained low in Estonia. At a time when countries with advanced securities markets were only addressing the question of dematerialisation of paper securities, trade in dematerialised securities had already started in Estonia.

			New options were created in autumn 1993 when the Securities Market Act came in. On 25 August 1994, the government confirmed the procedure for the public sale of shares in companies to be privatised and in November that year the Estonian Privatisation Agency confirmed the list of companies that would be privatised, and whose minority shares would go on public sale. It should also be noted that Estonia mainly followed the Treuhand model from East Germany in privatising its large companies, meaning that companies were privatised to core investors for real money. This meant that voucher privatisation in Estonia was limited to housing and residential land, although minority stakes in some companies being privatised were added to this.

			The main motive for private individuals to acquire securities was the high yields, as investment funds returned 25–51% in 1994, and ownership of a large block of shares offered the chance to be involved in managing a business. Under the circumstances though, securities did not become very attractive to people or companies in Estonia as a vehicle for investment.

			A new addition to the market came in the form of municipal bonds, which immediately achieved considerable popularity. An advantage of bonds was that they were generally issued through a privately owned financial institution that had first examined the true solvency of the issuer. There was also demand for bonds because the risks associated with them were significantly smaller than those of corporate securities. Short-term municipal bonds were mainly linked to funding for specific projects such as urban water management or repairs to roads and streets. The market for municipal bonds allowed local authorities to widen their income base, but at the same time it illustrated the need for the legal framework to be extended.

			Together with the launch of the central securities register, the capacity for an electronic securities market to be created was also set up. Until the end of 1994, the majority of transactions were organised in the primary market by the commercial banks and brokerage firms as issuers. Earlier most of the shares were issued by banks, but in 1995 though, only one fifth of the registered issues were bank shares. Share issues of the time can be divided into two groups, of those that were for companies needing additional capital for development, and those of companies being privatised.

			The share market of the time was bank-centred, and bank shares had the highest turnover. New issues of shares in banks were generally not sold freely on the market, and it was common to offer them as a rights issue where only shareholders could subscribe to the shares.

			The first securities that were suitable for secondary trading came to the market in 1995. The trend for banks to merge and the arrival of foreign capital still had little impact on the securities market.

			The rapid development of the market for shares allowed the central securities depository to start calculating a stock index from July 1995. Shares were listed on the index if the central depository had registered at least 15 transactions with them in the previous three months and the turnover was worth at least 1% of the market value of the shares. The stock index started at 92.35 points and reached 140.07 by the end of the year, a rise of 51.7%. The development of the bond market was mainly driven by the bonds of local authorities.

			An important era for the reorganisation of the market ended in 1995, as the securities market now had an operational legal framework, supervision was provided by the securities office, and the issue and trade of securities had to be registered with the central registry. It is true however, that in the first years it was only dematerialised securities that were registered.

			4.4.3. The emergence of the Tallinn Stock Exchange 

			On 19 April 1995, ten banks, ten fund management and brokerage firms, Eesti Pank, the Ministry of Finance and Hüvitusfond came together to set up the Tallinn Stock Exchange with 0.147 million euros worth of share capital. For an exchange to be founded, a functioning central register of Estonian securities was vital, and so were the first securities that qualified for trading on a secondary market.

			The state was involved in founding the exchange, as it had been with the central depository, and this was particularly necessary for building trust in the exchange among both Estonian and foreign investors. When the Tallinn stock exchange was founded, it was agreed that the plan for organisational development, the business rules, the requirements for quoting securities, the rules for submitting prospectuses for share issues, the requirements for members of the exchange, and a number of other rules and instructions that would need to be enforced for the exchange should be ready in May 1996. It was also decided that the stock exchange would meet European Union standards.

			The goals of the stock exchange as it was to be set up were to organise the trade in dematerialised securities; ensure the security and efficiency of trading, calculating and information systems; and transmit trustworthy information about the securities traded on the exchange.

			Preparatory work for the exchange was done together with consultants from Ernst & Young, who were chosen by the management following a competition organised by the local know-how fund in London47. Stock exchanges were set up in other Central and Eastern European countries in essentially the same way, with support from government and external sources. When the Tallinn Stock Exchange opened on 31 May 1996, it quoted the shares of five banks, and the bonds of Hüvitusfond. To show the prices of the shares traded on the securities exchange, the TALSE (Tallinn Stock Exchange) index was calculated from 3 June 1996.

			As the rules for the Tallinn exchange were based on European Union directives, all the requirements for companies quoted on the exchange met the standards for securities markets in advanced countries. The trading model, which was the market maker system, also played an important role, and the market maker trading system and the strict requirements for quoting were among the foundations for the success of the Estonian exchange. This system was also one reason why foreign investors’ share of turnover in the securities market was almost 30% after the exchange had been in operation for only four months, and was 40% by the end of the year.

			The Tallinn Stock Exchange was one of the first fully electronic and decentralised systems in Eastern Europe, with traders sitting at computers and no central trading floor. The exchange was also at the forefront of making trading prices available to everyone on the internet, which was very innovative at the time. One advantage the market had was its very efficient settlement and management system for securities. The central securities depository was integrated with the stock exchange and it was a crucial point for involving foreign investors that the management services for securities at the banks met international standards. The market was at that point one of the most liquid in Central and Eastern Europe because of its transparency and the activity of market participants.

			The entire market at that time functioned through contracts, meaning the market was regulated by the stock exchange rules and regulations. These were used as the basis of a modern Securities Market Act written later, which helped to keep the market flexible and also allowed the law to support rather than restrict the development of the market. Having a stock exchange was necessary if the privatisation vouchers were to be used for privatisation, which is where most of the listed companies other than banks came from. Privatisation for vouchers helped to build a wide base of investors but it was not as fragmented as in countries where companies were mostly privatised for vouchers48. The Tallinn Stock Exchange managed to establish a sound regulated environment for securities trading immediately, and businesses were interested in listing their shares on the exchange.

			5. The Asian and Russian crisis and the end of the 1990s

			Ilmar Lepik

			5.1. The dual crisis and its causes

			The Asian crisis is the financial crisis that gripped a large part of Asia in 1997 and 1998. It started in Thailand and spread from there, and the other countries worst-hit were South Korea and Indonesia, where the idea of adopting a currency board system was proposed as one option for solving the crisis. Other countries affected were Hong Kong, Malaysia and the Philippines, and to a lesser extent some others that were mainly affected by a fall in external demand.

			The Asian crisis is explained quite differently by different observers. Among others, Stanley Fisher of the IMF (Fisher 1998) and Robert Wade (Wade and Veneroso 1998) have described it. Wade takes a wider view of the crisis and gives a longer list of more countries affected by it, including Brazil, Russia, Australia, New Zealand and even Estonia. Several causes have been listed for the crisis, including corporate governance problems in the financial sector, weak supervision, bubbles in asset markets, moral hazard, the impact of the liberalisation of financial markets, inadequately fixed exchange rates, and asymmetric information (see e.g. Krugman 1998, Mishkin, 1999). The currency crises are often considered a consequence, though there are dissenting opinions, more on which later.

			In general terms, authors writing on the causes of the crisis can be divided into two groups, with one recommending that developing markets should be separated off from advanced countries because of their weaker institutions, and the other attributing the crisis to inherently unstable financial markets and arguing that it was a liquidity crisis, or series of crises, rather than an issue of insolvency. The disagreements are expressed in the response to the question of whether the crisis was caused by fundamental problems in the financial sectors of the countries affected, or by the financial markets themselves.

			Looking back, it should be noted that most of the countries affected by the Asian crisis had an exchange rate that was fixed to the US dollar. This link was certainly affected by the crisis, but didn't completely change its nature, as the fixed peg to the dollar was later replaced by shadowing, except in a few countries like China and Hong Kong that kept a fixed rate. The direct results of the crisis were stock market collapses, weakened currencies, and rapidly rising private debt.

			Following the crisis, the external debt of ASEAN countries49 rose from 100% of GDP to 167%, and at the height of the crisis it reached 180%. The crisis hit even though the fiscal policies of the countries in the region were relatively disciplined. The IMF put some 40 billion US dollars into its crisis programmes, and for the first time ever this raised the question of whether the IMF’s resources would be enough to cope with a crisis affecting the whole world. The crisis receded in 1999.

			The Russian financial crisis is understood as the sharp devaluation of the Russian rouble in August 1998 and its consequences. The crisis happened because the rouble was fixed at an unjustifiably strong exchange rate, productivity was declining, and there was a chronic budget deficit. The immediate cause was a pair of external shocks, first the Asian financial crisis, and then the subsequent large fall in prices in commodities markets, especially in prices for metals and oil. In the resulting economic chaos, foreign investors liquidated a large part of their positions in Russia at the time.

			The crises at the end of the 1990s affected exchange rate policy and the monetary policy discussions related to it in two ways:

			
					floating exchange rates became ever more popular and the general opinion of fixed exchange rates became much more negative, with support being maintained only for extreme solutions like the currency boards of Hong Kong and Estonia, which began to be termed corner solutions in academic literature;

					the Asian crisis came to be seen as the first of a third generation of currency crises featuring a contagion of financial markets, which had previously been largely overlooked but has since been a constant topic of discussion.

			

			The Asian crisis also affected Estonia. The Estonian economy was growing very strongly in nominal terms before the Asian crisis, and real growth by 1997 passed the 10% mark and reached 11.7%. The economy was exiting its transition recession and it soon entered its first boom50.

			The transition to an efficient market economy had still only partially been achieved and the restructuring of the economy had not yet been completed. This could be seen in hidden unemployment, for example, as some companies held on to labour resources just in case, because of the high degree of uncertainty in early transition period. Equally, it was not the case that the first boom was felt everywhere, as there was not yet much activity in the real estate market because of the low creditworthiness of private individuals while only a small and more affluent part of the population could participate actively in the stock market.

			Observers were also confused by several years with very high rates of nominal growth, as nominal GDP growth averaged 21% in 1995–2000. Under these circumstances it was quite hard to tell the difference between the emerging bubble and a normal development trajectory. The main signs clearly indicating the boom was becoming excessive were to be seen in the external sector and the financial sector, as the current account deficit swelled to 10% of GDP in 1997, credit grew by around 80%, and the stock market rose by some 250% from the start of the year to the point where the bubble burst. It should be noted that the M2 money supply for the kroon was two and a half times larger in 2000 than in 1995, while credit, mostly in foreign currency, increased five-fold over those years. This indicated how strong the inflow of foreign capital was, and this was also reflected in the current account deficit.
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			In short, the economy overheated. The overheating was seen in very fast credit growth, especially in loans in foreign currency, and inflation of asset prices in the stock market, which somewhat paradoxically appeared to be in line with the steady decline of consumer price inflation towards the rate in the anchor currency area. This combination of indicators made it hard to understand properly what was happening at the time.
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			The Asian crisis came as a nominal shock. The Asian crisis affected far-off Estonia only through financial channels, as trade relations with Asia were minimal at the time. As a result the Asian crisis was primarily noticed in the local money markets and stock markets (see Figures 5.3 and 5.4) due to a sudden stop and short-term reversal in capital flows (see Figure 4.4), while the money supply stopped growing in 1998. The Asian crisis was the first real test for the currency board arrangement and even though there was no prior experience to draw on, the monetary system reacted as expected.

			The problems started with a speculative attack on the kroon in late October 1997. This was a case of arrangement contagion, because there was also an attack on the Hong Kong dollar in the same week. The attack arrived through kroon-Deutschmark forward transactions, which were financed as far as possible through local banks in kroons. As expected, this raised interest rates in the interbank money markets sharply (Figure 5.4, first rise). Interest rates on short-term loans in kroons to non-residents passed 20% before transactions stopped between local banks and speculators due to the depletion of kroon resources and mutual distrust.

			This was accompanied at the same time by a sharp drop in share prices as the external shock was felt in the already overheated stock market. Some more foresighted foreign investors had already exited the market by that point. The stock market crash was made worse because the market was dominated by shares of banks, which rose in price as banks used their own shares as collateral in transactions, so that when the crisis erupted there was a downward selling spiral as they were forced to sell the shares to realise their collateral. 
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			The direct and most important impact of the Asian crisis was seen in the substantial weakening of the financial system, which primarily meant the banking system. The rapid growth meant that by the time that the Asian crisis was starting the locally-owned banks were already partly dependent on external funding from markets. Thus another major consequence besides the losses in the stock market was that inflows of foreign capital stopped. It became harder for banks to earn income after the stock market crash and minimum capital requirements rose to 10% on 1 October 1997, meaning that many banks found themselves under-capitalised. All these effects together meant that when the Russian crisis hit a year later, it struck a financial sector that had already been weakened.

			The currency board absorbed the external shock by passing it over into interest rates in the real economy51. This proved that the currency board arrangement is resilient to nominal shocks and is not vulnerable to external attacks, but the after-effects are inevitably passed on into the wider economy through higher interest rates. In effect it is the flexibility of the real economy that absorbs shocks. The reaction of the currency board to the Asian crisis has also been described by Lepik (1999) using the example of Estonia. As there was only ten months between the first impact of the Asian crisis in Estonia and the start of the Russian crisis in August 1998, it is evident why the public considered it to be one single event, the Russian crisis, as is illustrated by the following figures.

			The effect and the deepest point of the Russian crisis can be observed directly in the movements of the nominal effective exchange rate of the kroon. As the exchange rate between the kroon and the Deutschmark survived the Asian crisis, the strengthening in the nominal rate of the kroon shown in Figure 5.5 is mainly a reflection of the devaluation of the rouble as a consequence of the crisis, and the later recovery of the nominal exchange rate. This was accompanied by a strengthening of the real exchange rate of the kroon, which can be understood as a temporary relative fall in competitiveness. The strengthening of both the nominal and real effective exchange rates disappeared as the effects of the Russian crisis dissipated in 2000.  
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			The second figure above illustrates the impact that the dual Asian and Russian crisis had on Estonia through the financial channel. For the non-financial sector it meant high real interest rates52. The rise in real interest rates was supported by the fall in inflation at the end of the decade to single figures, which was caused by the convergence of inflation with that of the anchor currency under the influence of the currency board rule. The jump in interest rates in 1998 ended the first boom in construction of office space, and led to a recession in the construction industry in 1999. That marked the end of the nominal shock phase.

			The Russian crisis came as an external demand shock. While the Asian crisis only affected the financial sector, the Russian crisis hit almost the entire economy. The pressure on the financial sector remained (see Figure 5.4, second rise), but fewer speculative positions were taken than in 1997. The main effect of the Russian crisis came through trade channels as the Russian market all but disappeared following the devaluation of the rouble. Before the crisis, 10% of exports went to Russia, or 17% with re-exports, and the main blow fell on exports to Russia from the food industry.

			It is not reasonable to consider the Russian crisis a full-scale real shock, as it had only a limited impact on the growth potential of the whole economy. The crisis did however cause several structural changes and led to declines in several industries dealing with Russia, such as fisheries. GDP fell in 1999 by 0.3% and hidden unemployment became visible as the official figure climbed to 13%, while a significant budget deficit of 3% of GDP appeared. These data, other than unemployment, were later corrected53, and the Russian crisis came to be seen as less serious, after initial estimates put the fall in GDP at 3% and the budget deficit at 4.7% of GDP.

			Economic policy measures were taken before and during the crisis, with monetary policy seeing a rise in the capital adequacy rate and the imposition of additional liquidity requirements for banks, and fiscal policy seeing a stabilisation reserve set up.

			It was decided on 9 June 1997 to raise the capital adequacy rate in order to sterilise capital inflows and keep the overheating economy in check. There was no initial connection between this measure and the Asian crisis, and it was just a coincidence that it came into force on 1 October 1997. The central bank introduced additional liquidity requirements from 1 November 1997 after the speculative attack and in effect this raised the compulsory minimum reserve requirement from 10% to 13%. Under a later reform in 2001, the additional liquidity requirement was made part of the minimum reserve.

			The stability reserve was set up by the government at the end of 1997. Setting up the reserve also launched the government policy of increasing its liquid reserves, which played an important role when the global crisis hit ten years later.

			Though Estonia lies far from Asia, its economy had many similar features in 1997 and 1998 to those of the Asian tiger economies. The most obvious of these were rapid growth, a fixed exchange rate, a large inflow of capital, high leverage in the non-financial sector, and a stock market bubble, but at the same time there was a lack of budget problems and indirectly there were institutional problems, as the country had only been independent for less than a decade and was short on experience.

			The transitional states of Central and Eastern Europe cannot be put in the same basket as the Asian tigers, because the starting conditions, the cultural background and the economic policies were all different. For this reason the transitional European economies make up a group of their own within the general definition of emerging markets. The countries of Central and Eastern Europe did not suffer very seriously from the Asian crisis, and if the Asian crisis had not been followed by the Russian crisis, which affected Latvia, Lithuania and Poland, then the impact of the crisis in Europe would have been limited to the Czech Republic54 and Estonia.

			5.2. Comparison of Estonia and Hong Kong during the Asian financial crisis

			It should be noted in introduction that this was a case of system or arrangement contagion, where international currency speculators looked for their next victims by searching for monetary policy systems with similar features.

			The Hong Kong currency board is unique in the world as it regularly uses several weapons taken from the standard central bank arsenal. The market it was dealing with was large and liquid and its foreign currency reserves were among the largest in the world at the time. So although the responses of the Hong Kong and Estonian currency boards to the crisis were basically similar, they were not identical.

			There was some similarity in the general form of the reaction (information on Hong Kong taken from Lui, Cheng and Kwan 2000). It is often assumed during speculative attacks that exchange rates will not fall immediately, but that long-term pressure on the exchange rate will make it either very expensive or impossible to defend. This implies a rise in domestic interest rates, which can then hurt the rest of the economy, depending on the size and length of the attack, by making funding very expensive or inaccessible. This mechanism functioned in both the cases here, although how it did so technically was different in the two cases in several ways.

			So despite the fundamental similarity already mentioned, it is worth considering the differences in the reactions of Hong Kong and Estonia to the currency attacks, rather than the similarities. The main differences were:

			
					Hong Kong had – and still has – a large and liquid money market. Estonia had a small kroon money market and it was not possible to get sufficient kroon liquidity from the local money market to finance a massive speculative attack.

					Hong Kong intervened in the currency market. This was not possible in Estonia because the small central bank would rapidly have run out of currency reserves. In any case, it is not permitted under standard currency board rules. As the central bank under a currency board does not lend to the banks, there were no normal base interest rates, and the impact of the attack could only be assessed through money market interest rates and the quotations for kroon-Deutschmark currency forwards.

					Hong Kong had a Real-Time Gross Settlement System, RTGS. There was no such system in Estonia at the time, so all the moves in the market happened more slowly and partly because of this they were somewhat reduced. Because the transactions were not visible in real time, the consequences of the attack were not immediately visible either as they arose.

					Hong Kong was attacked through several markets. It was possible to take a short position in foreign exchange using currency forwards or to sell stock exchange futures short before the attack in the money market. The Estonian money market was small and relatively illiquid, so the entire attack came through forwards. There were no other instruments available, and even arbitrage between the buy and sell rates of sovereign bonds was not possible as there were no such bonds.

			

			The simple design of the Estonian currency board and the lack of liquidity in the money market meant that the only option was to place speculative forwards within the limits of kroon liquidity that could be accessed from the local banks, as the central bank had stopped offering currency forwards by 1997. As the kroon held firm against the Deutschmark, the forwards were left to mature and the speculators lost money. This was a victory for the classical currency board but also highlighted the specific features of a small market with limited financial instruments.

			What should the Asian and Russian crisis theoretically have been like in terms of the transmission mechanism for the monetary policy of the currency board? “The most common explanation for how the currency board functions is based on the automation of the money supply. In this case the current account deficit in the balance of payments leads to a reduction in the money supply, and this raises interest rates in the domestic economy. The change in interest rates is passed into the economy through the traditional monetary policy transmission channels, affecting economic activity and price levels and so also reducing the current account deficit” (Lättemäe 2003). This is the functional mechanism of the currency board. 

			If the events of 1997 are put into this context, it is understandable that the speculative attack, together with a sudden stop in the inflow of capital and the consequent stagnation of the money supply, raised interest rates in the domestic money and credit markets because of the fixed exchange rate of the kroon. In the classical model, assuming that confidence remained in the monetary system, this should have been reason enough for the capital outflow to turn into a capital inflow through interest rate arbitrage once the external pressure had receded.

			In strict terms this did not work in Estonia, as inflows of short-term capital in the form of portfolio investment did not recover in the short run. Capital flows are determined in a small and open transition economy by macroeconomic indicators rather than by arbitrage in the money and currency markets. Interest rates may remain high for a long time, even if capital flows partially recover, as happened in Estonia in 1998–1999. It is true that the pressure from forwards continued in 1998 with a new rise in forward premiums. There was also a change then in the structure of external financing as short-term capital did not return straight away. Capital inflows came mainly in the form of direct investment in subsequent years and the balance of payments deficit shrank considerably, though it did not disappear, and it remained below 5% of GDP.

			In summary it can be said that the classical model did function, but not exactly in its classical version. It showed that the currency board arrangement is very resilient to nominal shocks and passes the external pressure on into the real economy through interest rates. How long the pressure lasted was of critical importance. The shortage of instruments meant that the attacks stopped after a few weeks, but the arrival of the Russian crisis on top meant that the pressure did not recede during 1998. Capital flows recovered together with market sentiment, but now in the form of direct investment and direct loans to large companies. This can be seen as the currency board functioning successfully, not in the sense of arbitrage of interest rates in the money market, but in a wider sense that takes in the potential of the economy for growth and the assessment of investors of capital productivity in the long term.

			The effect of the dual Asian and Russian crisis was felt in Estonia as a financial crisis and as an external demand shock due to the temporary disappearance of the Russian market. The consequences of the crisis were the shift of over half of the ownership of larger banks to foreigners, a rise in unemployment to double digits with a later stabilisation at around 10%, and structural changes, including some reversals in industries focused on trade to the east. The recession proved short, and there was no long-term harm to potential growth.

			The impact of the Asian crisis on Hong Kong was more long-term, however. It was accompanied by a recession in 1998 and a doubling of unemployment, although at very low levels from only 2–3% to 5%. Deflation also hit the real estate market, and the central bank, the Hong Kong Monetary Authority (HKMA), intervened actively in the stock market to support it. The later resale of shares meant the net value of Hong Kong passed its level of before the crisis. The reaction of Hong Kong is considered (e.g. Batiz and Sy 2000) to have been better than that of other countries hit by the crisis, which used a less rigidly fixed exchange rate before the crisis.

			5.3. Summary of economic policy in the second half of the 1990s

			Estonian economic policy in 1995–2000 was less stormy than in the preceding years. The first fundamental decisions had essentially been taken by 1994. Monetary policy had been set by then, the tax system had been designed, apart from the special form of corporate tax that was introduced from 2000, and a liberal trade policy was in place. Mass privatisation had ended by 2000 with the exception only of a few infrastructure companies like Eesti Telekom. The next major events in economic policy came as a result of preparations for accession to the European Union. 

			The most fascinating developments in the financial sector in the second half of the 1990s were due to the removal of restrictions on capital movement and the heyday of the securities markets and the Tallinn stock market, which played a much smaller role in the following decades. From here on, the securities market remained a much less important funding channel as the state budget stayed in balance and there were no government bonds. In the wider sense the key theme of the years 1995–2000 was the Asian and Russian crisis. The crisis was the first real test of the currency board arrangement and gave support to the policy of maintaining a balanced budget and of building up government reserves, including the stability reserve, which proved important during the global financial crisis ten years later.

			Other themes of note could include the debate over state borrowing, which started at that time and still continues with no clear conclusions. The argument rotated around the currency board arrangement, which had by then been in place long enough, and which was seen as an indirect brake on government borrowing. In a wider sense the debate about government borrowing was really about the structure of the economy, not about how to stimulate growth, as growth was already fast. The structure of the economy was still decided by market forces in reality. It was also in these years that Estonia was first given an international sovereign rating, which from the very beginning has never fallen below investment grade of BBB- or better.

			It is worth noting that all the development described here happened extremely quickly, as everything happened many times faster in Estonia than it had in Scandinavia during the second half of the twentieth century, where it happened at a natural pace. This may partly explain the upheavals that were caused, but it required both ordinary people and decision-makers to adjust very rapidly to constantly changing circumstances. This became particularly important following accession to the European Union, as will be discussed in the following chapters.

			6. The European Union and the monetary policy watershed

			Ilmar Lepik

			The first years of the new century from 2001 to 2005 were the quietest time in the history of the Estonian kroon. However, this did not mean there were no major changes taking place. The period from the end of the Asian and Russian crisis to Estonia’s accession to the European Union saw a shift to greater openness, but it also saw the arrival of new challenges. What was considered open in the 1990s was still quite closed when compared to the standards of the European Union. The impact of the free movement of capital on people’s consciousness and economic behaviour was in retrospect much smaller than the impact of the free movement of people themselves. It was the free movement of labour that finally brought a new European Union reality to the majority of people after the transition period for it of up to seven years imposed by the older EU members on the new ones had ended. This new paradigm fully extended to everyone when the euro was introduced into circulation as cash. The impact of this on the labour market and on the economy as a whole only became clear towards the end of the decade and so it will be covered in the final chapters. 

			A second bubble in the economy started to inflate during this period, and it reached its peak in 2007. Expectations were higher than ever before or since and the years 2001–2007 saw the fastest growth in Estonia’s recent history, which helped somewhat in softening the inequality in society based on wealth that had started to appear in the 1990s. Extreme optimism led, however, to several unfortunate side-effects. One of the main features of the era was the strong growth in activity in the real estate market and the emergence of a real estate bubble, which later burst in 2008, but there were also instances of irresponsible borrowing, and living in debt became widespread for the first time in Estonian history. From here on, indicators of household and corporate debt became important for Estonia at the macro level.

			A detailed description of the period must begin from Estonia’s starting point at the time of its accession to the European Union. It was now that comparison of figures at both macroeconomic and individual levels with those of the rest of Europe became truly important. This chapter covers the lead-up to the great expansion of the EU in 2004, Estonia’s position in that, the changes caused by accession and their consequences. The focus will remain only on what was important for monetary policy and not on other topics related to the accession.

			6.1. Accession to the EU and its impact on monetary policy

			6.1.1. Estonia’s starting point before the accession negotiations

			To describe Estonia’s position before the accession negotiations, it is good to look also at other candidate countries of the time. The reference group consists of the seven other countries from Central and Eastern Europe that joined the EU in 2004. Cyprus and Malta are not included in the comparison as their history was so different. Countries’ starting points can be compared using GDP per capita to show their relative wealth55. 
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			The reference period ends in 2010, the last year before Estonia joined the euro area. Income level was important then in several ways, as it still is, in EU accession terms because the level of national development was a major consideration together with a functioning democracy. Candidates for EU membership officially had to fulfil two sets of criteria, the Copenhagen criteria and the Maastricht criteria.

			The Copenhagen criteria were used to assess the state of each country’s democracy and market economy, and if they were not met then no invitation to join the EU would be issued. Meeting the Maastricht criteria was not a requirement for accession to the EU, but it was required for subsequent membership of the euro area. The two groups of criteria were interrelated, as membership of the EU meant a binding commitment to membership of the euro area in the longer term, which still applies today, legally speaking. 

			The Maastricht criteria were economic in nature, but they posed one major problem. The criteria56 considered nominal convergence and paid no attention to real convergence or convergence of income levels. The criteria were well thought through, but only for the context of the Western European countries in the 1990s, which had stable market economies and were experiencing neither major shocks nor rapid growth. The idea of countries from Central and Eastern Europe joining the EU and the euro area was not considered at the time. The problem is that when growth is fast, it is not realistic to meet both the inflation and exchange rate criteria in a sustainable way at the same time. This mattered because at the turn of the century the Central and Eastern European countries, except perhaps Slovenia and the Czech Republic, had income and price levels that were clearly lower than those of Western Europe. Achieving consistently low inflation quickly would have meant keeping incomes and prices low, which would have been unrealistic. 

			Among the countries that joined the EU in 2004 there were two general scenarios for how income levels could be converged. Either the floating exchange rate could strengthen allowing targeting of inflation and the exchange rate simultaneously, or alternatively a fixed exchange rate could be used so that convergence would come through inflation and a strengthening of the real exchange rate. Meeting the Maastricht criteria made both approaches problematic when income levels were relatively low. In the first case, the inflation criterion might have been met, but only at the expense of the exchange rate criterion, while in the second case it would have been the inflation criterion that was the problem. The severity of the problem depends to a critical extent on wealth levels. In 2000, the GDP per capita at purchasing power parity of Slovenia, the richest of the Central and Eastern European countries, was 80% of the EU average, but that of Estonia was only 45% of the average. This meant there was an almost twofold difference in income levels.

			In short it may be said that sufficient convergence of income levels was an unstated requirement for the nominal convergence criteria to be met. Although the Maastricht criteria were not a direct condition for EU accession, they were observed from the very beginning because at the time at least, nobody was planning to postpone membership of the euro area into some far-distant future. The current unclear circumstances57 arose only following the global financial crisis and the debt crisis in the euro area. 

			As consensus was needed on decisions concerning membership of the euro area, the political support of large countries in the euro area was very important. Although it was barely mentioned in public, national income levels were considered very important in political circles. All this explains why the income level was – and still is – so critical.

			In Estonia, GDP per capita at purchasing power parity was less than half of the EU average in 2000, as shown in Figure 6.1, and at current prices it was even less. Questions should also have been asked about how far Estonia joining the euro area met the conditions for an optimal currency area (OCA). The general line of reasoning of the time was that the euro itself would create the conditions for the euro area to become an optimal currency area, even if some individual countries did not meet the conditions for an optimal currency area at first. The discussion about how far this now applies concerns the causes and consequences of the euro area debt crisis among other things and is beyond the scope of this book in its time frame and its content. For this reason the issue is not addressed here, though it should be noted that the issue is of great importance. 

			The Estonian economy had recovered from the Asian and Russian crisis by the start of the new century and had returned to growth. The financial sector was already dominated by foreign capital, and the mood was very positive in anticipation of membership of the EU. This starting point became the foundation for the longest period of growth in the economy yet, lasting from 2000 to 2007, but it was also the foundation for the biggest bubble in Estonia’s economic history. Given this background, the accession process and the accompanying economic policy changes can now be considered. 

			6.1.2. The problems of accession to the European Union

			The first issue to be addressed is the changes to the law that membership of the European Union required. There were 31 chapters in the acquis communautaire, but they are not all relevant to monetary policy and the eleventh chapter was the one that covered Economic and Monetary Union, EMU, at the time of Estonia’s accession. Certain other topics that had a direct or indirect connection with monetary policy should also be discussed.

			Chapter 11 contained two sections, one for requirements that had to be met prior to membership, and the other for requirements that would come in from the moment of accession.

			The pre-accession requirements were: 

			
					a ban on direct financing of the public sector, meaning that the central bank was not allowed to finance the government deficit; the purpose of this requirement was to enforce financial discipline, and it was also vital for maintaining the independence of the central bank;

					a ban on preferential access for the public sector to the resources of the financial sector; the purpose of this was to support the free movement of capital and to avoid distortions in the structure of the economy;

					full independence for the central bank from influence from any source. 

			

			Requirements to be enforced at the moment of accession were participation in the EU coordination mechanisms for economic and exchange rate policy, adherence to the stability and growth pact, and compliance with the conditions of the European System of Central Banks (ESCB). 

			Considering the broader picture, the European Commission’s assessment of Estonia before accession said: “As regards the administrative capacity to implement the acquis, the overall findings were as follows: ‘In most areas Estonia is reasonably advanced in terms of developing the necessary administrative capacity to implement and enforce the acquis. However [...] there are a number of areas where much has already been done but further efforts will also be needed to complete the work. In particular, these areas are free movement of persons, fisheries, agriculture, taxation, social policy and employment, energy, regional policy, environment, customs and justice and home affairs.” (European Commission 2003). 

			The parts of the acquis that were important for Estonia’s monetary policy were taxation and the free movement of capital, while energy policy was also important in macroeconomic terms. Tax policy concerned the special form of corporate income tax and the question of discrimination against non-residents by taxing dividends, while the free movement of capital was an issue in the sale of agricultural land and forest to EU citizens and companies, which was restricted for seven years after accession. The issue of the electricity market was important because of electricity prices, and their impact on inflation, and as a result Estonia got an exceptional extension of the deadline for opening the electricity market to 2013. 

			The question of corporate income tax was resolved by legal agreements reached by the planned deadline of the end of 2008 that left the existing system essentially unchanged. The tax is still the subject of debate in Estonia as one area it affects is the taxation of international groups, which is one of the most complicated issues in taxation policy. The electricity market opened at the start of 2013. As the electricity networks of all the Baltic states are still connected to the Russian grid and are essentially isolated from the rest of the European Union, apart from the 350 MW Estlink 1 and 650 MW Estlink 2 undersea cables connecting Estonia and Finland, the issue is far from easy to resolve. 

			The exemption to the deposit guarantee directive should also be noted, as the size of deposits covered was raised to the EU minimum of 20,000 euros at the time only at the end of 2007. An exemption was also granted for some tax rates, and the rise in the minimum rate for tobacco excise was postponed to the end of 2009, and a discount rate of VAT of 5% continued to apply for heating energy until 30 July 2007 (accession agreements between Estonia and the European Union). 

			Becoming a member of the European Union meant that the unilateral ultra-liberal customs policy that had previously applied had to be abandoned for the common trade policy of the EU, though this had little impact on monetary policy. The EU had already become Estonia’s main trading partner by then, providing an estimated three quarters of foreign trade, and nothing changed towards other EU members when the common customs policy was applied. However, it did have an impact on trade to the east, notably with Russia, and it brought a formal end to the double customs duty that had applied on Estonian goods for a decade by then. Foreign trade is also dependent on non-monetary or non-tariff barriers, and the new customs rules did not lead to any rapid changes58. 

			Estonia didn’t have any major problems with Chapter 11, which specifically covered EMU. The ban on direct financing of the public sector, which here means the state budget, other than through the transfer to state coffers of the profits earned by the central bank from seigniorage, or the issuing of currency, was already in force through the rules of the currency board. The independence of the central bank was beyond reproach and it was only necessary to clarify some of its legal details. The question of preferential access of the public sector to financing was somewhat more complicated. There was no clear procedure in place to cover this, but current practice up to then had not generally favoured it. In consequence the main task in meeting the requirements of the EMU was to harmonise certain specific laws, which was not a major challenge for Estonia. 

			Formally speaking, it was also an exemption that Estonia did not join the euro area immediately as this was possible only after two years because the Maastricht criteria required countries to be in the ERM259 for at least two years after joining the European Union. 

			In summary, Estonian legislation on the economic and monetary union was quite easy to fit together with the legal framework of the European Union, and there were no major monetary policy complications during the negotiations. The currency board framework was generally acceptable, apart from one critical issue, which was the exchange rate that was rigidly fixed under the currency board. The European Central Bank and other European institutions set out a clear position on the currency board in the ERM2 framework in 2000. 

			When the euro area was set up, ERM2 meant that exchange rates moved freely for two years before being irrevocably fixed against one another. This would have demanded a two-step procedure from the currency board: first it should have abandoned the policy it had been following up to then and set the exchange rate free, then secondly it should have fixed the exchange rate again two years later. The solution to this is discussed separately later.

			6.1.3. The substantive economic issues on joining the European Union

			Before returning to narrower questions of monetary policy, it is worth looking again at the problems of candidate countries as they were seen before accession to the EU (e.g. Gulde-Wolf, Keller, 2002): “the main challenges for EU accession countries ahead comprise: 

			(I) accommodating EU accession-related expenditures in the budget without undermining macroeconomic stability or bloating the government sector to the detriment of the private sector (which generates most of the real growth in the economy); 

			(II) coping with the expected reduction in labour market flexibilities from the likely convergence of labour market policies and social safety nets to the EU’s minimum requirements (actual practices differed considerably across EU countries); 

			(III) dealing with potentially destabilising capital flows and speculation linked to changes in perception of the prospects and timing of EU accession, and with exchange market speculation surrounding the expected central rate to be declared vis-à-vis the euro; 

			(IV) responding appropriately to asymmetric shocks, and 

			(V)  meeting the Maastricht criteria, in particular the criterion on inflation.”

			The expenditure needed prior to accession was seen as a fiscal problem (Gulde-Wolf & Keller, 2002), a source of cost pressure, and the currency board was seen as more of a brake on excessive spending. It was assumed that in the labour market and social security the pressure to adopt the higher standards of the older EU members would increase, while at the same time the older members would be more concerned to protect their labour markets against new entrants. When considering capital flows, it was thought that the already saturated retail banking market in Estonia would not favour very large inflows of capital, and that the fixed exchange rate could impede currency speculation through convergence play60 prior to adoption of the euro. The risk of asymmetric shocks was not considered very serious, although it was considered important for all three Baltic states, given their experiences in the Russian crisis. The Maastricht criterion that was expected to be hardest to meet was the inflation criterion. There was an immediate debate about how appropriate this criterion was for the Baltic states, and more generally for all the new member states, given the real convergence and the Balassa-Samuelson hypothesis61. 

			Looking back on what actually happened in Estonia’s case

			The expenditure needed before accession to the European Union was significant, though it was particularly focused in the private sector rather than the public sector. Most Estonian companies were SMEs, small and medium enterprises, by European standards and this meant they suffered negative effects of scale in terms of expenditure. There were no major national budget problems, probably partly because the economy had already been growing rapidly since the start of the 2000s thanks to the massive inflow of foreign capital. This created the conditions for the future bubble and in the context of the emerging boom, the preparation for accession to the EU was not a too big a burden for the state budget. 

			The labour market was indeed a problem, although not so much for its social security and other standards at first, as these would be introduced only gradually in a process that has not finished yet, but because of the measures taken by the older members to protect their own labour markets. A few countries, like Germany and Austria, applied the longest possible limit of seven years on the opening of their labour markets, but in most cases there was a transition period of two to three years. Restrictions led to the problem of the ‘Polish plumber’, which was much-discussed across Europe, and the later removal of these restrictions led to large migration flows that were offset to a certain extent only by the global crisis that started in 2008 and weakened the labour markets of the target destinations of the migrants. The problems of the labour market have still not been fully resolved. 

			The effect of capital flows was underestimated, and this became one of the biggest problems alongside the labour market. The feared convergence play did not become important in this, as it was mainly a danger for countries with floating exchange rates after two years in the ERM2 and immediately before joining the euro area. This could have been a problem for Slovenia and Slovakia to some extent, but the big countries of Central and Eastern Europe, like the Czech Republic, Hungary and Poland have not yet joined the euro area even now. The problems for Estonia came from elsewhere as the financial sector in the Baltic states was small enough that the free movement of capital allowed the Nordic parent banks to flood them with ‘free money’. This led to a credit and real estate bubble in all of the Baltic states, with the largest estimated to have occurred in Latvia. 

			The Maastricht inflation criterion also posed a problem. It was unrealistic to keep inflation low enough at a time of rapid growth when the economy was booming, and in any case there were no efficient instruments available for doing so. The boom of 2005–2007 ruined Estonia’s first chance of joining the euro area in 2007, and only because inflation was too high. Estonia finally joined the euro area from 2011 after the global crisis, when meeting the inflation criterion was made easier by deflation in 2010. 

			It is also interesting to note that Estonia had not formally met the interest criterion when it entered the euro area, because there was no appropriate interest rate available to use for assessing compliance with the criterion as Estonia did not use sovereign bonds as a capital market instrument. The convergence report of the European Commission was only able to issue its affirmation in the form of double negatives, saying for example that Estonia could not be said not to have met the interest criterion, or to give a general assessment without mentioning the specific requirements of the criterion. The final convergence report in 2010 said: “Altogether, while financial market indicators point to an increase in risk perceptions vis-a-vis Estonia at the height of the crisis, their development during the reference period, as well as a broader assessment on the durability of convergence, would support a positive assessment on Estonia’s fulfilment of the long-term interest rate criterion.” (Convergence Report, European Commission 2010). 

			In summary it can be said that in addition to the rules of the European Union and peer pressure from other member states, fundamental economic processes, such as the movement of capital flows and economic migration after the removal of restrictions perhaps became even more important.

			6.2. The monetary policy watershed

			The question has not yet arisen of whether the currency board was still the best choice for Estonia after the initial stabilisation had been achieved. It was not that there was no opposition to the currency board, but rather that there was no clear reason for rethinking it. There were only five years between the monetary reform of 1992 and the Asian crisis, and those years were mainly devoted to overcoming the transition crisis. The Asian and Russian crisis hit only a couple of years after the end of the initial stabilisation. 

			The currency board performed well during the Asian and Russian crisis as it stood strong, although there were problems in the financial sector at the time. During the Asian crisis as a monetary shock, the currency board worked just as it was supposed to, and there was agreement in theory that a system with a fixed exchange rate is able to withstand nominal shocks well. Even the Russian crisis, which was an asymmetric shock in the context of the European Monetary Union logic, had a relatively limited impact, and it didn’t blow up into a full-scale real shock because the supply side of the economy didn’t suffer too much. This was confirmed by the rapid return to economic growth in 2000. The main impact of the crisis was felt in 1999, and although it wasn’t so large at the macro level, some parts of the economy felt it strongly.

			The question of whether the currency board arrangement was the best option only arose during preparations for accession to the European Union and in a somewhat unexpected context. There was no place in the ERM2 framework agreement for a currency board because no Western European country had had a fixed exchange rate during the lead-up to the creation of the euro area, except for the Netherlands, Austria and Denmark, but they had had a traditional fixed exchange rate rather than a currency board. 

			But before these discussions could become too serious, a solution came from the European Central Bank as an exception was made for currency boards within the ERM2 framework, allowing countries that wished to keep their currency board to do so as a unilateral commitment. President of the ECB at the time Wim Duisenberg explained in a press conference: “Let me start with the Governing Council’s deliberations on CBAs. We concluded that the appropriateness of CBAs will be assessed on a case-by-case basis. Therefore, the Governing Council neither encourages nor discourages the adoption of euro-based CBAs. In any event, such arrangements cannot be regarded as a substitute for two years’ participation in ERM2. Accession countries which have operated a euro-based CBA deemed to be sustainable might not be required to go through a double regime shift in their strategies to adopt the euro. Thus such countries may participate in ERM2 with a CBA as a unilateral commitment augmenting the discipline within ERM2. However, it should be clearly understood that a common accord would have to be reached on the central parity against the euro.” (Duisenberg, W.F. ECB Press Conference Introductory Statement, April 13, 2000). 

			Essentially, currency boards were given permission to avoid changing their exchange rate system twice, once from a fixed rate to a floating rate, and then back to a fixed rate after two years in the ERM2, as long as the rate was initially fixed to the euro, and no other option was acceptable. This solution ended discussion over the future of the currency board, especially so given that the best exit strategy for a currency board is a currency union. However, the decision of the ECB did not answer the question of the rate at which the euro should be introduced. 

			In retrospect it is hard to overstate the importance of the decision taken by the ECB in April 2000. It is very probable that it was a compromise between economic and political realities. Whether consciously or subconsciously, the decision-makers underestimated the impact of convergence of income levels in Europe on price levels and growth, but the Maastricht criteria did not specifically require real convergence as it had not been an issue for earlier members joining the union. A requirement for full convergence of income levels would have delayed Estonia’s entry into the euro area for many years or even decades. 

			In any case it meant that there was no fundamental discussion in Estonia about fixed and floating exchange rates and the main thrust of monetary policy became entry into the euro area as quickly as possible. 

			What could the alternative options have been? A review of the state of affairs at the time is given by Lavrač and Žumer (2003). Using their analysis it can be said that most countries in Central and Eastern Europe started the 1990s with a fixed exchange rate, which provided a nominal anchor as support for the stabilisation process. When the expansion of the European Union was approaching a decade later, the picture had changed a lot and almost the entire spectrum of exchange rate regimes could now be seen. 

			It was only Estonia and Slovenia that changed nothing, as Estonia maintained its currency board-based fixed exchange rate system from the return of independence until adoption of the euro, while Slovenia used a managed float. One of the catalysts for change elsewhere was the Asian and Russian crisis, as it became clear that several regimes, especially the loosely fixed adjustable peg, were vulnerable to external shocks. For this reason, Poland, Hungary and the Czech Republic, the larger countries in Central and Eastern Europe, went over to a managed float or free float at the end of the 1990s, while Bulgaria went the other way and set up a currency board. This was typical of the period of corner-solutions, when only fully rigid or freely floating exchange rates systems were in favour.

			In monetary policy theory, the early 2000s marked the peak of the popularity of inflation targeting. Inflation targeting is known to be the most complex monetary policy regime there is, both in analytical and technical terms, and from the point of view of communication. There were theoretically other options, like money targeting, which had become less popular by that time, or exchange rate targeting. 

			Could any of those choices have been an alternative option? Slovenia provides a background for comparison. The size and recent history of Estonia and Slovenia make them comparable, but Slovenia was substantially richer in the 1990s and had had much better starting conditions at the beginning of the decade. Estonia didn’t have any market economy institutions until the 1990s, and the transition crisis in the Baltic states after the collapse of the Soviet Union was deeper and later than those in the other countries of Central and Eastern Europe (see Table 1.3). This meant that the Baltic states had a longer road of development to travel than the other Central and Eastern European countries did. 

			There were sufficient similarities however, for Slovenia’s monetary policy approach to joining the euro area to be worth at least considering in comparison. It should first be noted that Slovenia’s experience appears to suggest that there was probably no perfect solution for a small and open economy in transition at the beginning of the 2000s, as the entire economy of small transition countries was affected much more by movements in the exchange rate than were those in larger and more advanced countries. 

			The position of the Slovenian central bank in 2002 was: “Due to the complexity, interference and instability of monetary transmission channels, which change further because of the institutional changes in a transitional period, it is impossible to define the strategy of the monetary policy in a “monolithic” form (e.g. the strategy of monetary aggregate targeting, the strategy of exchange rate targeting or the strategy of inflation rate targeting).” (Banka Slovenije 2002).

			It was also said of Slovenia: “Quite uniquely, however, the interest setting was complemented by an exchange rate policy guided by the uncovered interest parity. Its role was to keep a positive interest rate differential vis-à-vis the euro area, necessary to support disinflation, while preventing interest-elastic capital inflows. At the same time, such exchange rate management resulted in a high degree of real exchange rate stability, thereby contributing to maintaining the external equilibrium of the economy.” (Kozamernik and Žumer 2011). This meant that at least in the short term the impossible trinity paradox was solvable under certain circumstances. 

			For such a monetary policy to succeed, the Slovenian central bank needed agreements with the commercial banks, which supported and followed the exchange rate targets of the central bank of controlled appreciation with a managed float. All of this required fiscal policy to be subservient to monetary dominance, and wider social agreements to restrict excess wage rises until the target was achieved, so that macroeconomic balance could be maintained until accession to the euro area.

			The policy was undoubtedly successful, and it helped that the final goal was not far off, as Slovenia joined the euro area in 2007; that the commercial banks were domestically owned; and last but not least that there were no major international crises at that time. 

			Any of the options given would have required a good understanding of the monetary transmission mechanism, MTM; technical realisation of any complex monetary policy has become harder over time and the vital aspect of communication only became a consideration later on, and is not relevant within this book or in the Estonian context. Research has been done into monetary transmission mechanisms in Estonia, but not a large amount, and only four papers on the topic were published in advance of accession to the European Union. The more in-depth of these describe the specific features of Estonia in general terms (Lättemäe 2001; Lepik and Tõrs 2002), while the only ones that can really be said to describe the Estonian monetary transmission mechanism of the time are one that focuses more on modelling (Pikkani 2001) and one assessing the sustainability of the currency board rules (Sepp and Randveer 2002). 

			7. The last monetary policy framework

			Ilmar Lepik

			7.1. Special features of the Estonian financial sector and the monetary policy transmission mechanism

			The work by Lepik & Tõrs (2002) gives the most comprehensive analysis of how the Estonian financial sector developed of any in the literature published so far. This introduction borrows from that work. 

			The development of the Estonian financial sector began in 1992 with the reintroduction of the national currency. Hence, financial sector reforms started in an environment characterised by the currency board arrangement (CBA) and liberalised external policies, as most restrictions on capital account transactions were immediately abolished. In this environment, the strength of the financial sector became a crucial issue, given the limited scope for the lender of last resort function provided under a CBA by the central bank. Moreover, the real economy was faced with the hard budget constraints that are necessary to maintain a CBA.

			The development of the financial sector entered into a second phase in the mid-1990s, the beginning of which was marked by increasing creditworthiness of Estonian enterprises, a growing presence of Estonian banks as investors and borrowers in European financial markets, and general integration of the financial sector into European markets. This period was also characterised by extensive privatisation and consolidation in the financial sector.

			The third major wave of changes came in the aftermath of the Asian and Russian crises and led to higher concentration in the banking sector as well as to the entrance of foreign (mainly Scandinavian) strategic investors. By the end of 2000, privatisation had been fully completed, and the deepening integration with European markets had also led to the internationalisation of domestic money markets.

			Similar to financial intermediation in other emerging markets, Estonian financial intermediation is based on a universal banking model, in which the banking sector plays the dominant role and the share of the securities market is relatively modest. All leading banking institutions have evolved into banking groups covering all main financial sector services, including leasing, investment fund management, insurance and electronic banking services. There are some specific features of the economic and institutional environment that have profoundly shaped Estonia’s financial sector: the small size of the country, the short period of development and the status of Estonia as an EU accession country. Against this background, the money market has close links with the foreign exchange market (and the short-term securities market), and the dominant role of Scandinavian financial institutions has led to an extension of the money market beyond national borders.

			Also with regard to monetary transmission, a number of special features need to be considered. First, monetary policy signals under the CBA are exogenous for the banking system (and are often hardly distinguishable from external shocks). Second, a government securities market does not exist in Estonia, which affects – although not profoundly – traditional monetary transmission channels. As a result, the information contained in monetary transmission is reflected not in a traditional yield curve, but rather in the money market curve (at the short end) and the credit curve, i.e. the swap and lending rates (at the long end) (Lepik & Tõrs 2002).

			Another point with these specific features is that before any possible alternative monetary regimes can be considered, it is necessary to understand how the monetary policy transmission mechanism functions under a currency board. 

			Although there is huge amount of literature on the monetary transmission mechanism (MTM) and somewhat less on currency boards, the literature on the MTM in currency boards is very limited. Most of the empirical work on currency boards has examined their behaviour in a comparative perspective, thus comparing the performance of the CBA with other monetary regimes. For example Ghosh, Gulde, and Wolf (1998) report that currency boards tend to have lower average inflation and as good growth performance as other peg rate regimes. Kwan and Lui (1999) perform a simulation analysis of a currency board versus a flexible exchange rate regime, finding that the currency board reduces both output growth volatility and inflation62. Batiz & Sy (2000) study the currency board’s credibility and Baliño, Enoch, Ize, Santriprabhob and Stella (1997) conclude in a broad analysis of the experience of currency boards that currency boards are attractive to countries seeking to reduce inflation, or wishing to achieve the benefits of belonging to a broader currency area. Some attempts at modelling the currency board’s transmission mechanism can be found in Catão & Rodrigues (2000), who studied the credit channel in Argentina and Brazil.

			Most studies related to monetary policy transmission treat some monetary policy exercises at the beginning of the transmission chain. In the literature there are usually two different approaches used to treat those exercises, depending on whether it is the volume or the price of money that has changed. The first approach uses a direct change in the base money supply. Money market interest rates are adjusted according to the new relationship between changed base money supply and demand. The second approach uses change in the official interest rate as a monetary policy action, which leads to the change in base money demand. This approach is based on the assumption that the money supply is endogenous63.

			However, in case of CBA, there are no active monetary policy exercises. The monetary transmission mechanism in CBA is based on the anchoring role of fixed exchange rate. There is no independent interest rate target or other targets for central bank and the interest rates adjust according to arbitrage conditions on the markets [---]. Moreover, under CBA, the money supply is endogenous; thus, money supply adjusts automatically when money demand changes. To sum up, there is neither policy-induced change in money supply nor policy-induced change in interest rates. They both adjust according to economic development, external financing conditions and arbitrage conditions. As a result, monetary policy signals are exogenous to the system, and sometimes hardly distinguishable from other external shocks (Lättemäe 2001). 

			This illustrates that the currency board also differs greatly from the fixed exchange rate regime because of its inherently automatic functioning mechanism, which in part is the source of its efficiency. To simplify somewhat, it could be said that there would have been fundamental consequences to any change from a passive monetary policy to an active one, even to a fixed rate regime where there seems to be no great difference. The greater immunity to market forces that the corner solution gives would have been lost, meaning a return to conventional monetary policy with all its advantages and disadvantages. 

			Such a change of direction could also be considered a retreat because a currency board is by its nature geared towards greater monetary policy integration with the anchor currency area (Currency Board Arrangements, Balino et al 1997). The logic of deepening integration from a currency board to dollarisation to currency union, sees the currency board as the penultimate step along the road to membership of a currency union, so a change to a conventional monetary policy would have been a step backwards away from integration. This also explains why the best strategy for exiting a currency board is into a currency union64.

			This explains the specific features of the monetary transmission mechanism of a currency board that have been covered in the analyses to date. The work on the Estonian monetary policy transmission concluded that: 

			“Adjustment process derived by the model estimated on Estonian data has considerably faster adjustment process65. The latter can be caused by [---] (model specification) [---] and by relatively high openness of the economy as well as by very high wage and price flexibility in Estonia” (Pikkani 2001). 

			“Looking at the variation of the key variables, it is clear that the exchange rate channel is somewhat more influential. This outcome [---] is also intuitive, based on the realities of the Estonian economy. Taking into account the openness of Estonian economy, one should expect the exchange rate channel to prevail. [---] On the other hand, the exchange rate is an influential determinant of the tradable sector output. As the tradable sector is dominant in Estonia, then, of course, one would conclude that the impact of the exchange rate is crucial also for the development of the whole economy” (Sepp and Randveer 2002).

			It follows from this, at least in the context of the analysis of the time, that even without the currency board, the exchange rate took centre stage and the impact of other channels was considered less important. Further evidence of this is that: “In the transition countries, the conditions for using interest rate as the main monetary policy instrument were argued not to be met, owing to insufficient financial market development and relatively inactive interest rate channel. Fixed exchange rate regimes were, therefore, often argued as best suited for these economies” (Sachs 1996). This can be compared to the essentially similar logic applied by the Slovenian central bank to monetary transmission mechanisms at the time:

			“Due to the great openness of the Slovenia’s economy, the impact of a foreign-exchange transmission channel on the behaviour of the real sector is evident. [---] Through the import price trends, this has a direct influence on the growth of the consumer price index and, through the borrowings of companies and banks abroad, an indirect influence on the growth of total credit offer financing domestic demand. Besides defining the described influences on the changes in price levels, the foreign exchange rate also defines the relative price ratios of domestic and foreign goods and services (the rate of purchasing power), which has an impact on establishing an external economic balance. [---] The significance of an interest rate transmission channel is relatively negligible” (Banka Slovenije 2002). 

			Of course the broadly similar conclusions drawn about the exchange rate channels cannot alone explain the choices of different monetary and exchange rate policies. This only confirms that the exchange rate was important in Slovenia too, and was probably also part of the reason why the managed float was in use there at the time. Clearly it doesn’t explain everything as the overall choice of monetary and exchange rate policy is based on much more than just the question of the monetary transmission mechanism. In any case, the transmission of monetary policy in countries with economies in transition is not a simple one, as transmission chains and their functioning are in the process of changing further. 

			The widespread use of loans in foreign currencies in the domestic market was one reason for Estonia’s choices. This was made possible by the repeal in 1994 of the Foreign Currency Act, the practical outcome of which was a supply of loans in foreign currency that were cheaper, in some cases substantially so. By 2001, 66% of non-corporate loans were in foreign currency, mainly euros, and by 2010 86% were, with an average for the decade of 80%. If the incomes of economic agents are in local currency and their loans are in foreign currency, it becomes much harder to devalue the currency or adopt a floating exchange rate regime66. 

			A further point supporting a fixed exchange rate is the volatility of the exchange rates of small, open economies, especially during serious crises. Whether the flexibility offered by a floating exchange rate to a small and open economy compensates for the stability for investment provided by a fixed rate will probably remain an eternal subject of debate. This makes it quite important to consider the size of a country. It is not easily possible to compare the larger countries of central and eastern Europe, like Poland, with Estonia as they have larger domestic markets and consequently lower risk of volatility. How much of the financial sector is based on foreign capital should also be considered, as this has played many different roles in the history of monetary policy around the world. The reactions of foreign investors in a major crisis are hard to predict with any real degree of certainty, which will be discussed further in the context of the global financial crisis. 

			Putting these arguments together explains why it would have been difficult, though still possible, to change to a floating exchange rate in the early 2000s. This made the decision of the ECB to allow the currency board to continue within the framework of the ERM2 agreement a further argument in favour of maintaining the system. The key question was no longer about what the best choice was, but about how long it would be before Estonia could become a member of the euro area after joining the European Union in 2004.

			Formally, Estonia committed to adopting the euro immediately after joining the European Union, and entered the ERM2 on 28 June 2004 immediately after accession to the Union. The goal at the time was to join the euro area in 2007 and this was stated in Estonia’s pre-accession economic  programme, which was approved by the government on 12 August 2003. What would have happened had Estonia not had the goal of joining the euro area is beyond the scope of this discussion, as Plan B was to keep going with the currency board until the euro could be adopted, even if adoption was delayed, and there was no Plan C. 

			The countries of central and eastern Europe have so far preferred one or other of two routes towards membership of the euro area. Slovenia and Slovakia had floating exchange rates and used controlled appreciation together with an inflation targeting regime adapted for a transition economy67. The alternative solution was the rigidly fixed exchange rate of the currency board, as used by Estonia. The main difference is in the choice of nominal anchor, as Slovenia and Slovakia used a combination of inflation and the exchange rate for this and Estonia and Latvia used just the exchange rate. 

			The peak of popularity of the currency board was reached in the second half of the 1990s, when large countries like Russia, Ukraine and Indonesia were also considering using the system, although in the end they decided against it. The existing currency boards remained in place after the Argentinian currency board collapsed in 2002 and Estonia joined the euro area in 2011, but the popularity of the system as an option for monetary policy has waned. Even in the 1990s though, the perception was that a currency board was suitable only for small, very open and mostly service-based economies like Hong Kong. Their small size and openness made the Baltic states well suited for the currency board (e.g. Sachs 1996). As currency boards are often seen as transitory monetary policy arrangements however, the story of the Estonian currency board can be seen as a transition of almost twenty years, hence the name of this book: A Long Transition: The Estonian  Currency Board Arrangement 1992-2010. 

			Monetary policy in advance of accession to the European Union ends with practical considerations as changes were made to refine and update the monetary policy operational framework. Changes in the financial sector meant that the period following the Asian and Russian crisis was quite different from what came before.

			7.2. Monetary policy prior to accession to the European Union

			The general decision to continue with the currency board until Estonia could join the euro area was taken in spring 2000, though some details were left open. This meant that no fundamental changes were required in the monetary policy framework. It also showed that it was not considered necessary to imitate the ECB’s policy in order to learn from it. It was assumed that the mechanisms for economic adjustment are largely the same under a currency board as in a currency union, and for this reason Estonia’s monetary policy was not expected on accession to the euro area to see any great changes of the sort needed by countries with floating rates.

			Despite all this it was felt necessary to modernise the existing monetary policy framework. There were two main reasons for this. Firstly it was important to be sure whether the changes that had been made during the Asian and Russian crisis were permanent or temporary, and secondly important changes had happened in the financial sector that had led to controlling shares of systemically important banks being taken by foreign investors68. As a result the Estonian financial sector was essentially a part of the Nordic financial sector at the moment when Estonia joined the European Union with all of the advantages and disadvantages that that implied, a point which became particularly evident during and after the global financial crisis. 

			The reform of the monetary policy framework in 2001 made the Estonian currency board more conservative rather than more liberal (using the logic of Camilleri Gilson 2004). The Lithuanian currency board edged its selection of monetary policy tools in the late 1990s towards those of a more traditional central bank, but in Estonia the trend was in the opposite direction. This was directly because of the expectations for rapid accession to the Eurosystem. 

			It also meant that several of the monetary policy tools used in the 1990s, such as central bank debt certificates and currency forwards, were definitively abandoned and no new tools were created to replace them. The justifications for this were certainly helped by the recent Asian and Russian crisis and the corner solutions paradigm of the time.
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			In broad terms the focus remained as before on the forex window and the unlimited purchase and sale by the central bank of Estonian kroons against the anchor currency or the equivalent amount in some other major convertible currency. Alongside this was the minimum reserve system, where many far-reaching changes were made.

			The main differences from the earlier monetary policy framework that dated from 1996 (see Box 1.3 for a comparison) were that high-quality liquid foreign assets could now be used to meet the minimum reserve requirement, not just deposits in national currency at the central bank, and that it was no longer possible for banks to use their vault cash as part of their minimum reserves. It also confirmed the minimum reserve rate of 13% that was introduced at the time of the Asian crisis by merging a reserve requirement of 10% and an additional liquidity requirement of 3%, but at the same time interest started to be paid on the whole minimum reserve held at the central bank. A clearer distinction was also made between the deposit facility and the minimum reserves.

			It can be said that the updating of the monetary policy framework increased the role of the minimum reserves as a liquidity buffer, while at the same time it reduced market distortions, as the cost to the banks of holding the reserves was reduced by the market-based payments on them. The reform also brought the operational framework closer to the design of the Eurosystem’s standing facilities. The intention was to design the framework in such a way that the only changes upon entry into the Eurosystem would be to reserve rates69 and the introduction of the repurchase agreements framework of the Eurosystem and other monetary policy tools that in any case could never have been deployed previously.

			In terms of the restrictive effect of the reserves and the size of the money multiplier, the reform meant monetary policy edged towards being less restrictive, as compensation started to be paid to the banks for holding reserves. The 13% reserve requirement in the central bank deposit became an effective 6.5% requirement in terms of sterilising capital inflows, as up to 50% of the reserve requirement could be met with high-quality securities from the international markets. Even so, 13% of the liabilities flowing into the commercial banks were still affected by the terms set by the Estonian central bank. 

			In effect this meant that up to 50% of the minimum reserves were now composed of tradable securities held on the balance sheets of the Scandinavian parent banks. In these circumstances the size of the countries and markets made a difference to the size of the inflow of capital as the Baltic states were, and still are, small enough from the point of view of the Scandinavian banks, and the local earnings large enough, that attempts of this type to sterilise capital inflows would have been ineffective. The capital adequacy rate of 10% was also maintained in Estonia, which was higher than the Basel II requirement, though as it later became apparent, the only consequence of this was the higher liquidity and capitalisation of the subsidiaries and branches of Scandinavian banks operating in Estonia, and it didn’t create any significant brake on the inflow of foreign capital. 

			8. The Estonian banking landscape in 1995–2005

			Erkki Raasuke

			This chapter looks back at the years of dynamism in Estonian banking, 1995–2005, from the point of view of an active player in the market. The period has already been covered by economics journalists and biographers and they have done good work in describing the events. This chapter is not intended to fall into that same category, but it gives a general picture of some events that played an important role for banking in Estonia and also more widely in the whole economic environment.

			The decade saw a rich tapestry of various events and developments, many of which proved momentous further down the line. The elimination of the weaker players left the banking market clearer and more organised. It was a time of rapid development in banking products and banking channels, which brought most modern retail banking services to customers in only a short time. The launch of the stock market made clear assessment of the value of capital possible and unprecedented amounts of virtual wealth were created in Estonia faster than ever before. In retrospect some events and trends seem more important than others because of the role they played in shaping Estonia and the Estonian economy in the way that they are today in 2014.

			The author of this chapter was head of the treasury at Hansapank from 1994 to 1998, Chief Financial Officer for the group from 1998 to 2001, and Chief Executive Officer of Hansapank Estonia from 2001 to 2005. These positions have undoubtedly left their traces and may have biased assessments and experiences, so the opinions expressed here are no more than a look back by one person who was there.

			If we want to hold up some events of the period as more important than others, then these key events are the consequences of the Asian crisis, the inflow of Swedish capital and accession to the European Union.

			8.1. The Asian crisis

			In the middle of the 1990s the Estonian economy was very occupied with its own rapid growth and the challenges it faced. External influences were relatively muted and little attention was paid to what was happening in the global economy. The Tallinn stock exchange had been founded in 1996 and was rising enthusiastically, and considerable amounts of short-term money had come into local markets. The Asian crisis that started in early 1997 went unnoticed in Estonia for quite a long time. The bubble in the local stock market burst only in the autumn, by which time the crisis in Southeast Asia had already progressed quite far and was causing disruption in global financial markets. What happened in the Estonian stock market was covered a lot in the local media but there was less discussion of the first serious speculative attack against the Estonian kroon in autumn 1997.

			The Estonian kroon was fixed to the Deutschmark in June 1992 and the currency board arrangement has generally been considered very successful. The fixed exchange rate brought stability to economic transactions and the earlier hyperinflation started to recede as confidence in the kroon grew. The central bank played an important part in this by providing the commercial banks with the facility for forward transactions for selling kroons and buying Deutschmarks up to seven years ahead, where the price of the transaction was the fixed central exchange rate, the official day rate of the central bank with no additional purchase or sale fees added. In effect the central bank allowed commercial banks to borrow in kroons for up to seven years at the interest rates of the Deutschmark. This option was obviously taken up and the commercial banks built up fairly large short positions in kroons. As the majority of the deposits of the banks were in kroons but long-term loans were issued in Deutschmarks or US dollars, the short kroon positions of the banks increased even further.

			In the last week of October 1997, foreign banks interested in forward transactions for the kroon started to contact Hansapank with questions about them. The Hong Kong dollar was under heavy pressure at that time and some imaginative investment banks thought that their next interesting project could be the Estonian kroon. Their interest was piqued by the large deficit on the Estonian current account, which indicated that the current system might be fragile. Parallels were drawn with Indonesia, Malaysia and Korea.

			On the afternoon of the first day an abnormally large number of one and three-month future contracts were signed, where the foreign bank sold kroons and Hansapank bought them. The speculative aim was for the seller of the kroons to be able to buy the kroons needed for the future contract as its maturity date approached at a much lower price than was agreed in the underlying contract, and to earn a profit in this way.

			The major interest in selling kroons in the future started to push money market interest rates up rapidly. Rates moved quickly from being similar to those for the Deutschmark to double digits and this was interesting and profitable for Hansapank, as the existing short position in kroons could be put to work and a decent return could be earned on it. However, it soon became clear that the potential foreign interest would rapidly overwhelm the bank and the internal risk management rules of Hansapank did not allow it to go long in kroons. To profit best from the selling opportunity, Hansapank sold as many kroon futures as possible to other Estonian commercial banks on the morning of the second day of the currency attack, and bought Deutschmarks. When European markets opened, the bank offloaded the same amount to foreign speculators. Short-term interest rates had risen above 20% and foreign demand for positions against the kroon was only increasing. By lunchtime on the second day it had started to turn into something approaching a mild panic and the Reuters trading screen was full of flashing requests while another wave of requests was coming in by telephone. The suspicion began to arise that the initial incitement had crossed the line and now everything risked slipping out of control. It was interesting that several large banks that had earlier not had credit limits for Estonian banks were able to introduce and enforce them very quickly.

			By the evening of the second day Scandinavian investors who had businesses and investments in Estonia started to wake up to what was happening. Finnish and Swedish businesspeople who had already had bitter experience of the devaluation of their own home currencies wanted to save whatever could be saved, and now the wave of requests and demand moved from banks in London and Frankfurt to banks in Scandinavia. By now the money market interest rates for the kroon were hitting almost 30%, making any sort of defensive strategy very expensive and so transactions were made on a smaller scale.

			By the third day the short positions of Estonian banks in kroons had started to run out. The larger banks dared not take long positions in kroons because of the panic and foreign banks simply didn’t have credit limits for the smaller local banks. As the liquidity positions of the banks prevented them lending large amounts of kroons and it was not possible to sell other assets denominated in kroons, the wave of panic started to subside. The instruments required for speculating simply ran out. The entire multi-billion kroon short position of the Estonian banking sector was used up in a week. Reports from the central bank later revealed that the foreign currency position of the kroon had even turned long by a small amount.

			The short-term money market interest rates for the kroon remained high for several months, and the effect of this was passed on to local companies who borrowed their operating capital in kroons. Hansapank faced the dilemma of whether to issue short-term loans to Estonian companies at 8%, or to make future contracts with, say, Deutsche Bank that would have much lower capital costs, would not demand additional liquidity, and would earn 24%. It is clear that the rapid rise in interest rates put pressure on the financial position of companies and dealt them a blow just before the Russian crisis of August 1998 hit.

			Fresh currency attacks hit in the middle and end of 1998 and to a smaller extent later too. By then, local market participants were well prepared and the danger of the kroon exchange rate being threatened never materialised again.

			8.2. Swedish capital

			Finnish banks contributed a lot to setting up modern commercial banking in Estonia. The former Suomen Yhdyspankki (SYP), Kansallis-Osake-Pankki (KOP) and Postipankki were very involved in Estonia in the early 1990s and the modern payment solutions and daily liquidity management owed a lot to their help. It is interesting that those close relations never grew into ownership relations, and three of the banking groups that own the four largest banks in Estonia have their headquarters in Stockholm, while the fourth is in Copenhagen.

			The greater interest of Swedish banks in Estonia and later in the whole of the Baltic region came first through a bank that would have been least expected to show it. In 1996 Hansapank signed an agreement with the Swedish FöreningsSparbanken (Swedbank) for the sale of 30% of the shares in Eesti Hoiupank to the Swedish bank. At the time FöreningsSparbanken was the largest local bank in Sweden, but it was more passive internationally than the others and focused principally on small Swedish companies and private individuals.

			Less than a year after the agreement was concluded, Hansapank and Eesti Hoiupank started negotiating about a possible merger. This was because both banks faced capital shortages, which were particularly acute after the damage caused by the stock market crash of 1997. The merger went through at the second attempt in summer 1998 following intervention by the central bank. This was accompanied by a mess of confusion and trouble, but in the long-term that did not prove important. What was important was that the largest single shareholder of the new merged bank was FöreningsSparbanken with 7% of the shares.

			Hansapank had earlier held exploratory talks on the sale of a strategic share to the Swedish bank Scandinaviska Enskilda Banken (SEB) and returned to those discussions immediately after the merger was registered. At basically the same time, the second wave of the Asian crisis broke as the Russian financial system collapsed. The rouble was devalued and many Russian companies became insolvent, and the sudden collapse of the Russian export market caused a crisis for many Estonian companies that were oriented towards the market to the east.

			Post-merger analysis showed very clearly that the new Hansapank was under-capitalised, and this was at a time when the loan losses were only starting to increase, as expected. As a result of the negotiations, SEB started to buy Hansapank shares from the open market, but the general market sentiment was so negative that the presence of a large buyer was enough to halt the slide in the share price, but not enough to raise it. Some of the original founders of Hansapank and many small shareholders wanted to cut the their losses and put most or all of their shares up for sale.

			Then a second large buyer appeared in the market, to the surprise of Hansapank, and that was FöreningsSparbanken, which had decided that it should take control over the new bank. Within a matter of days a very large number of Hansapank’s shares changed hands. FöreningsSparbanken showed its determination when it guaranteed the full issue of new Hansapank shares, which increased the bank’s equity by almost a third, doing so at double the market price, after which it bought up all of the Hansapank shares held by SEB. Within two weeks Hansapank was strongly capitalised and its new consolidated owner was FöreningsSparbanken.

			Those weeks were quite critical for the further development of the Estonian banking market and the merger had now created the largest bank in Estonia. As the other Estonian commercial banks were taking longer to stabilise themselves and raise capital, Hansapank gained a large number of new clients in September and October, and by the end of the year Hansapank’s share of the market for private deposits had grown to around 60% and it had over 70% of the market for payments. The market had consolidated at a speed and to an extent that the regulator70 would ordinarily certainly not have approved. 

			Having given up on Hansapank, SEB took a strategic holding in Eesti Ühispank, which passed 50% the next year and led to a full takeover in the middle of the 2000s. Sampo Pank of Finland bought Optiva, a successor to Forekspank, which had run into difficulties. The central bank had taken Optiva over for a time and cleaned it up and later it joined the Danish Danske Bank group. The only foreign bank to start in Estonia from zero was the Finnish KOP, which later joined the Nordea group.

			Commercial banking in Estonia had found new and strong owners and the market had consolidated to a greater extent than has yet been seen in the European Union. The integration of the Estonian banks into larger banking groups was still fairly slow. The fastest and best-known change came from the organisation of foreign financing through the parent banks. 

			8.3. Accession to the European Union

			The largest banks in Estonia recovered quite quickly from the shocks of 1998 and by 1999 they were all in profit again, though demand for loans remained subdued. In the following years the face of Estonian banking started to change to become more European and Nordic as brands and the language of communication were changed. A lot of work went into the development of the networks of branches and of electronic banking channels. House building picked up momentum steadily and housing loans became one of the main products of retail banking.

			The clear movement towards the European Union increased confidence in Estonia and made the country appear less vulnerable to risks in the eyes of other countries. The accession process put Estonia in a favourable light in the international media and the country came to be seen as a shining example of good behaviour.

			The integration of the local banks into international banking groups meant that some functions that had earlier been managed locally were removed to headquarters, and one of the first and most important of these functions to be moved was external funding. Deposits from the local market were no longer sufficient to cover the increased demand for loans and so all the banks started to borrow from the international capital markets. They generally did this with syndicated loans or by issuing bonds. There was a limit on the number of loan transactions each bank could make in a year, and the market control put a limit on how much bank lending could grow.

			The move in foreign financing from the open markets to the treasuries of the parent banks changed these conditions enormously. The limits suddenly disappeared, risk margins fell and liquidity risk vanished. It was effectively possible to borrow unlimited amounts at very low prices and the loan-to-deposit ratio, which had earlier been the most important metric, lost its significance.

			Successful accession to the European Union coupled with a reorganisation of external financing for the banks led to the largest credit boom in Estonia’s history as the loan-to-deposit ratio climbed from 100% to 175% within four years. The boom was led by loans for housing and for commercial real estate development. Local banks managed to find many good reasons to justify why credit growth had to be so large and why there was no need to fear market saturation for a long time yet. What was largely overlooked was that however fast credit grows, and regardless of the total size of the market, risks also increase and distortions are created.

			The decade from 1995 to 2005 was the decisive time when today’s Estonian commercial banking was moulded. The remnants of cowboy capitalism and the earlier confusions were still there at the start of the period, and it ended with the largest ever credit boom inflating and the stock market drying up. Without making any judgement as to whether it was good or bad, it can be said that this period saw the birth of several trends that have largely defined Estonian banking and financial intermediation in the form that they are today.

			
					As a small and open country, Estonia managed to keep its currency stable for some 20 years. There are certainly many reasons for this and most probably luck played a significant role too. Local banks certainly played a part, as throughout this period they understood the opportunities and limits provided by a fixed exchange rate and they acted very responsibly, even nervously, around the issue.

					It is hard to overestimate the impact of Swedish capital on the Estonian commercial banks as it brought stability, security, good management practice and greater transparency. At the same time it meant the strategy of the entire sector was set from outside Estonia, with complex issues referred to head office where little attention was paid to a small market. As a consequence financial intermediation became extremely bank-based and capital markets were under-developed.

					The Estonian market is so small that local signals and sentiments can be lost when big banks strive for efficiencies. The consequence of this can be inappropriately high or low supply, which can harm the economic environment and slow its long-term development. Adequate market signalling is needed and at the least special efforts should be made to preserve it.

			

			The years 1995–2005 were exciting and filled with action, and those who went through that time gained a unique experience. Many good decisions were taken, and a large number of unsuccessful ones. It is to be hoped that a review of the years 2005–2015 will comment on how the earlier experience was put to good use and Estonian banking became stronger and more viable.

			8.4. Summary of the start of the century

			Ilmar Lepik

			The years 2001–2005 were strategically important, as this was the time when the framework was designed for the economic policy going forward. This was the time that Estonia became a member of the European Union and in that sense the economic policy then was partly a by-product of the accession process. A lot of the decisions taken during this generally peaceful period and a lot of the changes needed for accession to the EU helped define the period that followed, including Estonia’s economic policy profile in the global financial crisis, and they still continue to do so to an extent now. 

			Until 2005, Estonia’s monetary policy and economic reforms had been a story of constant success which few questioned. This was also seen in the sharp rise in the sovereign rating after accession to the EU, which happened not only for Estonia but for all the countries of central and eastern Europe that joined in 2004. That the general boom in the economy and in credit caused by the low interest rates and overly optimistic expectations would subsequently prove somewhat risky became clear only some years later. 

			Economically, this was a time for drawing breath in between the Asian and Russian crisis and the global crash. It was a long and peaceful period of growth in the global economy as a whole, despite the bursting of the dot.com bubble at the start of the millennium, which had only a limited impact. It should be noted that the dual Asian and Russian crisis did not bring the Estonian economy into balance, but its impact did at least reduce the imbalance.

			By the time of accession to the EU, the imbalances had persisted for so long that analysts came to see them in some sense as a new paradigm and maybe as something inevitable. Even the IMF on occasion took the view that a current account deficit could be sustainable if it was financed through direct investment. This opinion was supported by the belief that was popular at the time that the current account does not necessarily always have to be in balance or in surplus. However no theory is able to justify a constant double-digit current account deficit and the imbalances had become too big. 

			9. The financial and economic crisis in the USA and Europe

			Lenno Uusküla

			This chapter looks at the global economic trends that may have caused and then amplified the financial and economic crisis. It also discusses the underlying mechanisms of the financial crisis, so that the events in Estonia can be put in a broader context.

			9.1. The global economic boom

			up until summer 2007, the world talked a lot about the Great Moderation, or how no large-scale fluctuations in business cycles had been seen in a long time. There was some debate about whether this was the result of successful economic policy or the lack of shocks as stability had reigned for a long time in both Europe and America. Households, companies, banks and governments had all become accustomed to constant growth, unemployment was low, and it was believed that wages could only move upwards. There didn't appear to be any dark clouds on the horizon. People based decisions in their personal lives and in their work for companies or for the government on these happy expectations. 

			In October 2003, former governor of the Bank of England Sir Mervyn King described the decade since mid-1992 as a NICE, or non-inflationary consistently expansionary, period71. Interest rates were low around the world and the appetite for risk was supported by the policy of the Federal Reserve of injecting extra money into the economy if a crisis erupted. The Federal Reserve took active measures to prevent a crisis after the terrorist attacks on New York of 11 September 2001. This monetary policy stance, known as the Greenspan put72, provided a partial guarantee against the fall in value of securities but if prices of securities are not allowed to fall, then excessive risk is encouraged and moral hazard can emerge. 

			Central bank interest rates were low for a long time in Europe too, and the interest rate on the main refinancing operations (MRO) of the European Central Bank stayed below 3% from the end of 2002 to the middle of 2006. A savings glut also helped keep interest rates low while China and countries in Southeast Asia built up large foreign currency reserves. A large part of the savings ended up in US government bonds, which kept demand for those bonds high and international interest rates low. Inflation was held down in the USA by imports from Asia that increased year after year, and cheap goods from Eastern Europe had the same effect on inflation in Europe.

			In early 2007, many people were aware of the dangers to the global financial system, mainly the dangers from real estate loans, but they remained unaware of the extent to which those risks would be realised and when73. People were getting ever bigger loans without their background being thoroughly checked and high-risk subprime mortgages for clients who would not be eligible for a loan under standard conditions became popular in the USA. Even clients with no income, no job and no assets were able to borrow, getting what were called NINJA loans, further inflating a real estate bubble.

			The companies issuing the loans did not take on big risks themselves as the majority of loans were bundled and securitised, and turned into mortgage-backed securities (MBS) that could then be sold on. These MBSs proved very popular and loan companies got high ratings from rating agencies. Investment banks who bought them did not look too closely into what they were buying as it was highly probable that at least a part of the money lent against property would be repaid. Further problems were caused by the compensation schemes for bank staff, which encouraged risk, while financial regulations did not extend far enough into investment bank activities. On top of all this, the banks issuing high-risk loans were able to benefit from competition among the rating agencies to shop around for the agency that would give them the best rating.

			Broadly speaking, the European economy was seeing similar developments to those in the USA. Several European Union member states, such as Spain and Ireland, were also seeing a rapid rise in real estate prices. Active lending by the banks helped inflate the real estate bubble and the debt burden of the private sector grew sharply. Several large banks in the euro area took large positions in US financial markets, including the market for MBSs. 

			Even so, the situation in the European economy differed from that in the USA in several ways. The real estate and consumption booms in Ireland and Spain for instance also saw wages grow notably faster than productivity, leading to price pressures and reduced opportunities for exports. There was also a sharp rise in sovereign debt as a share of GDP in some countries, despite the targets and goals of the Stability and Growth Pact. Quite a few countries took maximum advantage of the permitted budget deficit of three per cent during the years of growth while others were granted exceptions to run higher deficits, or else they used creative accounting techniques to hide their deficits. The situation in Europe was somewhat alleviated by the absence of large investment banks that were not subject to banking supervision.

			9.2. the beginning of the financial and economic crisis

			on Thursday 9 August 2007, while Europe was taking its traditional month of holiday, the French bank BNP Paribas suspended withdrawals from three investment funds holding US mortgages. It was a sign that securities backed by such mortgages might be overpriced. This was the first major bank to admit that it was unable to value these securities fairly and the date marks the start of the financial crisis. 

			Real estate prices in the USA peaked in the first quarter of 2006 (see Figure 9.1) and this marked the end of the constant rise since 1992, during which time nominal property prices had not fallen in a single quarter. The biggest fall came in the second half of 2007, and prices were down 14.7% by early 2008 and 30.5% by the start of 2009. The prices of bonds backed by US real estate fell much further than the prices of the underlying properties. Soon only a few individual financial companies would trade with these securities and as everyone tried to sell them at the same time, liquidity dried up. It was especially bad that the financial losses were concentrated in a few companies that were systemically important.   
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			Trust between banks disappeared in the USA and Europe and it became hard to trade in the uncollateralised money market74 as nobody knew how many toxic75 securities anyone else had. Without access to functioning money markets, many financial companies would have become insolvent as they would not have been able to meet their liabilities or to lend. Almost all the banks around the world started to increase their liquidity positions at the same time. Banks with investments in the USA had to sell assets elsewhere in the world too to fund their core activities and this led to capital flight, which in Europe was mainly from the periphery of the euro area, and to a flight to quality. The crisis started on 9 August 2007 from the point of view of ECB monetary policy operations. Market participants expected the central bank to supply considerably more liquidity than usually, and this is what the central bank did. The spread between EURIBOR, the interest rate for three-month unsecured loans, and EONIA SWAP, the interest rate for secured loans, increased even so, indicating tensions in the money markets. 

			In August 2007 the British bank Northern Rock started to have difficulties meeting its liabilities in the money markets. As its business model was based on getting funds from foreign markets to lend in the British market and then selling securitised loans, the problems of valuing mortgage-backed securities had a major impact on its operations. As trust evaporated even more in September, clients rushed to get their money out of the bank in a classic bank run of the sort not seen in Britain for a very long time. 

			As the financial crisis broke, many commercial banks sharply and unexpectedly tightened their lending conditions76. In the third quarter of 2007, more banks loosened their conditions for loans to companies than tightened them, but in the fourth quarter it was the other way round. There were 30% more banks in the fourth quarter who said they had tightened their conditions in the past three months than there were banks that had not done so. In the third quarter there had been only 3% more banks that expected they would tighten their conditions in the next three months than there were banks expecting to loosen their conditions. 

			Companies and households in Europe are financed by banks and European banks are large when set against GDP. This makes rescuing them and taking them over much more expensive and complicated in Europe than it is in the USA. The assets of Deutsche Bank are one and a half times Germany’s tax revenues and those of Barclays are twice the tax revenues of the United Kingdom, while the assets of Bank of America, the American bank with the largest balance sheet, are only worth around half of national tax revenues77. The size of the banks put the budgets of European national governments under heavy pressure. 

			In the USA the crisis was quickly passed on into the non-financial sector. Asset values fell and a lack of faith in the future led people to re-evaluate their consumption and saving decisions. Investment had been falling in yearly comparison since the last quarter of 2006. The crisis reached the labour market in autumn 2007 when American companies created significantly fewer jobs in the third quarter.

			The performance of the economy in spring 2008 was unimpressive, and in March the Federal Reserve rescued the investment bank Bear Stearns. It was not exactly clear yet which other banks had been hurt by the financial crisis or how badly. Real estate prices continued falling in the USA though it was not clear how much further they could fall or how dependent the banks were on property loans and on financial derivatives based on those loans. Growth in US gross consumption turned negative in the third quarter of 2008, which was the first time in at least the preceding two decades that consumption had fallen over a year. 

			The investment bank Lehman Brothers applied for bankruptcy protection on 15 September 2008, becoming the largest corporate bankruptcy by assets in the USA in recent times. Autumn 2008 saw the ignition of the economic crisis but it was hard at first to estimate how far it would spread. The Consensus Economics estimate of the global outlook became more pessimistic from month to month, and continued in this direction for a very long time. As things became more serious, important indicators of uncertainty like the VIX78 came back into use, and it rose in value from 25 to 80 in only a month and a half (Figure 9.2). There were dramatic price falls in stock markets in the second half of 2008 and early 2009 as the S&P 500 index in the USA hit the bottom at only 43% of its earlier peak, while the VIX had only ever been higher on Black Monday in 1987, when it had hit 150. 

			Movements in European markets tracked those in the USA and the spread between the three-month EURIBOR and the three-month EONIA SWAP, which indicates uncertainty, stayed relatively wide from the middle of 2008 onwards. As the crisis worsened, the spread widened further and uncertainty grew rapidly in Europe as confidence in the money markets dropped and so did stock markets. 

			From the second quarter of 2008, both exports and imports in Europe declined. The European Union exported 6.2% less in the fourth quarter than in the third, and a further 8.3% less in the first quarter of 2009, leaving total exports in 2009 16.6% below those of the previous year. The worst affected were Slovakia, Finland and Slovenia but GDP fell in all countries. At the end of 2008 there was a major rise in unemployment and that trend continued throughout 2009. 

			It is still not clear what exactly triggered such a large crisis in the USA and Europe. At one moment consumption fell, trade collapsed, share prices plunged and every indicator for employment dropped. There was a notable rise in indicators for volatility and real estate prices fell in many countries while the expected loan losses of banks increased and profits were reduced. What caused asset prices to fall, was the bubble burst by external forces in some moment of chance, or had the bubble simply reached its maximum size? Rising real estate prices and increased lending to the subprime segment makes some sense economically but it is hard to say when the line has been crossed beyond the reasonable. It became clear at one moment that real estate prices were overvalued and investment in property would lead to losses. Another factor in the background of the crisis was the long period of effectively zero savings in the USA, which had encouraged enthusiastic lending. 

			By 2009 the financial crisis had become the worst economic crisis since the Great Depression of the 1930s. The same year saw the start of the European debt crisis as the new Greek Prime Minister Georgios Papandreou announced to the Greek parliament on 16 October 2009 that the deficit in the government budget was much bigger than had previously been estimated. 

			10. The Estonian economy at the start of the global crisis

			Lenno Uusküla

			This chapter looks at how the global economic boom and the financial and economic crisis played out in the Estonian economy. Some background is given with a review of the Estonian economy in the first half of the 2000s, the conditions that created the boom, the progress of the boom, and then the start of the crisis.

			The Estonian economy generally went through the years of boom and crisis in a similar way to advanced economies, and it saw a boom before the crisis hit. GDP growth reached 10%, and potential growth was estimated to be at least 6%. Growth potential was only revised downwards after the crisis.

			The main feature that distinguished Estonia from the rest of the world was how widely the business cycle ranged here during both the years of growth and the later years of recession. Membership of the European Union and NATO certainly amplified the boom at first by giving greater security about economic regulation and increasing stability and confidence in Estonian economic policy. Stability was also aided by the fairly conservative fiscal policy of the government together with low debt and the reserves saved up for the pension reform.

			It was to Estonia’s benefit that the local real estate and consumption boom lasted only a relatively short time. If the global economy and external demand had not collapsed relatively soon after the boom started in Estonia and if capital inflows had not stopped, the Estonian economy might have fallen into much greater difficulties later on. Even so, the end of the real estate boom in the USA in the second half of 2007 and the cooling of optimism came too late for Estonia to avoid completely being swept up by the boom, as the damage had already been done.

			10.1. The conditions for the boom

			The years 2005–2007 saw real estate, credit and consumption booming, but the conditions that allowed this to happen had been created much earlier. The ratio of private sector credit to GDP was low in 2005, as were real estate prices compared to average wages or to real estate prices in western and northern Europe. The assumption that within a couple of decades Estonian GDP, incomes and real estate prices would be at average European levels meant that real estate investments should have high returns. This combined with increasing demand to support rises in real estate prices.

			Large amounts of cheap money were circulating around the world, searching for yield. As international financial restrictions were being weakened and trust in eastern Europe as a whole was increasing, money mostly arrived in Estonia through Scandinavian banks. The largest banks in Estonia based their business model on bringing in cheap money from their parent banks, whether as capital, loans or deposits, and then lending that money out in Estonia. Consumer confidence and investor confidence increased in Estonia as they did in the West and multiple new financial instruments allowed financial intermediation to grow strongly. 

			The emergence of a credit boom in Estonia was also aided by competition between the banks and looser lending conditions. The initially low levels of debt were fairly certain to grow and banks that had come under the control of Scandinavian banks had to offer ever more favourable lending conditions so as not to lose their market share. The result was that large housing loans were granted to families with a weak financial background, and these families then later fell into great difficulties after the financial crisis. Quite a few loans were similar to the NINJA loans that were issued in the USA and young families with little education and low incomes could get loans without any down payment of their own, using the property of their relatives as collateral. At first they would only have to pay the interest back to the bank, but their incomes were not high enough to let them pay the principal of the loan. Furthermore, some property was bought in substandard condition, and this was often very hard to resell when market conditions worsened.  
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			Falling interest rates also played a part in encouraging the real estate boom during the first half of the decade as both money market rates and lending margins declined. The nominal interest rate on loans fell to around 4% (see Figure 10.2) by the end of 2004, reaching the lowest level ever, but real interest rates fell close to zero as inflation accelerated. In 2007 mortgages for buying housing were most commonly advertised as the six-month EURIBOR plus a risk premium of around 60 basis points, and rising inflation meant that real interest rates turned negative. Very low real interest rates, especially if they persist for a longer time, can encourage excessive risk-taking and amplify a boom.

			The discussions of the time saw foreign direct investment as playing a large part in financing the economy although technically speaking money mostly flowed into Estonia through the balance of payments category of other investments. Foreign direct investments were considered to be more stable than portfolio or other investments, as they are less susceptible to capital flight because the money has usually been put into local production capacity.

			A particular feature of Estonia was the large role played by the finance sector in direct investment, and most of the category of other investment consisted of transfers of money from parent banks to subsidiaries. Direct investment in the financial sector affects the economy in a different way to direct investment in the non-financial sector and is more similar to portfolio investment. Money came to the Estonian banks, which then lent most of it out to fund purchases of housing and to companies in the real estate business. Direct investment in the financial sector in 2005 was more than ten times what it had been a year earlier, though the direct investment outwards from the Estonian financial sector in this year should be taken into account79.
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			The inflow of foreign capital may have been affected to some extent by the exchange rate regime. Experience from around the world has shown that a fixed exchange rate can encourage capital inflows, and may make them excessive (see e.g. Magud, Reinhart, Esteban & Vesperoni 2012). This is broadly confirmed if comparable countries are placed side by side, in this case the EU members from Central and Eastern Europe. In retrospect the whole of Central and Eastern Europe was an investor’s paradise before the global crisis hit.
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			In numerical terms, the biggest foreign investment in 2004–2007, taking together net direct, portfolio and other investment as a share of GDP, was 25% of GDP in Bulgaria and 21% in Latvia followed by around 15% in Estonia and Romania, 11% in Lithuania and 10% in Hungary80. For more on the importance of the exchange rate regime in Central and Eastern Europe before and after the global crisis, see Chapter 12. 

			Simultaneously with the real estate boom came a boom in consumption and the causes of the two booms were closely related. Nominal incomes doubled in 2001–2007 and while accession to the European Union did not immediately bring the free movement of labour, it did allow the free movement of services. Several Estonian companies took advantage of this and started to provide services to Finnish companies and households, allowing Estonians to work in Finland without a local work permit. The option of earning a higher wage abroad and then spending it at the lower prices in Estonia raised local real income and although the share of Estonian consumption that was funded by money earned abroad was still fairly small, this raised many people’s expectations for their income to almost unrealistic levels. As credit conditions were loosening at the same time, consumption growth happened with the help of the banks.

			Growing consumption boosted imports as many goods, particularly durable goods, are not produced in Estonia, and increasing domestic production would have been time-consuming and expensive in most cases. The current account deficit rose to 15% of GDP by 2006 (see Figure 10.4). It had been close to 10% since 2002 without causing any serious problems and the other Baltic states had also run current account deficits. The deficit was mostly seen as a good thing for a small and rapidly growing economy because foreign residents trusted the Estonian economy and wanted to invest their money in it. There were some exceptions to this attitude, but the warnings about growing macroeconomic imbalances were little heeded, and even for foreign observers the image of ‘Baltic Tigers’ prevailed at the time. 

			Cheap foreign money looking for yield was invested in ever riskier projects. Everyone got used to the large current account deficit and it came to be seen as normal. The foreign deficit increased from year to year, but this could again be seen as a good thing, as trust in the Estonian economy had grown even further. Consumer confidence was also boosted by the construction boom as the number of people working in construction more than doubled within a couple of years. Employment increased and unemployment fell sharply, raising confidence about the future even further.

			The more stable environment meant however that the boom could grow further. The phenomenon of increasing perceived stability was in many ways similar to the Great Moderation in the USA and Europe. The difference was that stability was taken more for granted here and lessons were not learned from history as they were in the West. It has been noted that in emerging economies people act under the assumption that the current state of the economy is a permanent one, not simply a brief and passing cyclical phase (Aguiar & Gopinath 2007). This was seen in Estonia in the popular expectation that growth would continue in the future at almost the same pace as during the boom.

			In its economic policy the government had lowered the income tax rate and agreed in the coalition programme to lower it further in future. Interest on loans for housing to serve as a principle residence could still be deducted from taxable income. Corporate income tax was reformed in 2000 when the rate on reinvested income was cut from 26% to zero, with the result that companies built up liquid reserves for investment. It made sense to retain profits within the company and not withdraw them early, as the money taken out to be invested elsewhere would have been reduced by the tax wedge. The measures taken in Estonia were quite similar to those in the USA, where president George W Bush passed the American Dream Downpayment Act in December 2003, which supported down payments by families for housing loans. There were also income tax deductions in the USA for housing loans.

			10.2. Overheating and the start of the crisis

			In 2005–2007 inflation stayed at around 4–5% in Estonia, which was not considered too high at a time when Estonia was catching up with Western Europe and the average inflation in the EU was 2.2%–2.4%. From 2008 inflation hit double digits, but as this followed the boom, this could not be seen as a sign of increasing imbalance, though average wages had already been rising for a long time. At that time attempts were made to distinguish between what was known as good inflation and bad inflation, and there were discussions about the natural inflation rate for convergence of income with that of Western Europe, and the inflation rate that indicated danger. Nominal wages rose faster each year and were up as much as 20% in 2007. This was particularly notable in the real estate sector, where wages rose by more than 30% in 2005 and 2006 and continued to do so until the end of 2006. Wage growth in the construction industry followed the general dynamics of wage growth, but wages there still grew much faster than in other sectors. Wages rose a lot faster in public administration at the start of 2007.

			The inflow of money, the real estate boom and rising prices and wages led to an appreciation of the real effective exchange rate (REER) based on consumer and producer prices, and a rise in unit labour costs. This then reduced the price competitiveness of Estonian companies. Other European countries such as Latvia, Lithuania, Portugal, Greece and to some extent Ireland saw a similar appreciation of the REER as domestic demand grew faster than external demand. When signs of overheating appear in an economy at a time when inflation is equally high in the economy’s main trading partners, the effective exchange rate doesn’t necessarily give an unmissable signal of potential problems ahead.  
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			Higher inflation than in the euro area was mainly explained away with the Balassa-Samuelson hypothesis, or the Balassa-Samuelson effect as it was commonly called81. Higher inflation for non-traded goods than for traded goods and higher inflation in the economy as a whole were not considered signs of danger. Rising prices for non-traded goods were considered to be a consequence of the transmission of higher productivity in the traded goods sector, though with hindsight this proved to be incorrect. In fact it was the inflow of cheap money that fuelled the consumption boom as prices rise for non-traded goods when supply is temporarily restricted, while import prices for traded goods are set by the global market price. One sign of the overheating was that domestic demand increased so much that some companies found it no longer worth exporting as it was better to sell their products on the Estonian market.

			The real estate boom ended in summer 2007 (see Figure 10.7). Apartment prices had peaked in the first half of the year, and in the second half of the year they were already falling, while prices for houses rose a little longer and peaked in the last quarter of 2007. In the second half of the year the post-boom adjustment began and rapid economic growth vanished almost overnight. The figures for annual GDP growth declined in each quarter. Despite this, a considerable boom continued in consumption. The current account deficit, which had been stable at around 10% of GDP in the preceding years, rose to 20% in the first quarter of 2007 and remained at around 15% for the rest of the year, ending up at 11% by the end of the year.

			The peak of the real estate boom coincided with the peak in the credit boom. The nominal value of new loans had not increased since the middle of 2006 and with rising real estate prices and considerably higher inflation, this meant that the real value of loans was already falling in 2007. In 2008 the nominal value of loans granted also started to fall, and in 2009 only one sixth as many loans were issued to households as in 2006. Corporate loans didn’t dry up as fast, and the first quarter of 2008 was similar to 2006. In 2009 the decrease in the stock of real estate loans accounted for almost half of the decrease in the total loan stock, while in 2006 one third of the growth in the loan stock had come from real estate loans. 
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			The growth in external liabilities ceased in the second quarter of 2008. The loan portfolio of the banks remained constant as new loans were only granted to the extent that old loans were paid off. Companies closed down their credit lines to one another, and payment deadlines shortened and were policed much more strictly. This led to a major credit crunch, which brought the boom in local share prices to an end. In January 2007 share prices had hit record highs and the stock exchange index passed 1000 points, but this was followed by a small fall and a new rise, which peaked on 20 July 2007 at 992 points. After that the index went into freefall, from 952 points on 9 August to 742 in January 2008 and 285 in January 2009. The OMX Tallinn index hit a low of 245 points on 3 March 2009 (see Figure 10.8.).
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			There were many factors behind the ending of the real estate and credit boom in spring 2007. Real estate prices had come remarkably close to the real estate prices in European capital cities and property had become much less affordable, measured as the square metre price against average wages. Many new companies had entered the real estate business and the quality of real estate development had declined. Ever more apartments were being bought in buildings where construction hadn’t even started, with the result that the builders didn’t always do the best quality work. The banks were finding it harder and harder to find new families that were able to borrow and the debt-to-GDP ratio had rapidly reached the average level in Europe.

			In 2008 GDP growth turned negative, though only a little at first, with falls in the first three quarters of between 1% and 3%. Confidence in the future and in business partners disappeared. The collapse of international trade at the end of 2008 had a major impact on Estonian exports, which shrank by 21% in 2009. Estonia’s main trading partners were hit very hard at the start of the crisis and Finland and Sweden saw exports fall by much more than other western European countries, while the Swedish krona slid by more than 15% against the euro. In 2009 the Estonian economy entered a full-scale broad-based recession that touched all markets and every sector.

			11. The impact of the global economic crisis on Estonia

			Ilmar Lepik

			11.1. Introduction

			The Estonian economy began to cool down after prices in the stock market and the real estate market peaked in summer 2007. Asset prices had begun to fall by the end of the second quarter and the credit boom was fading away. The approaching global crisis had so far been felt in Estonia principally through international financing channels. The Estonian financial sector was closely connected to the Nordic banks and to the wider world only through them, so no direct effect of the incoming crisis had really been felt yet. At first it was more of a retreat from the overheating than a real crash and it was thought possible, and even hoped, that Estonia would have a soft landing. 

			In some ways this hope was reasonable and was in line with some later retrospective reviews: “Booms sometimes die a natural death. The stock adjustment process that initially increased investment and durable consumption comes to an end. Increasing overvaluation reduces exports. Expectations of sustained fast growth turn out to be too optimistic and are revised downwards, leading to lower domestic demand. Credit quality deteriorates, leading banks to eventually tighten credit.” (Blanchard et al 2013). Unfortunately this description does not apply to a deep and comprehensive global recession.

			Economic growth in the form of real GDP growth year-on-year turned negative from the first quarter of 2008, but the decline was moderate until the fourth quarter. The real crisis started when global trade collapsed.

			This was the opening blow of the great crisis for the small and open Estonian economy. The hoped for soft landing turned very quickly more or less into free fall as real GDP fell by 11.7% year-on-year in the fourth quarter of 2008. And this was only the start, as the largest fall came in the third quarter of 2009 when the economy was down 19.3%. Over the whole of 2009 the Estonian economy shrank by 14.7%. 

			Figure 11.1 shows how deep the fall was and also shows how the crisis hit industrial production in all the countries covered at almost the same time and to almost the same extent. Estonia and Latvia are often subject to greater volatility over the economic cycle because they have very small and open eco-nomies. Economists don’t fully agree on the long-term effect of volatility on economic growth. The main trend in current literature considers excessive volatility to be more of a bad thing, but its ultimate impact also depends on other factors such as the development of financial markets (see Dabusinskas et al 2012).

			There was a major rise in uncertainty among consumers during the crisis and having fallen to 3.9% in May 2008, unemployment started to rise rapidly and almost without interruption until it reached 19% in April 2010. Private consumption fell together with GDP, and unemployment growth rose to almost the same degree with something of a lag (see Figure 11.2). At the same time, capital flows stopped and partly went into reverse, which led to the current account deficit turning into a surplus within just a few quarters. 
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			The recession knocked Estonia back to 2005 or 2006, depending on the indicators looked at. The reaction of economic policy to such a large crisis is of interest. Small and open economies can generally not be expected to stimulate demand strongly, as the impact would probably be dispersed across the borders and it would be difficult to finance. Estonia was something of a exception in its funding as the state didn’t borrow from markets82 as other countries commonly did. This means it can’t be argued for certain that the lending conditions would have been very harsh, although the experience of other Central and Eastern European countries, including the other Baltic states, allows the likely market interest rate to be guessed at in illiquid financial markets at the time. A loan taken at the time from the European Investment Bank (EIB) was not under market conditions in the usual sense and was used together with money redirected from EU structural funds to support the supply side of the economy in a support package for corporate funding. 

			The main reaction of economic policy to the crisis came through budget cuts, because the state budget no longer reflected reality. Using up the government’s reserves83 of around 10% of GDP rapidly and in full would have been risky in the face of a crisis of unknown length, but their very existence was a big plus for Estonia as it meant that there was no need to start borrowing immediately. Everything happened relatively quickly in Estonia, within only a year, and in this sense quite differently from the long drawn-out austerity policies that other countries used during the later years of the debt crisis (see Hansson and Randveer 2013). 

			A topic that merits separate coverage is the extent to which those setting Estonia’s economic policy had any power to make choices. There are different opinions on this, with Anders Aslund (Aslund 2012) among those who believe that the choices were limited but a longer discussion would be beyond the scope of this book. Here it can only be noted that the choices of a small and open economy in a big crisis cannot be directly compared with those of large countries for various reasons and usually tend to be more limited. 
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			Before the main economic policy measures can be considered, two other points should be noted as worthy of attention in a discussion of how the global crisis affected Estonia.

			
					Labour market legislation. By coincidence, previously written changes to the law on labour contracts came into force during the crisis. They reduced the amount of notice that had to be given before dismissals and cut benefits to those who were dismissed, with some of the costs moved from the employer to the unemployment insurance fund. Research has shown that the Estonian labour market became more flexible after the contracts law was amended and labour mobility increased, but the change was more between employment and unemployment than between jobs (Malk 2013). 

					The pension system. In contrast to many neighbouring countries, Estonia didn’t cut pensions during the recession. The indexing of pensions was postponed into the future, meaning that pensions rose by less in the first years after the crisis. The state contributions to pensions savings accounts in the second pillar of the pension system were stopped for a time84. 

			

			The economic policy of the time consisted of the monetary policy measures, a support package for businesses as a supply-side measure, and budget cuts85 with two supplementary negative budgets, which can be looked at together. There was practically no demand-side stimulation in the Estonian economy during the recession. 

			11.2. Monetary policy and the financial sector during the crisis

			Monetary policy and financial sector policy remained broadly the same throughout the boom and crisis, and only two major changes were made. This is no surprise given how the logic of the currency board was based on rules and markets and the earlier experience of the Asian and Russian crisis. 

			The first change was a precautionary raising of the minimum reserves for banks from 13% to 15% in September 2006. The central bank did this in response to the strong capital inflows of the time, the credit boom, the widening current account deficit and the signs of overheating in the economy following accession to the European Union. As a member of the European Union, Estonia didn’t have any other way of sterilising the incoming capital and this was also the limit of the currency board tools. 

			The 10% capital adequacy requirement, which was larger than usual for the time, fulfilled the same role as the minimum reserve requirement to some extent. However all this was still not enough given how large the capital flows were at the time and how small and open the Estonian economy is. It is impossible to know now what would have happened if extraordinary measures had been used, such as raising the reserve requirement to 50%, but a move like that in contradiction to market expectations would have been quite unthinkable at the time. Such a policy would anyway only have been possible pre-emptively, not in the depths of the crisis, and it would have been truly shocking under the circumstances. 

			It should be remembered that under a currency board there is no sterilised or unsterilised intervention in the currency markets and the central bank does not set the base interest rates. The free movement of capital is one of the three fundamental freedoms of the EU and any sort of capital control was impossible at the time. The general view, and the view of the IMF, towards such issues changed somewhat after the global crisis, when capital controls began to be permitted in certain specific circumstances. This is still a relatively grey area and after the crisis the IMF now seems to believe that capital controls are a measure of last resort and the central role in preventing bubbles should go to economic policy (see Grønn and Fredholm 2013). 

			The second change was the addition of substantial contractual support to the lender of last resort facility. Prior to entry into the euro area, Eesti Pank had only a limited ability as the central bank in a currency board arrangement to lend to commercial banks operating in Estonia, as it could only do so within the limit of the excess reserves over the currency board cover. If any large bank had needed liquidity support, the central bank would have been unable to provide it. 

			On 27 February 2009, Eesti Pank and Riksbank, the central bank of Sweden, signed a precautionary agreement to secure financial stability. The agreement was designed to enhance the capacity of Eesti Pank to provide liquidity under the currency board arrangement and to boost confidence in the financial markets. The agreement was for up to 10 billion Swedish krona. Most of the systemically important banks in Estonia were subsidiaries of Swedish banks and preparatory work for Eesti Pank and Riksbank to work together in providing liquidity support for the banks started in the first half of 2008. The agreement could not be finalised before the start of 2009 because of the global financial crisis that erupted after the bankruptcy of Lehman Brothers and put a stop to the preparatory work. The agreement ended at the start of 2010. Using such a lending facility would have been a de facto abandonment of the strict currency board arrangement. Although no loan would have been shown officially on the Eesti Pank balance sheet, it would have breached the principles of the currency board by allowing unbacked currency into circulation. 
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			Figure 11.3 shows how the main monetary indicators changed during the global crisis. The changes came from two sources, the turbulent times the world was going through, and the resulting change of behaviour from Scandinavian parent banks. This also supports the argument that Estonia didn’t experience a financial crisis as such, but the impact on the Estonian economy came only through the Nordic banks. Figure 11.4 shows the relation between gross capital inflow and the current account deficit. 
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			The financial sector and the banks in Estonia weathered the crisis well, partly because the Nordic parent banks indirectly considered the Baltic states to be a part of their home markets, which it was not clear in advance that they would, as they could have acted differently. Grace periods were granted for loan servicing and collateral was not realised as quickly as it had been during the boom. Furthermore, the banks didn’t demand additional collateral from clients if the value of the real estate used as collateral fell below the outstanding value of the loan86. In effect, the banking sector concentrated on managing its existing loans during the crisis, not on issuing new loans, and the loan stock started to shrink. 

			The stricter capital requirements than required under Basel II for the banks were not able to prevent the boom, but they allowed the banks to write off bad loans without needing to raise any additional capital. As the financial sector is crucial for maintaining the exchange rate, and in Estonia that means the systemically important banks, a devaluation of the kroon was not on the agenda at any time during the crisis. However, this did not prevent fear of contagion, especially at the end of 2008 when it became clear that the situation in Latvia was critical and an EU and IMF bailout was ultimately needed. Foreign investors from the Nordic countries also played a part in spreading expectations of devaluation by drawing conclusions from their own experiences.

			11.3. Economic policy during the crisis and the view of employers

			The main economic policy measures during the crisis were the support package for corporate financing, internal devaluation, and negative supplementary budgets. Interviews with Jüri Käo, President of The Estonian Employers Confederation, giving the opinion of the business community about the crisis and the measures taken were used in this review. 

			11.3.1. The corporate financing package

			The package of state support for companies was started on 5 February 2009 as a reaction to the sharp change for the worse in the economic environment accompanied by a drop in external demand and a severe tightening of the financing conditions for companies. After several years, the credit boom had ended. The global financial crisis had led the Nordic banks to change their funding strategies for the Baltic states as they aimed to get the loan-to-deposit ratio close to balance at 1:1, from the 1.75:1 that it had reached in Estonia at the peak of the boom. The funding situation started to become critical for companies and the support package was intended to alleviate the problems to some extent. 

			The original plan for the support package called for the assistance given by KredEx87 and Enterprise Estonia to be simplified and broadened, the export guarantee scheme to be extended, support to be given for refinancing bank loans, equity loans to be given to companies and a credit line with a government guarantee to be set up to fund the banks (cabinet papers 4.02.2009). The measures in the package as it was finally passed were worded a bit differently, but the differences in the content were only minor. As the support was given through KredEx, the support package was also called the export support package. The funding came from EU structural funds and a loan from the EIB, while the resources of the EU financial perspective 2007–2013 were partly frontloaded and redirected from Enterprise Estonia to KredEx. 

			The package as passed was worth 1.98 billion kroons (126.5 million euros), which was 0.92% of GDP at the time88. There were also loan guarantees on top of this. In total the package made around 2 billion kroons in loan resources available to businesses one way or another, and increased the ceiling for state guarantees to 60% of the value of loans on average. 

			At the same time, the stock of corporate loans declined by 5.4 billion kroons (345 million euros) or 1.5% of GDP in 2009, which was clearly more than the support package was worth, and the total decrease in the loan stock from the second quarter of 2009 to the first quarter of 2011 was 13.3 billion kroons (around 850 million euros). Broadly speaking the package covered about 15% of the credit contraction that happened while it was in place. These figures and calculations do not directly reveal how much less deep the package made the recession and how many jobs it saved, as its impact is hard to assess. The aggregate assessments of KredEx and Enterprise Estonia can be used to answer indirectly as they give micro level data, but it is hard to separate out the effects of the package from the effects of the usual support given by those institutions89. 

			The corporate financing package was ended on 31 March 2011 as the direct need for it was no longer there. It had led to several changes in the support for companies, especially through KredEx, and among other things it meant that export guarantees were separated off into AS KredEx Krediidikindlustus, a branch of KredEx handling credit insurance.

			11.3.2. Negative supplementary budgets and internal devaluation

			The deep recession that had hit by 2009 rendered all the earlier forecasts irrelevant and changed the situation comprehensively. The revenue side of the state budget drew on assumptions that departed significantly from reality and was no longer itself realistic, and cuts had to be made in the budget. It was not considered possible to borrow to cover the budget deficit and stimulate the economy, as the economy was small and very open and the financial markets may not have had confidence in it. Stimulus came to Estonia more through the measures passed to stimulate demand in Finland and Germany. 

			The difference between small and large open economies should again be noted here, as it cannot be assumed that they will react the same way in a major crisis. An interesting example of this is Finland, which is also a small country in international terms but a large one from the Estonian perspective90. All else being equal, Finland probably has somewhat greater freedom of manoeuvre in its economic policy decisions as the Finnish economy is a mature market economy and it has the top rating of AAA in the financial markets. 

			Things changed so quickly in Estonia in 2009 that within a only a few months it became necessary to pass two negative supplementary budgets, which can be here considered as two parts of one whole. The total value of the budget cuts and additional revenues of the time was large at 9% of GDP. However, it should be remembered that these measures were only taken in 2009 in Estonia, and nothing similar was done later. 

			That 9% of GDP was not only cuts, as is commonly thought. This analysis looks at the state budget perspective, and notes measures that are outside that separately. The forecast revenue in the 2009 budget was 97.8 billion kroons but statistics showed actual revenues to be 83 billion kroons, or about 15% less. Spending was forecast at 98.5 billion kroons, but actual spending was 88.1 billion kroons, or about 9% less.

			Net spending cuts were 12.3 billion kroons or 5.7% of GDP91. Additional revenues of 4.3 billion kroons were received, or 2% of GDP, and they came from 

			
					tax rises: VAT rose from 18% to 20% and excise was raised on natural gas, tobacco and fuel, with fuel excise rising twice;

					non-tax income: mainly dividends from state-owned companies and the sale of land;

					a halt in the state’s payments to the second pillar funded pension.

			

			Other measures beyond the budget were taken alongside the cuts and additional revenues, with a rise in unemployment insurance contributions boosting incomes and the postponement of certain clauses of the labour contracts law that were due to come into force on the cuts side, while the liabilities of the healthcare system were reduced and limits were placed on local authority budgets. Together this added up to 2.6 billion kroons, or 1.3% of GDP. If these three elements, the budget cuts, the additional revenues and the cuts and revenues beyond the budget, are added together, the net result was worth 9% of GDP (5.7%+2%+1.3%). Of this, 6.8% came from cuts and 2.2% from additional revenues. The combined impact of the measures on the state budget can be seen in Figure 11.5, where a longer-term view is given.
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			The worst year of the crisis, 2009, saw both austerity and internal devaluation. These two concepts are quite different and overlap only partially. Internal devaluation is the recovery of price competitiveness through a reduction in prices or wages, while austerity as an economic policy aims to reduce the national budget deficit in a hostile economic environment92. The only place where the two concepts overlap is in the reduction of wages in the public sector. The widely heard argument that wages are not flexible downwards is not always true, especially in countries in transition. Wages can more easily be cut if trade unions are weak, as they are in Estonia. 

			The question of prices is easier. Having reached almost 10% in 2007, inflation fell in 2008 and was replaced by deflation in 2009 as the deep recession was reflected in prices. Deflation only lasted for less than a year and the total fall in prices in 2009 was negligible at 0.1%, while the harmonised consumer price index didn’t show any deflation at all as it rose by 0.2%. 

			Changes in wages were significant as the corporate payroll dropped by 19% in 2009 and that of the public sector by 9%, with 6.8% of that coming from direct wage cuts. This was a case of a serious cut in wages through internal devaluation, which meant that the price competitiveness and profits of companies were able to recover relatively quickly. The changes in price competitiveness shown by the real effective exchange rate (REER) and unit labour costs are illustrated in the following figures. 
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			Overall Estonian price competitiveness improved rapidly and corporate profits recovered as a result of internal restructuring93. As external demand recovered, the economy returned to growth in the second half of 2010. The economy grew quite fast at first, by 2.5% in 2010 and 8.3% in 2011, but this was largely because the preceding fall had been so steep. The recovery in growth was aided by a rebound in external demand and an improvement in price competitiveness as a result of the internal devaluation. 
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			The budget cuts during the crisis are often directly linked to the changeover to the euro, but at least at the start of 2009 the cuts were mainly made in Estonia because the state budget had become unrealistic. The chance to meet the criteria for joining the euro area first appeared only in spring and summer 2009, as the measures needed to stabilise the budget and those for meeting the Maastricht budget criterion were the same and the only difference was in the size of the cuts required. Entry into the euro area is discussed in more detail in chapter 13. 

			11.3.3. The opinion of businesses

			This section draws on an interview with Jüri Käo, Chair of the Estonian Employers Confederation.

			Companies saw the crisis coming earlier than did those state institutions whose job it actually was. The danger was clearly noticeable in summer 2008, because by then the boom in the stock market and the real estate market had already subsided and lending was beginning to decline. By September 2008 most large businesses had already drawn up a crisis plan, but it was assumed at the time that the crisis would be much smaller than it ultimately proved. 

			In this sense the arrival of the crisis was not a surprise for business, but its depth was certainly unexpected. It would be possible to get a better picture of how things were if there were something like a purchasing managers’ index in Estonia, as businesses find that the sentiment surveys of the Estonian Institute for Economic Research alone do not show enough. Looking back it becomes apparent that there was a dual crisis in Estonia, as the local economy cooled at the same time the global crisis hit, which was not expected and whose potential combined impact was clearly underestimated, as it was everywhere else around the world. 

			The sense of danger for companies increased throughout 2008, but the government reacted slowly to what was happening, and as a consequence the business community came into conflict with the government. Tensions were greatest when the 2009 state budget was being passed, as companies did not believe it was realistic. The true depth of the crisis began to become clear at the end of the year after global trade collapsed in the fourth quarter of 2008.

			The crisis hit the Estonian economy very hard because a small and open economy is largely dependent on exports, local companies are small by European standards and weakly capitalised by Nordic standards, and the credit boom before the crisis meant that companies were heavily leveraged. This weakened the balance sheets of companies, and when their cash flows became less certain, they no longer had significant financial reserves as those in many companies had been used up by spring 2009. 

			The worst time in the crisis was spring and summer 2009. It should be noted that in contrast to the Asian and Russian crisis, the banks largely supported businesses this time, though this was made harder by the directions from the Nordic parent banks to bring loans and deposits into balance and by their decision not to give any more fresh  money to banks in Estonia. In effect loans were not issued for a while and banks only handled existing loans and other current issues.

			The government reaction to what was happening was delayed but appropriate, and even businesses did not see many other options than those that were proposed. The two negative supplementary budgets got the tacit support of business, and the corporate financing package of the Ministry of Economic Affairs was also important as it gave them capital support and guarantees. Although this measure was not much known about publicly, the package offered quite a lot of support to larger companies as well. By spring and summer 2009, relations between the government and business had recovered and business leaders were again being listened to. 

			Among neighbouring markets, Russia survived the crisis rather better than the smaller countries, and played a mainly positive role. The biggest difficulties were encountered in the other two Baltic states, especially Latvia. Companies that had expanded there suffered serious losses and a lot of them closed their Latvian branches.

			Business leaders saw adoption of the euro as possible and necessary as there were a lot of rumours circulating about a devaluation of the kroon. Local business felt this speculation was particularly common among foreign investors, who appeared to be drawing on earlier European experience, and this exacerbated the recession even more. 

			One lesson from the crisis was that businesses understood the need to mitigate risks, and another was that they learned that it is important to focus on their own business and not to get distracted in other areas, as they had in real estate before the crisis. Equally, companies became more efficient and reduced the chances of wages shooting upwards in the future. In contrast to the boom years, companies now understood the importance of exports better, as the domestic Estonian market is too small to absorb shocks.

			11.4. Conclusions

			The question of what exactly caused such a deep recession in Estonia has not yet been raised in this book and it is probably too early to give a definitive assessment, though some explanations can be given. The crisis had two causes, the domestic overheating and the major external shock. The question arises whether these two effects offset or amplified each other and the information currently available suggests that they probably amplified each other to some extent. It cannot be clearly said that the two factors were fully compounded, as the external shock came a year after the peak of the boom and the boom was not cut off right at that peak but somewhat later. Another factor was undoubtedly the collapse of world trade at the end of 2008, because the biggest losers in that were countries which were open and focused on exports and which had small domestic markets. 

			Overall it was a sharp boom-bust cycle, with an external demand shock and a sharp tightening of credit as capital flows stopped and Nordic banks changed their strategies. Businesses found that financial companies behaved in a generally supportive way during the difficult times, which had not been the case during the Asian and Russian crisis, and there were no major problems between businesses and the financial sector. The financial sector played a dual role during all this as banks with foreign ownership encouraged excessive inflows of capital before the crisis, but during the recession they compensated for this by maintaining stability in the financial sector. Despite some pressure here and there, the devaluation of the kroon was never on the agenda.

			The government budget and the liquid savings position were remarkably good going into the crisis. These liquid reserves together with the efficient use of European Union funds and the strength of the financial sector, meant that Estonia didn’t need to borrow to cover its immediate needs. The government’s liquid reserves played an important role during the crisis, partly because they guided market expectations and partly because they were used to cover costs at the worst point of the crisis. Government liquid reserves, including the stability fund, probably helped preserve Estonia’s sovereign rating at investment grade throughout the recession. 

			Economic policy was dominated by the austerity measures, which had a total value equivalent to 9% of GDP. The impact of these measures was softened by automatic stabilisers, with a budget deficit of 3% of GDP in 2008 and 2% in 2009, and a corporate financing package worth 1% of GDP. At the same time, the consolidation of the budget and rises in taxes and unemployment insurance contributions had a negative effect. What the aggregate effect of all these factors was in defining the depth of the recession from its peak has not been estimated. 

			The economy started to grow again in 2010. This was helped by the recovery in external demand and the internal devaluation through wages, which made businesses profitable again at almost the same price levels. Real incomes started to rise in 2012 with a lag of a year and a half. One impact of the recession was a noticeable, though not very large, temporary widening of income inequality, as the ratio of the highest quintile to the lowest in 2012 was the same as it was before the crisis in 2005–200694. The slow recovery of real incomes was a consequence of the global crisis, as inflation climbed back to fairly high levels as the economy rebounded, meaning that growth in real incomes was restrained. The impact of the crisis on incomes was felt more in their relatively low levels compared to the rest of Europe rather than in income distribution. 

			The domestic causes of the crisis stemmed largely from excessive optimism in the years following accession to the European Union. A sizeable economic bubble started to appear after the accession, which meant the subsequent recession was deeper. Although the economy started to grow again in 2010, the depth of the crash meant that the recovery took longer. GDP statistics (ESA 2014) show that Estonian real GDP is still a few per cent lower than where it peaked during the boom, though GDP per capita at purchasing power parity is now higher than it was (Eurostat)95. Furthermore, GDP during the boom was well above potential with a large positive output gap, whereas now most estimates say it is slightly below potential and the gap is negative. This is the main reason for arguing that the economy has recovered from the recession. Unemployment has not fallen back to its earlier levels, but in this case the overheating during the earlier point of comparison should be considered, and so the current labour market is at a new equilibrium. In any case, unemployment is a problem all across Europe. 

			Looking back five years later on at the global crisis and the subsequent euro area debt crisis, it can be seen that Estonia emerged relatively well given how sharp the shock was and how large the preceding bubble. The countries around Estonia were not directly affected by the debt crisis, and they were more affected by the way the global economic problems and the debt crisis were intertwined in later years. Whether Estonia was a success story in international terms during the crisis is not a subject for discussion here, but the economic development in subsequent years indicates that the starting position of the country after the recession was quite strong. 

			Monetary systems with currency boards survived the global crisis, though they were already losing popularity before it hit. Unlike during the Asian crisis a decade earlier, the exchange rate regime was not among the main causes of the crash. Those causes were much more to be found in the regulation of the financial sector, a lack of competitiveness, high debt levels and structural issues. Since the Argentinian currency board collapsed in 2002 and Estonia joined the euro area in 2011, there have been no more than a handful of remaining currency board arrangements, and Lithuania’s accession to the euro area is now imminent. Given that the Hong Kong currency board is anyway something of an exception, the now again fairly exotic monetary system of the currency board arrangement survives only in a few very small or island states and a couple of European countries, Bulgaria and Bosnia and Herzegovina, and so things are almost back to where they were twenty years ago.

			12. Boom and crisis in Central and Eastern Europe, 2005-2010

			Karsten Staehr

			This section discusses how selected EU countries in Central and Eastern Europe (CEE) coped with the extreme changes in the external economic environment in 2005-2010. This will give a comparative context for developments in Estonia and will permit an assessment of how macroeconomic performance was affected by the exchange rate regime. The analysis covers all the 11 EU countries from Central and Eastern Europe except Slovenia, which adopted the euro in 2007; Slovakia, which followed in 2009; and Croatia, which only became an EU member in July 2013. 

			All the CEE countries were in large part affected by the same changes in the external environment that affected Estonia. The pre-crisis period saw an easing of international credit conditions, while the global financial crisis led to a collapse in export demand, large capital outflows and deteriorating sentiment among households and firms. The extreme fluctuations in the external environment were bound to affect output, unemployment and inflation in any case, but the different economic structures and policies in different CEE countries arguably meant that the economic outcomes differed in important ways. At issue then is how countries with different exchange rate systems managed during the turbulent period 2005-2010. 

			12.1 The other fixers

			Bulgaria, Latvia and Lithuania all maintained a fixed parity with the euro throughout the period. Bulgaria and Lithuania had currency boards similar to the Estonian one, while the Latvian authorities used a traditional fixed exchange rate regime, but with very narrow fluctuation bands. 

			The three countries had all introduced fixed exchange rate systems in order to bring down inflation. The fixed exchange rate disciplined economic policy-making, locked in the price increases of traded products, and provided an anchor for the inflation expectations of households and firms. Bulgaria introduced its currency board in 1997, Latvia its peg in 1993 and Lithuania its currency board in 1994. All three countries had annual inflation rates of around 6% or below in 2004. 

			The pre-crisis period saw rapid economic growth driven in part by substantial capital inflows or current account deficits. Figure 12.1 shows the current account balance in the three countries and Estonia for the six years from 2005 to 2010. The current account deficits increased in the pre-crisis period and typically exceeded 10% of GDP. The deficits exceeded 20% of GDP in Latvia in 2006-2007 and in Bulgaria in 2007-2008; such current account deficits have no historical precedent except in countries recovering from war or large-scale natural disasters. 
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			The composition of the net capital inflows changed markedly in the years prior to the global financial crisis (Jevčák 2010). In 2004-2005 the bulk of the net capital inflow stemmed from foreign direct investments, while portfolio investment and loans and other forms of credit were less important. At the end of the boom in 2006-2007, portfolio investment and, increasingly, loans were taking centre stage. This coincided with the banking sector expanding rapidly in all of the countries. While the volume of unsecured consumer loans continued to be modest, mortgage loans became widespread and maturities were lengthened. The banking sector financed the domestic lending booms through external borrowing. Most of the banks were foreign owned and they typically borrowed from their West European owners, while domestic banks often borrowed from international loan consortia. The result was that capital inflows financed domestic lending booms intermediated by the banking sector. It is noticeable that most borrowing by firms and households in the countries with fixed exchange rates took place in euros and other non-domestic currencies (Rosenberg & Tirpak 2009). This exposed firms and households, and indirectly the banking sector, to exchange rate risks, but the increasing volumes of foreign currency loans suggest that the risks were deemed to be small by borrowers and lenders. 

			The extreme current account deficits in the three fixers led to a rapid accumulation of foreign liabilities; at the end of 2007 the net international investment position was -81.1% of GDP in Bulgaria, -74.7% in Latvia and -55.8% in Lithuania (Eurostat 2014). The current account deficits and the resulting deterioration of the net international investment position appear excessive in retrospect, but developments were harder to assess at the time. Membership or prospective membership of the EU improved the economic outlook and made it reasonable to expect that the countries could sustain new higher “equilibrium levels” of indebtedness. The question at the time was thus whether the very large current account deficits reflected the build-up of unsustainable imbalances or merely a rapid adjustment to a new equilibrium level of the net international investment position (Blanchard & Giavazzi 2002, Staehr 2007).

			The countries all experienced sudden stops in their capital inflows starting in 2007. The inflows levelled off during 2007 and the first half of 2008, but large outflows emerged after the bankruptcy of Lehman Brothers as capital fled to safe havens. The reversal of the current account from 2007 to 2009 amounted to 31.0 percentage points of GDP for Latvia, while the reversals were 15-20 percentage points of GDP in the other fixers. The reversal in Latvia should be seen in relation to the extremely large current account deficits in the years before the crisis, but several factors aggravated the situation. Parex bank, a Latvian-owned bank, encountered problems refinancing its debt and was in the end bailed out by the Latvian government, which in turn encountered troubles as it could not attract financing in the illiquid markets that prevailed in the autumn of 2008. Latvia entered into a lending programme led by the IMF and the EU and to which Estonia also contributed. 

			The very large and rapid changes in capital flows are reflected in real exchange rate developments (see Gabrisch & Staehr 2012). Figure 12.2 shows an index of the real effective exchange rate calculated as the domestic consumer price index divided by the trade-weighted consumer price index converted to domestic currency. While the nominal exchange rate against the euro remained unchanged in all the countries, the real exchange rate appreciated markedly in the years prior to the global financial crisis. The real effective exchange rate increased the most in Bulgaria and Latvia, the two countries with the largest current account deficits. The real effective exchange rate depreciated in all the fixers after the global financial crisis, although it is only visible in annual data from 2010. The fixed exchange rate implied that the real exchange rate depreciation and improved competitiveness had to come about through lower wages and prices in the form of an internal devaluation. 
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			Figure 12.3 illustrates the extremely large GDP fluctuations in the fixers. Before the global financial crisis growth rates were very high, in particular in the Baltic states, which became known as the “Baltic tigers”. The high rates of growth were in large part domestic consumption booms that were financed by large capital inflows, as shown in Figure 12.1 (Staehr 2012). Estonia and Latvia were already experiencing falling growth rates before the bankruptcy of Lehman Brothers, in part because domestic demand was tapering off as credit became scarcer and exports did not increase markedly, arguably in part due to the real appreciation in the years before. The output declines in 2009 were extremely large in the Baltic states and more moderate in Bulgaria. The output decline was arrested, however, in 2010 with all the fixers attaining positive or only modestly negative growth in 2010.
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			The discussion has shown that the experiences of Estonia in 2005-2010 were closely mirrored in the other CEE countries with a fixed exchange rate. The substantial capital inflows during the pre-crisis boom coincided with rapid credit growth, overheating, asset price bubbles, inflation and rapid real appreciation. Measures such as fiscal tightening, increased bank reserve requirements and moral persuasion were tried in different countries but proved rather ineffective. During the crisis capital flows reversed, exports contracted and sentiment soured, and without an independent monetary policy and with limited fiscal space the output of the economies declined dramatically and unemployment shot up. 

			The experiences in the CEE fixers are by and large in line with the insights of the impossible trinity. With a fixed exchange rate and free capital mobility, the countries had committed to abstaining from using any traditional monetary policy instruments, and they came to experience very large fluctuations in output and unemployment. It is notable that among the CEE fixers it was Bulgaria that experienced less dramatic changes in capital flows and output during the period, possibly because its economy was less internationally integrated than the Baltic economies. 

			It is also notable that the CEE fixers managed to retain their fixed exchange rate systems in spite of the large capital outflows and substantial output declines during the global financial crisis. Several factors may explain this success in the otherwise difficult situation. First, the full reserve coverage in the currency board and a corresponding set-up in the Latvian fixed exchange rate system provided credibility and may have helped avert even larger capital outflows. Second, the international financial assistance to Latvia may have played a stabilising role for Latvia and arguably also for the other fixers. Third, the authorities in the fixers had retained the fixed exchange rate and the parity in previous crises and in this way had shown their commitment to their currency regime. Fourth, since most borrowing in the CEE fixers was in foreign currency, a devaluation or float would have led to higher debt servicing costs in domestic currency, further aggravating the balance sheet problems faced by many firms and households. 

			12.2 The floaters

			Among the CEE countries, the Czech Republic, Hungary, Poland and Romania maintained floating exchange rates throughout 2005-2010. All four countries had at various times had fixed exchange rate systems, but they had all switched to floating exchange rate systems and inflation targeting, often after a speculative attack. The CEE countries with floating exchange rates are among the largest CEE countries, an observation consistent with the theory of the Optimal Currency Area. The floaters in many ways experienced the same changes in the external environment that the fixers did, but the outcomes differed in important ways. 

			Figure 12.4 shows the current account balance of the four CEE countries with floating exchange rates. Negotiations on EU membership, increased integration and improved long-term prospects made the region a more attractive option for foreign direct investment, portfolio investment and loans. The countries had substantial current account deficits before the crisis, but they were generally much smaller than those in the fixers. Before the crisis the current account deficit never exceeded 5% of GDP in the Czech Republic, although it reached 13.5% of GDP in Romania, which had among the lowest per capita GDP of the CEE countries. 
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			The global financial crisis affected the four countries with floating exchange rates in different ways. Hungary and Romania were subject to sudden stops as their current account deficits contracted substantially, particularly in 2009. The reduced foreign capital inflows and tighter domestic financial markets made it increasingly difficult for the governments in the two countries to finance their debt obligations; the Hungarian government signed up for international support in November 2008 and the Romanian government followed in May 2009. It is noticeable that although Hungary and Romania experienced sudden stops in 2009-2010, the changes in the current account balance were much smaller than the changes in those CEE countries with fixed exchange rate systems. 

			Poland saw a very modest improvement in its current account balance in 2009-2010, which may be explained by at least two factors. First, Poland had relatively small current account deficits before the crisis and a favourable net international investment position. Second, the Polish economy was less open and so it was less susceptible to external disruptions than most other CEE economies. The Czech Republic had a unique position as its current account balance actually deteriorated slightly during the crisis, which is a consequence of investors increasingly seeing the Czech Republic as a safe haven. 

			The conclusion is that although the floaters were severely affected by the global financial crisis and two of the countries had to seek international bailouts, the capital flow dynamics were much more stable in these countries than in the fixers. It is worth considering the role of the floating exchange rates in this outcome. Figure 12.5 shows an index of the nominal exchange rate in the floaters from 2005 to 2010, where an increase in the nominal exchange indicates a nominal depreciation. Figure 12.6 shows an index of the real effective exchange rates for the same period, where an increase in the real effective exchange rate indicates a real appreciation. The dynamics of the series are in large part mirrored across Figures 12.5 and 12.6 so that, for instance, the substantial nominal depreciations in 2009 coincided with large real depreciations. In other words, changes in the nominal exchange rates were in large part followed by changes in the real effective exchange rates, a finding which is consistent with some price rigidity in these countries.  
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			In the pre-crisis period, when the countries received substantial capital inflows, the nominal exchange rates appreciated in three of the countries, while the rate was broadly stable in Hungary.96 The result was a relatively strong real appreciation in all of the floaters although with some differences between the countries. When the crisis struck after the bankruptcy of Lehman Brothers, capital fled the countries in a flight to safety which led to substantial downward pressure on the exchange rates. The depreciation of the Polish zloty was particularly pronounced, while the Czech koruna saw very little change. These developments were immediately reflected in the real exchange rates, which depreciated in the crisis year 2009, only to appreciate moderately in 2010. The immediate depreciation of the currencies led to balance sheet problems in firms and households that had borrowed in foreign currencies, a problem which particularly affected Hungary, while the ensuing improvement in competitiveness benefitted the exporting and import-competing sectors.

			Figure 12.7 shows the development of GDP growth from 2005 to 2010. Hungary exhibits a weak growth performance after the political crisis in 2006, while the other countries display healthy growth rates of around 5% per year. The Czech Republic, Hungary and Romania experienced substantial setbacks in 2009, roughly of the same magnitude as that in Bulgaria but much smaller than the downturns in the Baltic states. Intriguingly, Poland did not enter a recession and exhibited a relatively strong growth performance in both 2009 and 2010. 

			
				
					[image: ]
				

			

			A floating exchange rate affords some benefits when a country encounters a large inflow of capital. The ensuing real appreciation typically takes place in the form of a nominal exchange rate appreciation, and this reduces the risk of overheating and the build-up of inflationary pressure. Likewise, a large outflow of capital will typically lead to depreciation of the currency, which improves competitiveness and helps reduce negative output effects. A floating exchange rate may be attractive in economies affected by rapid changes in capital flows as the floating exchange rate may help stabilise production and inflation. 

			This conclusion does, however, come with some qualifications. Rapid changes in capital flows may lead to very volatile nominal exchange rates, which may cause unwarranted reallocation between sectors. Small open economies with floating exchanges may still be concerned about very large fluctuations in the exchange rate and prolonged periods of misalignment. A highly fluctuating exchange rate may also be a source of uncertainty and could complicate comparisons of domestic and foreign prices. 

			Large capital inflows and outflows may still be destabilising even if the floating exchange rate acts as a shock absorber and monetary authorities can set short-term interest rates (Lipschitz et al. 2006). First, if a capital inflow leads to an exchange rate appreciation, investors may expect the appreciation to continue and the expected appreciation of the currency will make the country an attractive investment destination. Second, if a capital inflow leads the authorities to lower the short-term interest rate in order to reduce the attractiveness of such inflows, the result might be asset price inflation in real estate, stocks or bonds, and this is unwarranted during a boom and could also attract more capital from abroad. This is known as the Tosovsky Dilemma after Josef Tosovsky, the former governor of the Czech National Bank. The upshot is that although there are cases where a floating exchange brings advantages, it will not in all cases be able to isolate a country from external disturbances.

			12.3 Discussion

			The macroeconomic challenges facing the CEE countries in 2005-2010 were exceptional and included extreme changes in capital flows, trade and sentiments. Bakker & Lipschitz (2011, p. 136) liken the monetary policy challenges to devising “... architecture for an earthquake zone”. It is impossible to declare a winner in economic performance from among the two main exchange rate systems and eight different CEE countries. Many country-specific features that are relatively independent of the exchange rate regime may also play important roles. However, it is possible to distil two different views.

			The first view posits that the exchange rate system had only a limited impact on macroeconomic developments in the CEE countries before and after the outbreak of the global financial crisis. All the CEE countries experienced large capital inflows and overheating before the crisis in 2008-2009 and the reverse during the crisis. Throughout the period the macroeconomic variables were very similar in Bulgaria, which had a currency board, and in Romania, which had a floating exchange rate. The extreme developments in the Baltic states should consequently be ascribed to issues specific to these countries. 

			The second view posits that the exchange rate systems played important roles in the booms and busts in the CEE countries. According to this view the floaters did best during the extreme capital flows experienced in 2005-2010 as the exchange rate functioned as a shock absorber. This is supported by the finding that the economic fluctuations were generally larger in the fixers than in the floaters in the sample. The downturns associated with the global financial crisis were particularly abrasive in the Baltic states, which had become accustomed to large capital inflows and therefore had accumulated large external liabilities. 

			The second view essentially asserts that a floating exchange rate system allows the exchange rate to function as a shock absorber that shields the economy from the effects of changes in capital flows, trade and sentiments. It is important to note that such a benign outcome might not apply at all times. While a floating exchange rate can function as a shock absorber in some situations, it might be a destabilising shock generator at other times. Speculative and sentiment-based capital flows can lead to large changes in the nominal exchange rate, potentially leading to substantial misalignment. This might be the case if the country is very small, if the country is very open or if economic policies are subject to great uncertainty. Von Hagen & Zhou (2005) analyse the choice of exchange rate regime in 25 post-communist countries for 1990-1999 and do indeed find empirical evidence in support of these suggestions. 

			This discussion leads to the conclusion that it is unlikely that there is one exchange rate regime that is preferable in all countries and at all times. The economic and institutional background, the disturbances affecting the economy and the political priorities will determine the preferred exchange rate regime – and these factors are arguably also of importance for the choice of exchange rate regime in practice. As different disturbances affect the economy and the economic situation changes over time, the preferred exchange rate regime might change as well. This insight has been succinctly formulated in a speech by former deputy managing director of the IMF, Stanley Fischer (1999): “The choice of exchange rate system is one of those problems that does not have a good solution: the only sure rule is that whatever exchange rate system a country has, it will wish at some times that it had another one.”

			The upshot is that it will often be possible to argue that a chosen exchange rate regime is inappropriate at a given moment in time. It is, however, unfeasible and undesirable to change the exchange rate regime repeatedly. The regime choice must therefore be based on long-term considerations and a trade-off between different economic and administrative priorities. 

			Another conclusion from the comparisons in Sections 12.1 and 12.2 is that the exchange rate regime did not play a major role in many of the events that unfolded after the outbreak of the global financial crisis. Government debt crises occurred in countries with both exchange rate regimes and were in large part a result of earlier decisions about fiscal policy and regulation of the financial sector. Likewise, severe unemployment problems were present in countries with both exchange regimes and were also affected by structural and social policies. 

			The conclusion might thus be that the policies supporting and circumscribing the exchange rate system over time are of as much importance as the actual system chosen. The exchange system after all only governs the nominal scaling of prices in countries with different currencies. Using cross-country time series evidence, Rose (2011) concludes that different exchange rate regimes appear to matter very little in the long term for variables of interest such as output growth and inflation. The economic performance of different countries is determined by a large number of factors and the exchange rate regime is only one factor, and arguably not a very important one. 

			Since the early 1990s the CEE countries have experienced financial instability, large output volatility and often high unemployment rates, and the years 2005-2010 were no exception. At face value the volatility appears to have been less in the floaters than in the fixers, but there are exceptions and many other factors such as country size and openness may also help explain this picture. In any case, measures other than the choice of exchange rate regime must be applied to reduce macroeconomic instability in the CEE countries. The vulnerability can be reduced through prudent fiscal policy, efficient government institutions, regulation of the financial sector and numerous other measures. Prudential regulation may reduce the risk of unsustainable debt accumulation and excessive exposure of households, firms and financial institutions. Finally, counter-cyclical measures can also play an important role. These include counter-cyclical fiscal policy, and arguably also less traditional measures such as stamp duties on property transactions, loan requirements and pension contributions that vary depending on the cyclical position of the economy. In the end, to attain more robust and stable economic development in the CEE countries these auxiliary measures may be of greater importance than the choice of exchange rate regime. 

			13. The arrival of the euro and the end of the currency board

			Märten Ross

			13.1. The conditions for joining the euro area

			13.1.1. The immediate impact of the arrival of the euro

			The adoption of the single currency across Europe immediately had a noticeable effect on the functioning of the Estonian currency board. The direct effect was relatively limited and was seen mainly in practical activities such as setting a new exchange rate for the kroon against the new anchor currency and organising information campaigns before the euro cash came into circulation. 

			The indirect effect was mainly seen in three areas, the importance of which was already evident in the late 1990s and which became even more prominent at the start of the new millennium before Estonia joined the European Union. 

			Firstly the geographical area where the anchor currency was used and its economic significance expanded and this increased the credibility of the exchange rate policy and its economic implications. Although the Deutschmark had been a major world currency and widely used across Europe in particular, the euro was still much more significant in a global context from the start of the currency union. It was significant for Estonia that the single currency was adopted straight away in Finland, especially once the euro cash came into circulation in 2002 as this meant that the anchor currency of the currency board started to have even more of an influence on the everyday lives of Estonian residents and businesses than ever before. 

			The second indirect impact on the monetary system was that there was now a clear strategy available for exiting the currency board arrangement. There is no practical need or theoretical argument that considers the use of a fixed exchange rate only as a temporary strategy in monetary policy, even though it may seem logical to many actors in the currency markets. The best example in the Estonian neighbourhood is Denmark. The weakness of a fixed exchange rate policy is its inability to refute effectively the widespread belief in the markets that it should be possible to change the exchange rate in order to overcome major economic difficulties more easily. To some extent this idea of the market participants is part of the normal functioning of the system, as pressure on the exchange rate is a signal from the monetary system that the economy needs to adjust. However, unjustified speculation about changes to a fixed exchange rate can weaken the stability of an economy, and this could come at a great price. The creation of the Eurosystem and Estonia’s clear path to joining it together enhanced the long-term credibility of the currency board for market players. Even when accession to the euro area was not yet on the agenda in 2002–2003, the fact that there was a practical exit strategy reduced uncertainty about the monetary system and probably lowered the cost of capital to some extent.

			Partly because of this, discussion started at the turn of the century about whether Estonia should abandon the currency board before joining the European Union and should unilaterally adopt the euro. The discussions even went so far that the Estonian government set up a working group to analyse the feasibility of a unilateral transition to the euro (government press release, 24/01/2000). Although developing the idea further did not seem reasonable, at least as long as the formal preparations for joining the European Union and through that the single currency were under way, it did help promote the idea of adoption of the euro as a strategic goal. The European Union gave a very clear response to this idea though, which ended further discussion of the topic: “[---] it should be made clear that any unilateral adoption of the single currency by means of ‘euroisation’ would run counter to the underlying economic reasoning of EMU in the Treaty, which foresees the eventual adoption of the euro as the endpoint of a structured convergence process within a multilateral framework. Therefore, unilateral ‘euroisation’ would not be a way to circumvent the stages foreseen by the Treaty for the adoption of the euro” (Ecofin 7.11.2000: 2301st Council meeting ECOFIN Brussels).

			The third important effect of the euro on the operation of the currency board was in the deeper integration of the financial system. Although there are differing opinions on the role of the single currency in the further integration of markets (see Rose 2000), it is still probable that the existence of the single currency accelerated the integration of the Nordic banking system and the extension of the euro-related activities of Swedish banks throughout the Baltic states. This happened so much and so fast that it outstripped even the processes that were happening in the euro area.

			Somewhat surprisingly, public opinion polls showed that the introduction of the euro was more popular than accession to European Union and polls gave contradictory answers about EU accession (see Eurobarometer surveys of candidate countries, for example the final one before accession to the EU (Eurobarometer 2004-1)).

			13.1.2. The conditions for joining the euro area

			The timetable for joining the single currency came under more detailed discussion as soon as the decision about accession to the European Union was clear. In its pre-accession economic programme of 2003, the government set the target of joining the European exchange rate mechanism ERM2, which was a requirement for adopting the single currency, as soon as possible (government press release 12.08.2003). The government and Eesti Pank set out a more formal time frame for joining the currency union in a statement in early 2004, which said that Estonia should be ready to start using euro cash as a member of the currency union by summer 2006 (government press release 15.01.2004, Eesti Pank press release 16.01.2004). 

			Several commentators who understood less about the European Union’s rules felt that joining the euro area was a mere formality for Estonia as a member of the European Union, as in monetary policy terms there was nothing very new in changing from a currency board to a single currency. With some overstatement it was even argued that the fixed exchange rate policy meant that Estonia had been an indirect member of the single currency area longer than many of the countries that adopted the single currency in the first round. Exchange rates for those countries had even fluctuated in 1997 and that had left the domestic adjustment mechanisms of those economies arguably more unprepared to function within the currency union. Such a comparison was of course misleading, and the timetable for adoption of the euro required the accession criteria to be met, which meant at least a minimum transition period.

			The most clearly defined and best-known euro entry criteria for new members of the EU were the five indicators of the Maastricht criteria. The budget deficit of the public sector had to be below 3% and government debt could not exceed 60% of GDP, while the exchange rate had to have been stable against the euro for the past two years before accession. The 12-month average consumer price inflation rate could not be more than 1.5 percentage points above the average annual inflation rate of the three best performing EU Member States in terms of price stability and the interest rate on the government debt of the candidate country could not be more than two percentage points higher than the long-term interest rate on the debt of the same three countries97. 

			Despite the apparent simplicity however, the assessment of readiness for accession to the euro never used just those numerical indicators to give an automatic answer (see the European Commission and the ECB’s Convergence Reports and the 2007 report on the introduction of the euro). From the very first rules for assessment there were important qualifications for the interpretation of all the figures, and these were not necessarily discussed publicly. For example it had to be explained why a country with unusually low inflation or deflation caused by exceptional circumstances fitted in with countries that had met the price stability criterion better. Whether the exchange rate criterion had been met was equally not measured just by statistics for the stability of the fixed exchange rate over a few years, but by whether the exchange rate had remained in its agreed fluctuation bands “without severe tensions”98, a concept which was not very clearly defined.

			Furthermore, there was a requirement in the Treaty on the Functioning of the European Union for the inflation criterion to be met in a sustainable manner, but the interpretation of this was largely left up to the institutions responsible, the European Commission and the European Central Bank, to decide. Contrary to popular belief, the budget deficit criterion did not use a direct figure, but considered whether or not an excessive deficit procedure had been initiated against the country. From the beginning the Lisbon Treaty also contained a requirement for the readiness of countries to join the single currency to be assessed from additional perspectives such as the integration of markets and the sustainability of the external position of the economy. In total the assessment of the readiness of countries for the euro took in a much broader analysis than just the compliance of the generally known figures. To this were then added quite a few requirements for the laws on the operations and independence of the central bank.

			13.1.3. Entry into the exchange rate mechanism and its significance

			The main challenge for Estonia during both the earlier and later phases of accession to the euro area was meeting the inflation criterion, but at first it was the exchange rate criterion that set the timetable for accession. Although this seemed illogical as the stable exchange rate set by the currency board was the main argument for rapid entry into the currency union, it was not unexpected given the earlier assessments of the readiness for accession of various other countries, in which the exchange rate criterion of two years with a stable exchange rate had been interpreted as two years in the ERM2. As only members of the EU were permitted to be in the ERM2, it was not possible for the countries that joined the EU in 2004 to start using the single currency before 2007, as the required two years would only be completed in time for the convergence report in spring 2006. After that, sufficient time was still needed for resolving technical issues surrounding the changeover.

			Other new members that had had a policy of tying their exchange rate to the euro, such as Lithuania, Malta, Latvia and Cyprus, were in the same boat as Estonia. The situation was somewhat different for countries like Poland or the Czech Republic that had a clearly floating exchange rate, as membership of the ERM2 would have meant a real and meaningful change in their monetary policy strategy, and as yet neither of them has joined the ERM2.

			The significance of joining the ERM2 quickly for the later adoption of the euro was well understood in 2004 and steps to achieve it had already been taken before Estonia joined the EU on 1 May that year. The official procedure for applying to join, which included consultations with the European Commission, the European Central Bank and the Economic and Financial Committee could only begin after accession to the European Union. The decision to allow Estonia into the ERM2 was taken by the members of the euro area, the President of the ECB, and finance ministers and central bank governors from Denmark and Estonia on 27 June 2004, and Estonia officially became a member the next day. Lithuania and Slovenia joined the ERM2 at the same time. In contrast to the countries that had joined earlier, Estonia, Lithuania and Slovenia had to give various economic policy promises about their readiness to keep their economies in balance and although these documents lacked an official format, the promises proved more important than expected in the later phase of the changeover to the euro. 

			Joining the exchange rate mechanism had had a wide-ranging impact in the earlier periods of monetary cooperation within Europe99 and previously it had often required decisions to be taken that excited a lot of public interest in countries joining the currency union, but in countries with a currency board it was not at first seen as a very significant step. For Estonia in general this was not seen as important news, as shown by the lack of coverage in 2004 in media sources like BNS or Postimees. Joining ERM2 did not at first require any major practical changes in the operation of the monetary system.

			It was only some years later that it became apparent how important it had been to join the ERM2 quickly, when some specific features of the procedures for joining became clear. It turned out that each EU member state, the European Commission and the European Central Bank all had the right to veto accession to the exchange rate mechanism. Despite its central role however, the ECB did not have the formal right to veto the adoption of the euro. It is also worth noting that while dissent against the decisions taken about the ERM had to be justified, there were not, and still are not, any fixed criteria for membership of the ERM2. This makes it possible for a rejection of a request for membership to be based on much vaguer arguments than the numerical values of the criteria.

			In the first years after accession to the European Union, when there was apparent calm in the monetary system and in global financial markets, these procedural features did not seem very important. This changed when clear imbalances started to appear in the new member states and in particular when the global crisis erupted. Now these tougher procedures represented a real obstacle to some states joining the ERM2, and as a result their programmes for adopting the euro were put on hold. It is fair to assume that if Estonia had tried to join the ERM2 a few years later, say in 2007–2009, it would have been much harder than it was during the first years as a member of the EU. This could then have delayed the adoption of the euro for years, and so the entry into the exchange rate mechanism, which had seemed like a technical step at first, became one of the key milestones on the road to the euro.

			13.2. Estonia’s accession to the euro area 

			13.2.1. The first year in the European Union

			Once Estonia had joined the ERM2, the task of meeting the inflation criterion took centre stage in the efforts to join the euro area. The expected economic development and the accompanying income and price level convergence made it clear that as long as wages and prices remained widely different to those in advanced euro area countries, there would unavoidably remain a contradictory tension between expected rapid growth and meeting the inflation criterion. It was highly likely that if Estonia achieved its expected growth of 5–6%, then inflation would run at 3–4% at least, and this would mean the inflation criterion could not be met.100 

			Although the problem was not unique to countries with a fixed exchange rate, the currency board arrangement did amplify such fundamental contradictions, as it was unable to help price level convergence by strengthening the exchange rate. Later on, Slovakia managed a tactical revaluation of its currency to make import prices cheaper in the domestic currency and make it easier to meet the inflation criterion.

			However, price rises in Estonia before the accession to the European Union were surprisingly low, especially in hindsight. This is largely explained by the rise in the exchange rate of the euro against the US dollar that started in the early years of the century, which reduced the cost of a lot of imported goods denominated in dollars, such as oil. Motor fuel made up a larger share of the consumer basket in Estonia than it did on average in richer countries, and one consequence was that it reduced the impact of commodity prices on inflation in Estonia, though that impact began to increase gradually in 2003–2004. However, it has also been noted that the increasing competition between retail chains was strengthening in 2002–2003, and this prevented retail margins being raised for some time. As this was a temporary phenomenon, it was inevitably followed by higher inflation.

			The impact of the years of relatively low inflation prior to accession to the European Union on the inflation of later years could have been even bigger, because a temporary fall in inflation could cause excessive optimism about rises in real wages, and could cause a more relaxed attitude to borrowing and credit and lead to increased consumption. The low inflation probably also pushed up the price rises that followed accession to the European Union. 

			However, in terms of adopting the euro, the period of low inflation showed that despite the fundamental difficulties provoked by convergence, it was possible for prices and incomes to converge at different speeds over a longer time and if circumstances were favourable it was not impossible that the inflation criterion would be met.

			Here it should be remembered that although the accession to the European Union boosted investment and growth, the year of accession itself saw some uncertainty in the economy. This may seem rather counter-intuitive, but it could be seen as a logical reaction as, for example, there were changes in the laws governing foreign trade and uncertainty was caused by the tighter competition that resulted from the market being more open. For this reason there was no great increase in domestic demand or borrowing in the second half of 2004 or early 2005 and optimism increased that the conditions for entry into the euro area would be met.

			In these circumstances, Eesti Pank and the Ministry of Finance took a carefully proactive stance towards the adoption of the euro. This saw them start mapping out preparations for handling the practical issues in the changeover to the euro and start work on plans for meeting the criteria for membership. They also started to monitor rises in administered prices and planned tax changes more carefully, so that the state wouldn’t take any careless steps that would interfere with how the criteria were met. At the same time they emphasised publicly and internally the importance of the continued smooth operation of the currency board. They deliberately highlighted how joining the euro was not a matter of life or death for a monetary system that is running well with a currency board, but it is the next logical step in building a stable environment (see the Eesti Pank Annual Report 2003).

			13.2.2. Convergence picks up speed

			During 2005 there were noticeable changes in the economy. The credibility of Estonia increased after the country joined the European Union, and the euphoria in global financial markets encouraged the strategic decisions of Scandinavian banks as a sharp increase in popular expectations for incomes following the opening of the labour market led to rapid rises in borrowing, real estate investment and construction. The relatively rapid GDP growth in the early years of the century was boosted further by domestic demand, and this was seen quite soon in continued rises in wages and prices. Extremely fast growth in domestic demand and credit lasted for about a year and a half until it started to slow in the beginning of 2007. Further growth was restrained by that time by the sufficient convergence of wages, which was particularly evident in construction, and by the rise in real estate prices to levels sufficiently close to those in advanced markets.

			The slowdown in growth was too little and too late for the adoption of the euro. The autumn economic forecasts became very dubious about whether the inflation criterion would be met in 2006, as the increase in GDP real growth to 8% had been accompanied by accelerating rises in wages and prices. Inflation was already above 4% in 2005 and from then on an acceleration in price rises was generally expected (Eesti Pank economic forecast 2006–2008). In these circumstances there was no hope that the Maastricht criteria could be met. Although the situation was generally good for the other criteria, there was no chance by the spring of 2006 that the control value for the inflation criterion would be higher than 2.9–3%. Figure 13.1 gives a picture of the actual changes in Estonian inflation and the inflation criterion.

			
				
					[image: ]
				

			

			Under these circumstances, the central bank and the government abandoned their efforts to gain a positive assessment in that year’s convergence report and to join the euro area in 2007 (Ministry of Finance, Eesti Pank 21.03.2006). If there had only been a fraction of one percentage point of forecast difference between actual inflation and the control value, maybe then it would have been possible to consider some precision control of inflation through manipulation of administrative measures with a short-term effect, but it is not possible to eliminate a difference of more than a percentage point in that way.

			The most complicated issue was a possible revaluation of the kroon, which was discussed unofficially in the central bank without it ever reaching the stage of an official decision. While other administrative measures would have had only a limited and uncertain impact on domestic prices, letting the exchange rate of the kroon strengthen would have lowered the prices of imports and so it would have slowed the rate of rise of the consumer price index. However, there were convincing strategic arguments against it and in the end the central bank considered that these outweighed the arguments in favour. Abandoning the currency board was not in the strategic interest of the national monetary system.

			13.2.3. Could a changeover to the euro actually have been possible in 2007?

			There were those who said that Estonia should have been able to start using the euro immediately after joining the European Union. Those who criticised the failure to adopt the euro rapidly blamed both the government and the central bank in subsequent years, saying that not enough effort was made to meet the inflation criterion. Their essential argument was that the government and the central bank didn’t use economic policy tools early enough to prevent domestic demand rising, and so they didn’t restrain inflation. It was also said that technical manipulations could have been used to alter the inflation figures enough that they would meet the criterion.

			Although later analysis has shown that a more countercyclical economic policy would have been needed in the interests of economic stability (Ross 2011), what happened in the following years does not give any grounds for believing that such a policy would have made any difference for the adoption of the euro. There are two main reasons for this.

			Firstly the Estonian economy in the early years of the century was mainly being pulled along by deep-running currents that supported economic convergence, like the ever-tighter integration of the local labour market with that of Finland. External support for rapid economic growth also came from a favourable global environment of growth and low interest rates. Finding an efficient counterweight to all of that would have been practically impossible without the entire strategy of converging with the European Union and the principles of an open economy being abandoned. For Estonia, where real incomes were only 57% of the European Union average in the year of accession and prices were only slightly higher at 63% of the average, the combined impact of the structural reforms started in the 1990s, the rapid growth in the external environment, and the accession to the European Union was an extremely large acceleration in economic growth. Conditions in Slovenia, Malta and Cyprus, which had joined the European Union in the same wave as Estonia, were eased by their significantly higher price and income levels. GDP per person adjusted for price levels was between 78% and 91% of the European Union average for those countries in 2004, and prices were at 73–91% of the average. This sharply reduced the convergence pressures caused by entry into the single economic space.

			The inflation that was used for assessing compliance with the Maastricht criterion rose from 3% at the end of 2004 in Estonia to more than 4% within a couple of months. Given that the output of the Estonian economy grew by nearly 10% in real terms, inflation was in fact lower than might be expected. Throughout 2006 inflation remained at 4.5%, and although the exact numbers can only be speculated, growth would have had to be at least four percentage points lower than it actually was to bring inflation down to 2%. For this to be achieved, the budget surplus would have needed to be at least 6–8% of GDP, which is much larger than the 2% it actually managed. Expectations for rising incomes would also have had to be dampened and made much less optimistic. Although it seems in retrospect that a larger surplus than actually existed would have been necessary for achieving macroeconomic balance, there was no real or theoretical willingness to run a budget surplus of up to 10%. Suffice it to note that the regular assessments of the Estonian economy by the IMF assumed that growth would slow further and inflation would remain at 3–4% (IMF 2006). It should be said that the combined impact of various global factors was underestimated in other places apart from Estonia too, and this ultimately led to the major financial crisis. As the processes that affect the price criterion take time, the steps needed to allow the necessary results to be achieved in 2005–2006, would have had to be taken in 2003–2004, when Estonia joined the European Union. With some exaggeration it could be said that adopting the euro would have required Estonia to abandon its accession to the European Union.

			Secondly it is far from clear whether abandoning the currency board and revaluing the kroon would have made any strategic sense even if the euro could have been adopted earlier. There were three strategic considerations that argued against it.

			The first of these was that Estonia didn’t have any experience of a floating exchange rate, meaning that the risks involved in abandoning the currency board would have been great. Taking such an unexpected step would have brought incalculable costs to those in the economy who had made investments under the assumption that the monetary policy based on the currency board would stay in place. The second consideration was that it was not logical, at least for the long term, to abandon the fixed exchange rate that the economy was used to and that was a necessary condition for the successful adoption of the single currency, just in order to re-fix the exchange rate again later. Finally, on top of everything else, it wasn’t clear how those writing the convergence reports or other decision-makers would view this step. It is entirely possible that after such a radical step, any new currency regime101 would have had to stay in place for longer before any convergence report would have been able to give a positive assessment of the exchange rate criterion being met sustainably. For these reasons it was concluded that a revaluation of the kroon would not directly guarantee that rapid accession could be achieved, especially if the criterion was barely met. The worst option of all would have been to destroy the old and reliable system without gaining any real benefit from doing so.

			The experiences of other countries fall into two groups. Lithuania missed out on the first round of euro adoption in a similar way to Estonia, failing to meet the convergence criteria by the narrowest of margins. That case rather supported the argument that abandoning the currency board in order to get into the euro would have been unreasonably risky. However Slovakia joined the single currency in 2009 largely by following just such a strategy of revaluation. Incomes and prices in Slovakia in 2004 were not much different from those in Estonia. It is clear though that the revaluation of the Slovakian koruna by 8.5% in 2007 and a further 15% when the rate for the changeover to the euro was set in 2008 is part of the reason why the global price pressures and rapid demand growth of 2007–2008 were not reflected that significantly in the inflation figures. Although certain differences between Estonia and Slovakia, including the earlier monetary policy frameworks, make it hard to draw direct parallels between the two countries, it does show that it was in principle possible that there was an alternative strategy.

			13.2.4. What were the consequences of not joining the euro area in 2007?

			The question here is whether the Estonian economy suffered at all, and if so how much, because of the failure to join the euro in the first wave of new members of the European Union.

			As the currency board remained the basis of the Estonian monetary system, there was no major income or costs for the Estonian economy as a result of continuing to use the kroon during the first years of membership of the European Union. Both interest rates and the exchange rate followed changes in the rates for the euro fairly closely. Rises in prices for energy and food in 2008 caused by external factors would have been just the same had the euro been in use and a more stable price level would not have been achieved either then or later. It should rather be assumed that changing over to the euro would have amplified the demand and real estate boom of 2006–2007 even more and this would have led to even higher domestic inflation. Looking at the pros and cons suggests that adopting the euro at that point would probably have had a more negative impact.

			Using the yardstick of the reduction in risk margins resulting from the adoption of the euro and the resulting lower cost of capital, which was often given as the main argument for joining the single currency before the global financial crisis, there is almost no practical difference looking back at 2006 and 2007 between an earlier and a later changeover to the euro. Loan interest rates in Estonia remained at about the same level as euro area rates, and so earlier membership of the euro area would not have led to any great changes in interest rates, and the situation was quite similar in the last post-crisis year before the changeover.

			This means the main questions are whether the Estonian economy could have had lower interest rates in the years of crisis in 2008–2009 and how much lower, whether capital flows might have moved differently, and whether this would have affected the stable functioning of the financial environment less.

			The argument that joining the euro area in 2007 would have let Estonia avoid the sharp correction in domestic demand that resulted from overpriced real estate and excessive credit is only relevant for the first years of the crisis. Experience from the other new members of the euro area suggests it is probable that the credit and construction boom and the large current account deficit would have continued beyond the end of 2007 and the start of 2008, which is when they actually ended in Estonia. This came mainly from the mistaken belief that still held in panicking global markets in 2009 that the monetary union would find a special way to protect countries with imbalanced economies from the instability in financial markets.

			It should be remembered here that more rapid growth in the short term is not good economic policy for a society if it involves bubbles and the misallocation of resources. As an adjustment in relative prices and a reallocation of resources would have had to happen anyway, postponing that adjustment to, say, 2009–2010 could also have been seen as a problem. A longer boom would have meant even bigger distortions in the economy and the adjustment could have been even bigger and the consequences worse. It is appropriate here to compare Estonia’s experience with what happened later in other countries that had a similarly small debt, such as Ireland or Spain, or with countries that joined the EU together with Estonia, such as Cyprus and Slovenia.

			In no case would changing over to the euro have stopped the destination markets for Estonia’s exports collapsing in autumn 2008. That this was a wider phenomenon is shown by the drop in exports from Finland and Sweden of about the same amount and at the same time. The fall in output and rise in unemployment that resulted from the need for adjustment cannot be put down as a cost of delaying the adoption of the euro. 

			Neither is it clear that the status of member of the euro area would alone have been enough to change the capital flows between Estonia and the rest of the world decisively. The behaviour of the Swedish banks in the Baltic region was affected by their own general capital and liquidity positions, but the regional risks came more from the state of the subsidiaries in the other Baltic states. Although the use of the euro in Estonia would have increased stability in the funding of banking activities in the first years of euro area membership, this would have had a small influence on the liquidity positions of the Scandinavian banking groups, as their risks were more in other parts of the groups. So if Estonia had been the only one of the three Baltic states to join the single currency in 2007, it would have given only a limited defence in the face of the financial crisis. It can be noted here that if using the euro would not have prevented the need for adjustment following the bubble in the real estate market and the construction boom, then it is not impossible that Estonia would have been the first country in the euro area to suffer a crisis. 

			To understand the effect that not adopting the euro in 2007 had on the Estonian economy, it is important to look at the whole picture. The opinion that the single currency would have made it possible to avoid the recession in 2008–2009 and the subsequent adjustment is only a part of the story and is unreasonable, though it is equally wrong to forget that the rapid stabilisation was directly related to the acceleration in the preparations for the introduction of the euro during 2009 and 2010.

			13.2.5. Accession to the euro area during the lethargy of the global crisis

			After the negative assessment of Estonia’s readiness to join the euro area in the Convergence Report of 2006, adoption of the euro inevitably faded into background as a topic of monetary and financial stability. The main responsibility of Eesti Pank was now to ensure the reliable functioning of the currency board and to contain the lending boom. Real estate prices started to rise more slowly from the start of 2007, but the inertia of strong domestic demand and low unemployment led consumption and wage growth to remain high throughout the year, and the current account deficit reached nearly 17% of GDP. Wage growth was mainly driven by the private sector, but the public sector followed with a lag, which was unsurprising in the labour market of the time. Although part of the wage growth was a result of normal convergence, rises of 15–20% for two years were much larger than the increases in productivity and contributed to worsening the uneven economic development.

			In the first half of 2008, clear signs of cooling appeared in the economy. Primarily due to the good profitability of the financial sector, the current account still maintained quite a large deficit, but domestic demand began to decline and the external balance of goods and services began to improve. As no great blows to global trade had yet been felt, the improvement in the external balance was also supported by growth in exports, and this was given gradual support by the retreat of domestic demand and wage growth. Although there were widespread doubts about the competitiveness of the economy, Estonian exports reached a historical peak just before global trade collapsed. As a result the rebalancing of the economy in the first half of 2008 went relatively calmly even as real GDP started to slide in annual comparison.

			The situation was made much worse by prices for energy, food and other commodities hitting their highest levels on world markets in 2008. This raised prices unusually fast in the euro area too, though countries like Estonia were particularly affected by rising food and energy prices. This is firstly because food and energy account for a relatively larger share of the consumer basket in lower-income countries, and secondly because lower price levels mean that volatility in global market prices is transmitted to end-consumer prices relatively more because domestic inputs provide a somewhat smaller share of domestic consumption. So petrol prices react more to changes in the global oil price in places where excise tax is lower. Although the rising prices throughout 2008 were affected a lot by domestic factors, it was the aggregate impact of world prices that lifted inflation in Estonia to an average of 10%. Inflation was also very high in the other two Baltic states. Several countries in Central and Eastern Europe restrained inflation by letting their currencies strengthen sharply, thereby limiting the rise of import prices in the local currency. Inflation was also unusually high, at more than 4% in the euro area.

			It is quite natural that such high inflation would weaken public confidence in the monetary system. The global nature of inflation also had a negative impact, as such an environment led to a decline in trust in the stability provided by the domestic monetary system and in the idea of imported stability.

			In autumn 2008 the external environment changed dramatically for the Estonian economy. The global financial crisis had been bubbling for a year but now it deepened suddenly after Lehman Brothers investment bank went bankrupt in the USA on 15 September. Emerging markets were naturally caught up in the general panic and financial institutions that were more closely connected to them came under pressure. So far the slow deflating of the bubble from the credit boom had seemed relatively under control, but the new circumstances saw the funding channels of the Swedish banks suffer a blow and Estonia was inescapably facing a scenario of a much sharper adjustment than had been expected.

			The strains caused by the sudden rebalancing of the Latvian economy also affected Estonia considerably, and they worsened rapidly after payment problems arose at Parex bank. Throughout the next year, the central question for those who doubted the stability of the Estonian currency board arrangement was the possibility of Latvia devaluing its currency and the possible impact of this on Latvia’s neighbours.

			Small economies oriented to exports also suffered because global trade had almost completely collapsed, and the Nordic countries were particularly hit because of the structure of their economies. Exports from Finland and Sweden fell by more than 30% in just a few quarters and the recession there was one of the worst ever seen in Europe and affected the rate of growth of the whole of the Nordic and Baltic region.

			13.2.6. U-turns in the crisis and meeting the criteria

			The fallout for the commodity markets from the panic in the financial markets was important for the introduction of the euro in Estonia. In six months from July 2008 to January 2009 the price of Brent crude oil fell from 140 dollars a barrel to 42 dollars. The food price index of the Food and Agriculture Organisation of the United Nations was about 20% lower in 2009 than in 2008. The effect of changes in prices on global markets so far had been very negative for Estonia’s changeover to the euro, but now the outlook for meeting the inflation criteria within a couple of years changed completely.

			Although in pragmatic terms the most pressing problem in autumn 2008 and in 2009 was to combat the effects of the financial crisis and ensure confidence in the currency board, the possible strategic implications of the change in the trends of prices for Estonia’s adoption of the euro were quickly understood. Not much attention was focused in the European Union on the change in circumstances, as Estonia joining the euro area was seen as the smallest of all problems, but the Estonian central bank and the government decided quickly that the unique opportunity granted by the change in external conditions should not be wasted (Ministry of Finance press release 17.02.2009). 

			The change in circumstances meant that priorities changed for meeting the Maastricht criteria. As inflation was not likely to be a problem for the next couple of years, the focus moved to the other indicators.

			The most direct impact from the change was on the state budget. The worse outlook for growth in 2008 had already started to harm the prospects of the budget position being maintained in accordance with the Maastricht criterion. Until the massive collapse in world trade however, only a mild recession was forecast and it was thought not to be impossible that the budget deficit would remain within the 3% limit. In autumn 2008 a relatively small decline was expected for 2009, followed by a steady recovery in economic growth in 2010. It was thought that the deterioration of the budget position would be limited to the earlier surplus of 2% or so turning into a deficit of 2–3% (European Commission 2008).

			The global financial and trade crisis deepened and in autumn 2008 the situation changed sharply. Even before Lehman Brothers went bankrupt, it had proven difficult to take full account of the changed circumstances in the preparations for the Estonian state budget for 2009, as there was a great deal of uncertainty about where the economy would go next. By the end of the year it was already clear that the budget had been prepared using hopelessly inadequate assumptions and by the start of 2009 it was in any case clear that without major changes, Estonia was not going to meet the budget deficit criterion in 2009 or 2010.

			It is not clear how much of a role the changeover to the euro played in the subsequent budget adjustment measures. From one point of view meeting the 3% budget deficit limit provided a clear point of reference in the political process and gave the budget changes an economic policy motivation based on making adoption of the euro possible. As the later rapid recovery in confidence partly showed, the emphasis on meeting the criteria for joining the euro also helped in stabilising the economy. The international community was also in favour of the fiscal adjustment needed for joining the euro (IMF public information notice 09/33/2009). 

			At the same time however, adopting the euro was not the only, and maybe not even the main reason for moving quickly to balance the budget. The experience gained from the Asian and Russian crisis of how a relatively rapid adjustment was beneficial economically and politically was also important. As it became ever clearer that the boom of 2005–2007 had been built on unrealistic market expectations and assumptions for development, the uncertainty around the depth and length of a new external shock made it more possible than before to make far-reaching decisions about the budget. Only a few months earlier, such decisions could not have been taken. 

			So although adopting the euro was one reason that the budget measures were passed, an equally important role was also played by fundamental changes in the outlook for growth for the next few years. A pragmatic assessment was also given of the cost of funding an ever increasing budget deficit, and of the chances of it even being possible to find the funds for such a deficit from financial markets that had been under constant heavy pressure. A key additional argument for taking precautionary measures was the massive uncertainty surrounding the continued financial stability of the entire region, particularly as Latvia entered the more complicated phase of its international bailout.

			In spring 2009 it was not at all obvious whether enough had been done for the budget deficit criterion to be met. The global economy had not started to recover significantly yet and at first the economic forecasts for Estonia were also worsening102.

			Although the 2009 budget deficit eventually met the criterion with room to spare, it was partly a result of the very same measures that supported the recovery of the economy, including the expectation that the euro would be introduced. During that year the foreign forecasts of Estonia’s capacity to meet the fiscal criterion mostly deteriorated and the opinion in the autumn forecast of the European Commission was one that was very important. As a result, it became essential in summer 2009 to take further steps in order to ensure the changeover to the euro.

			Alongside the problems associated with the budget deficit, the new circumstances raised questions about meeting the interest rate criterion. Estonia was unusual for having practically no sovereign debt, and it had no quoted bonds circulating on the market any more. However this created technical difficulties in using the interest rate criterion, as it was usually based on the interest rates of sovereign bonds.

			This was not a new problem of course, as it had already arisen in the assessment of 2006. The low interest rates and calm global financial environment at that time had made it possible to give a positive assessment relatively easily using indirect indicators (see European Commission and European Central Bank Convergence Report 2006).

			Using indirect methods of assessment no longer seemed the obvious approach during a global financial crisis. Although Estonia’s sovereign debt position had remained almost unchanged, there was now no clarity about possible comparable interest rates, as there were major fluctuations in interest rates in the period prior to the 2010 convergence report being written and there was no direct comparison base. The question remained open almost until the assessment report was ready. In the end the assessment used a very broad analytical framework, using various interest rate figures and fundamental indicators for the economy and the fiscal position (see ECB 2010). The conclusion of the convergence report was that Estonia met all the requirements for joining the euro area (European Commission 2010). 

			Slightly surprisingly, the exchange rate criterion was not met absolutely straightforwardly. This seemed odd to many observers given that Estonia had a currency board arrangement, but the reference to meeting the exchange rate criterion ‘without severe tensions’ meant that questions were not inappropriate. Numerically there was no problem in meeting the criterion as the exchange rate had remained fixed but the assessors had questions about the precautionary agreement to support financial stability signed in early 2009 between Eesti Pank and the Swedish central bank (Eesti Pank 2009; see also Chapter 11 of this book). Although the agreement was only one element in ensuring financial stability and didn’t seem to affect the stability of the exchange rate directly, it raised the question of whether the stability of the kroon was actually backed independently or whether foreign financial aid played an important role in that.

			The situation was absurd because apart from anything else the agreement with the Swedish central bank could be seen as a constructive and very innovative way of ensuring the financial stability of countries with highly integrated banking systems, and not only during a crisis. Now there arose the real possibility that an agreement signed to provide stability would end up working against its own intended goal. By becoming an obstacle to the adoption of the euro it could in fact weaken financial stability, quite the contrary to its aim. It is of course impossible to estimate the actual impact of the agreement on Estonian monetary stability given the turbulence in financial markets at the time, but the precautionary agreement was in any case largely symbolic and its role was to tighten cooperation in matters of financial stability. However, to avoid any possible controversies during the assessment of Estonia’s readiness for the euro, the agreement was quietly allowed to expire at the end of 2009.

			13.2.7. The decision to change over to the euro

			The fiscal policy decisions taken in summer 2009, signs of the economy stabilising, and increased confidence in the resilience of the Estonian economy in financial markets all clearly supported the opening of preparations for accession to the single currency. The first chance to get a positive assessment of readiness would come in the regular convergence report of spring 2010.

			Although in autumn 2009 nobody involved in the assessment had to give a statement on Estonia’s chances of joining the euro area, it was clear to those close to the process that the probability of Estonia adopting the euro was increasing every month. There was deep scepticism among foreign observers in particular throughout 2009 about whether the fiscal criterion would be met, but there was a quite a lot of confidence earlier that the inflation criterion would be met in numerical terms. There was still some debate about the sustainability of that, and the debate continued until spring 2010. 

			To create a positive backdrop for the assessment in both the members of the euro area and the European institutions, both the government and the central bank ran information campaigns. In planning these they had to remember that the global financial crisis and the resulting deep problems in the European banking sector had moved the expansion of the euro area down the list of general EU priorities, even though paradoxically it could have been very beneficial for the euro area. It was even presumed that Estonia joining as part of the continuing expansion of the currency union would give a positive signal to the euro area as a whole, and this would indirectly create a positive attitude in the outlook towards the whole euro area. However, the appearance of other priorities at the forefront of focus naturally meant that the information campaign largely planned for the end of 2009 and beginning of 2010 was slightly unexpected by some of those at whom it was targeted, and so it had to work from quite a basic starting level.

			Officially, technical questions about the changeover could not be considered before the convergence report and the subsequent positive decision from the finance ministers of the euro area. However, it was clear that the start of practical preparations could not be delayed for so long. Work had started with the European Central Bank and the European Commission and in effect the practical preparations for the adoption of the euro were started several months before the actual decisions were taken. 

			The convergence report assessing Estonia’s readiness to join the currency union was published on 12 May 2010, and the report from the European Commission contained the proposal that the finance ministries of the European Union should invite Estonia to join the euro area. The subsequent decision-making processes passed without any major controversy. The question of which exchange rate to join at, which had been the main point of interest in the assessments of the readiness of other countries for the euro, didn’t cause any great debate in Estonia because of the currency board arrangement. The exchange rate that had applied from 1992 and had been linked to the euro in 1999 was confirmed as the accession rate, which was in some way a recognition of the success of the currency board as the monetary anchor of the Estonian economy.

			13.2.8. The European debt crisis and accession to the currency union

			The decision to confirm Estonia’s accession to the single currency was taken as the global financial crisis was turning into the euro area debt crisis. The worsening Greek debt crisis had not yet come to play a major role in the decisions about Estonia’s changeover to the euro but it did change quite noticeably the climate in which the euro was adopted in Estonia. Whereas earlier the expansion of the euro area had been discussed in Estonia only from the domestic perspective, the main question now was whether the internal problems of the currency union were temporary or not and what the implications of the deepening crisis would be for the members of the currency area, including Estonia.

			The debt crisis had two partly contradictory effects on the environment awaiting Estonia in the currency union.

			The first effect was that the crisis focused attention on economic policy risks that had previously been under the radar. This was later reflected in the whole euro area in questions about emergency funds like the EFSF and the ESM, and also in the possible transfers of funds to several proposed institutions as part of a broader alignment of economic policy. These questions had not been discussed earlier. However, Estonia’s present income level means it will still remain a net recipient of European Union funds for the coming years, more or less regardless of institutional developments in the euro area. 

			The second effect was that paradoxically the debt crisis reduced the economic policy risks associated with the currency union. One of the main concerns on accession to the single currency was the effect that it might have on domestic financial discipline. It was no secret that the excessive confidence of euro area states in the early 2000s in their ability to pay and the resulting downplaying of risks had significantly harmed their awareness of fiscal risks and risks in banking. As a result several countries took a much looser fiscal approach after they had joined the euro area. By some assessments the biggest danger from joining the euro was that the Estonian economy would quickly abandon its traditionally conservative budgeting as it no longer feared the hard budget constraint that had underpinned the stability of its own currency exchange rate, and would expect ever cheaper debt financing.

			The debt crisis meant that Estonia joined the single currency in a totally different atmosphere from that which had prevailed in the euro area before the crisis. It had already become clear in 2010 that financial discipline was necessary with the single currency, and breaching this would make financing the budget gradually harder and harder as the crisis deepened. During the year this dispelled the fear that adopting the single currency would have a demoralising effect on the Estonian economy. In a way, the debt crisis made joining the euro easier for Estonia, as the fear of losing the earlier conservative policies based on the currency board and the balanced budget was reduced, and changing over to the single currency required less in the way of regime change for the economy. The earlier experience of the currency board still supported Estonia’s adjustment to the currency union even now, and the significance of that monetary system was greater than had previously been expected during the changeover to the new currency.

			14. Epilogue

			Andres Lipstok

			After Estonia regained its independence the rapid integration of the country with supportive international organisations like the EU, NATO, the IMF, the World Bank and the OECD seemed a natural next move for almost everyone in the country. Partly this was because Estonia was looking to those organisations to maintain its independence, and partly it was because the country was counting on their help in quickly creating the foundations for sustainable economic growth and welfare improvement. A long time had passed since the 1940s, but everyone remembered what the occupation had meant and that the newly regained independence needed protecting.

			The outcome was successful for Estonia but of course that didn’t happen by accident. Fortunately the goals were clear to the decision-makers and they had strong public support and this was noticed outside Estonia too, where there was initial interest and then very soon practical assistance. Aid, support and foreign direct investment arrived in surprisingly large quantities and this was obviously helped a lot by rapid and transparent privatisation and a very clear and simple legal rulebook.

			This in turn made it possible to raise living standards in a short time and set ambitious targets for Estonia’s companies and people. Cheap production meant there was a market for anything that could be produced, however efficiently, and a stable income in a freely convertible currency made it possible for people to borrow without worrying about how they would pay loans back. The banks also helped in this. They sprang up like mushrooms after the rain and fought for a place in the sun, for which they needed clients. After some initial failures, the new big banks that had been created by privatisation and mergers continued in more or less the same vein.

			It seemed the country was on the right track and what still needed to be done and what the real potential was tended to be forgotten or not properly assessed.

			In fact warnings about possible overheating were being given by local economic theorists and practical economists at the Employers Confederation, the Chamber of Commerce and Industry, Eesti Pank and elsewhere. International analysts from the International Monetary Fund, the World Bank, the European Central Bank and commercial banks also warned of possible dangers.

			It cannot be said that these warnings were ignored as Eesti Pank increased its requirements, raising the minimum reserve requirement from 13% to 15% in September 2006, and the risk-weights of housing loans in the calculation of capital adequacy from 50% to 100%. Articles were written and presentations made and there was a rejection of various populist ideas that sounded wonderful but would not have worked, as Estonia was and still is a small and open economy and the excessive tightening of standards and legal regulations would have damaged its reputation and would have encouraged the avoidance of rules. It was of course hoped that a general global adjustment would partly cool the risk of overheating in the Estonian economy and that a structural overhaul would then be possible without a major crash resulting.

			However, there was unfortunately more bubbling and heating up in the region and further afield. Inflation in a Europe gripped by the euphoria of the single currency was higher than was advisable, government debt was shrinking slowly, there were credit booms in many areas and real estate prices were going through the roof. The current account deficit continued to grow in the USA and labour market statistics showed unemployment remaining close to its record lows in all the major economic areas.

			The crisis that started with the collapse of Lehman Brothers quickly made these imbalances visible to everyone as financial markets froze and economies seized up. A rapid response was required. Rigid domestic legal frameworks and long history meant that this took more time in larger countries, but the crisis was more manageable for smaller countries that were able to react quickly and rebalance their economies again. Of course this was painful as wages were cut by more than 10%, unemployment rapidly hit record levels, problems emerged in loan servicing, lending essentially dried up, and the banks stopped trusting each other or their clients.

			An adjustment was necessary and the tough decisions that were taken led quite quickly back to the path of growth at close to potential, and this in turn allowed a more optimistic outlook on the next goal, which was for Estonia to start using the euro. The Estonian kroon had helped Estonia a lot and had survived all the shocks that it had received at the height of the crisis. It was still vulnerable however, and this was hurting the whole economy, especially the recovery of confidence after the crisis. During the crisis, doubts about the loan servicing ability of the private sector led to speculation about devaluation. However, the loans were in euros but the money to repay them was earned in kroons and this was a major worry for many analysts, and it raised the cost of capital.

			This made it appropriate to focus on anything and everything that had to be done in Estonia for the changeover to the euro, and on preparing to present and explain the country’s wishes, positions and plans.

			Estonia had passed all the additional observations including the special requirements and reporting of ERM2, the exchange rate mechanism that countries aspiring to use the euro had to be part of for two years. This was achieved without any reservations or qualifications.

			The post-crisis climate and the return of growth to the Estonian economy, now on a sounder basis, meant that Estonia could get ready to be assessed for its adoption of the euro. Luckily, preparations were completed by the end of the regular assessment period, so the assessment itself was not a major special event and the assessment did not need to be specially requested.

			The assessors themselves had some problems with whether it was right to be doing an assessment at all during a crisis or immediately after a crisis and whether the figures produced at such a time for inflation, the national debt and other indicators would be sustainable. There was a lot of discussion of economic theory and economic policy, which had to be fitted into a relatively small window of time. At the same time technical preparations were needed for the euro, the organisation of the central bank had to be adapted to a completely new way of working, and the population of Estonia had to be informed of the changeover of the currency.

			In meeting the Maastricht criteria it was very important that all the necessary figures were submitted honestly and correctly, and that the full explanations for all the assessors were to hand. There were some in Estonia who wanted to do something to make sure the picture given was positive even if the reality failed to meet the criteria for some reason, for example if there were unexpected price corrections that might have led to questions about Estonia’s sustainability or its ability to adapt. However, doing this by cutting taxes or in another similar way would have been fairly transparent and would have dealt an irreparable blow to Estonia’s credibility.

			Estonia chose a different approach and both the central bank and the government worked to explain and describe the situation in the country. This was done at bilateral meetings and in every possible forum where joining the euro area was discussed. No special or one-off measures were planned or used so that the criteria for the adoption of the euro would be met. Estonia’s foreign representations played a major role and their work in explaining what was happening in Estonia was very important, as the attitudes of the assessors often played a significant role in their assessments and these attitudes were shaped in meetings and in discussions of questions that had arisen. These audiences were the responsibility of the Estonian embassies abroad and they were successful in their work.

			Finding supporters and keeping them informed was important and it is good to note that there was no real opposition from the European Central Bank or from the central banks of the EU member states. Some of course needed more convincing, but once they understood that the criteria had been met and that this was supposedly sustainable, then they were generally supportive. Explaining the sustainability, especially in the context of meeting the inflation criterion, was perhaps the biggest challenge. An evolving economy with a long way still to go to European average income levels should in theory have higher inflation. How high this could actually be while remaining sustainable and what guarantees the state should give were by far the most complicated topics discussed during the explanations.

			Estonian companies and institutions had their own important part to play in the changeover to the euro and all the commercial banks, post offices, shops, and transport and security companies worked with great commitment. The result was that the actual changeover happened without incident, and this was praised by foreign observers and assessors.

			When the euro came into use in Estonia, the country benefitted economically and also gained its own representatives in Frankfurt and Brussels at the tables where European monetary policy is actually made. It is good to be able to note that the Governing Council of the European Central Bank, which the Governor of Eesti Pank joined as a full member on 1 January 2011, was very approachable and helped out with everything that Estonia’s limited experience meant it was lacking, providing information and having complete confidence in the new member. It took time to get used to being a part of the 17-member body, now with 18 members since Latvia joined, but this was not hindered in any way by the other members, and in fact rather the opposite was the case, as both large and small members were happy to share their knowledge and skills. As one member among seventeen, Estonia had an equal voice and equal vote alongside all the others, large or small. It would not have been reasonable for anybody to antagonise anyone else in such circumstances, and nobody tried to do so.

			Adopting the euro was another major step along the road to ensuring the future survival and development of the state.

			The ground had been prepared for Estonia to move forward and to be a sustainable part of Europe and it was now important for everyone, including Estonia to abide by all of the agreed rules. This will safeguard the health and the credibility of the euro and make possible further integration with Europe, which is as necessary for Estonia as oxygen is.

			15. Editor’s endnote

			Ilmar Lepik

			This is where the story of the Estonian currency board arrangement ends. This book ends in 2010 because from then on there is a new story, which will be written and described by someone else at some other time. So in retrospect, what were the most important issues of the currency board period?

			The monetary system taken alone is not the most important part of an economy, but it is still a fundamental part. In that sense the monetary reform of 1992 was of central significance, as it is not possible to imagine what the future would have brought without it. Although Estonia’s success in the 1990s can be explained by many other factors embracing the whole economic policy mix, the monetary system was one feature unique to Estonia that really stands out in comparison to many other transition economies. The other European transition economies did not use the combination of the fixed exchange rate in its most rigid form and the balanced fiscal policy with the same degree of dedication that Estonia did.

			Even in retrospect it is not easy to say why Estonia became the stronghold of the fixed exchange rate in a modern Europe where floating rates have prevailed. In a broader sense the exchange rate – the price of one currency in terms of another – is only one price within an economy, albeit one of the most important. There are differing opinions about maintaining a monetary policy based on a fixed exchange rate, as the benefit is a stable economic policy environment but the drawback is that volatility can become somewhat excessive in a boom-bust type economic cycle, although there are undoubtedly many more causes of stability and volatility than the choice of monetary policy.

			One explanation for how events progressed is that the 18½ years that the Estonian economy spent with the kroon were a time when it was constantly changing and indeed changing very rapidly. Something needed to remain stable in such a rapidly changing landscape. This was especially true for a small and open economy where prices are largely set by international markets and that besides that is undergoing the transition to a functioning market economy.

			The differences between the Central and Eastern European countries in transition, including the Baltic states, that joined the European Union in the big bang of 2004 are not very large, and data from 2012 show that all the countries had between 62% and 82% of the EU’s average GDP per capita at purchasing power parity, with Estonia at 71%. At the start of the century these figures were lower at between 40% and 80%, with Estonia at 47%103. The convergence of income levels has been more noticeable in countries with lower incomes, and differences between the countries have halved. The CEE countries have used the full range of monetary policy regimes and several of them have also changed their systems at different times. 

			From Estonia and the other two Baltic states regaining their independence to their accession to the European Union took only thirteen years. These few years saw the first growth in the economy after the initial transition crisis, and then saw the Asian and Russian crisis, which was followed almost immediately by the start of the process of accession to the EU. The later global crisis led to a new wave of changes and was finally followed by Estonia joining the euro area. During the whole time the kroon was in use, there were only a few years of real economic peace at the start of the 21st century.

			A second explanation for a monetary policy that focused constantly on the exchange rate is that the country is small, meaning that many prices are set beyond its borders and not by domestic policy. In such a case exchange rate pass-through is stronger than in countries with larger domestic markets. Monetary policy in the other smaller countries that joined the EU in the 2004 big bang was more or less subordinated to the exchange rate. Those countries were Cyprus, Malta, Latvia, Slovenia and Slovakia, which all used managed or fixed exchange rate regimes, and which are all now in the euro area, and Lithuania, which had a currency board. Bulgaria, which joined the EU in 2007, and Bosnia-Herzegovina also chose currency boards, while Croatia, which joined in 2013, has a fixed exchange rate. 

			It should also be remembered that a fixed exchange rate increases the importance of the rest of economic policy, as there is no way of correcting mistakes through the exchange rate. It was this argument, though seen from the opposite end, that was used against a fixed exchange rate at the start of the century, as it is simpler and quicker to adjust only one price in the economy than the whole economic policy mix, even if it sometimes means that economic distortions are perpetuated and reforms avoided. Choosing the easier option often leads to nothing at all being done.

			The global financial crisis and the euro area debt crisis made some corrections to this attitude because the exchange rate was not used as a tool of economic policy in the euro area any more. The changes in Europe are still in progress, but the exchange rate, or the absence of an exchange rate, is no longer as central a question that it was, in either successes or failures. What exactly will happen next in the euro area is a question in itself. The consequences of the euro area debt crisis will take many years yet to play out, even if everything looks in good enough order on the surface.

			Looking back it should be said that no choice of monetary policy or exchange rate regime is equally good in all circumstances. The kroon was around for long enough to experience the best of times and the worst of times, and in spite of everything the exchange rate regime stood strong until accession to the single currency area. The first years in the euro area showed that Estonia had joined the single currency under quite favourable initial conditions, which confirms that the earlier monetary policy was generally well suited.

			The eventful story of the Estonian kroon and the currency board has now ended, but the changes and growth in the Estonian economy have certainly not. For this reason the story of the Estonian currency board can be spoken of as a part of the long transition from one economic system to another with dramatically different paradigms, and the entire story played out within less than twenty years. The monetary system and its currency board arrangement were an important part of this transformation.

			The Estonian currency board also passed into history as the first currency board to exit into a single currency area. Outside Europe currency boards can still be found in Hong Kong, the Eastern Caribbean islands, and some small Arab states. There has been a return to the situation of twenty years ago, and this quite unique monetary system again rules only in small, exotic countries. The second heyday of the currency board has passed, and whether it will ever have a third is a question for the future.

			Estonian economic indicators 1995 - 2013      
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					1  The terms GNP and GNI are here used as they were in the Soviet Union, so they are not the same as those concepts in the market economy. 

				

				
					2  The State Statistics Committee of the USSR put growth in national income in Estonia at 1.1% (Narodnoye khozyaistvo SSSR v 1990. 1991, 12).

				

				
					3  This rating was calculated as the total of twelve components. The Baltic states got ten points for degree of industrialisation, business-mindedness, proximity to Europe and infrastructure; nine points for level of education; eight for agricultural production; six for degree of self-sufficiency in terms of industrial goods and homogeneity of population; five for hard currency-earning capacity of industrial goods; and three for hard currency-earning capacity of agricultural products. The smallest number of points was achieved by Tajikistan with 18. Ukraine got 83 points and Russia 72.

				

				
					4  Research by Kalev Kukk for the Institute of Economics of the Estonian Academy of Sciences. (See e.g. Kalev Kukk 1989). 

				

				
					5  CIS, Commonwealth of Independent States – an international organisation founded by Belarus, Russia and Ukraine on 8 December 1991; those states declared that the Soviet Union was in a deep crisis and would cease to exist and be split apart. Later, most of the other former republics of the Soviet Union joined the CIS. The exception was the Baltic states, which have never been members of the organisation.

				

				
					6  In 1988 and 1989 for example, 1.3 million tonnes of feed grain were imported into Estonia. The imported grain was mainly paid for with hard currency from oil sales, and the meat and dairy products that it was used to produce went out into the general supplies of the Soviet Union, mainly to Moscow and Leningrad, and were paid for in roubles. The peak year for this was 1987, when 70,000 tonnes of meat were sent to the general stock, making up 2.9% of the total, and 535,000 tonnes of milk and dairy products, which made up 3.8% of the total. The sharp fall in imports of feed grain from 747,000 tonnes in 1990 to 300,000 tonnes in 1991 inevitably put an end to agriculture in this form.

				

				
					7  Loans to the government, on the other hand, amounted to 462.1 billion roubles, or 72.4% of assets of the State Bank of the Soviet Union; see Narodnoye khozyaistvo SSSR v 1990 g. 1991, p. 28. 

				

				
					8  The transferable rouble (perevodnoi rubl) was a unit of account used for trade between countries in COMECON. It functioned in effect as a multi-party clearing currency, but its use declined during the 1980s. It was not wanted for sales of goods that could be sold for dollars and was used for sales of so-called soft goods to COMECON countries. Just as the currency rouble lacked any connection in price terms to the roubles in domestic circulation, so did the transferable rouble. 

				

				
					9  For example the programme for a phased transition of the rouble to convertibility of the economics council of the State Committee for Foreign Economic Relations of the USSR Council of Ministers gave a damning assessment of any idea of dual currency within the USSR: “The programme also rejects any proposal to introduce any 'parallel', 'real' or 'regional' currency in the Soviet Union as a route to convertibility. [...] Especially given that all such surrogate currencies would have to meet the same requirements in order for them to be convertible that the rouble does. They should also be understood as a covert monetary reform and an attempt to end support for the rouble rather than to stabilise it. [...] As for ‘regional’ currencies, they are a uniquely romantic concept under current economic conditions, as any individual republic is even further away from convertibility than the union as a whole is.” (Programma poetapnogo perekhoda k konvertiruyemosti sovetskogo rublya v inostranniye valyuty. 1990 Moscow.) 

				

				
					10  Bo Kragh (Svenska Handelsbanken) was at that time adviser to the Prime Minister of Estonia, and was later Deputy Governor of Eesti Pank.

				

				
					11  In practice this was an unwitting application of a beggar-my-neighbour policy.

				

				
					12  Valentin Pavlov was Prime Minister of the Soviet Union from 14 January to 22 August 1991, and the reforms associated with him aimed at first to reduce the amount of cash in circulation. The first step was the declaration on 22 January 1991 that the fifty and one-hundred-rouble notes issued in 1961 were no longer valid, which had virtually no effect in Estonia.

				

				
					13  In fact, there was discussion in Estonia about using the kroon in parallel to the rouble. This came when the lack of cash led Prime Minister Tiit Vähi to propose in May 1992 the idea of starting to use one and two-kroon notes in place of large denomination rouble notes before the official monetary reform was enacted. The idea quickly died however, because of opposition from the public and Eesti Pank. In fact something similar later happened in Latvia when the five-lat note became the first lat-denominated note to enter circulation on 5 March 1993 as an equivalent for the 1000-rouble note and as a replacement for the recently introduced but easily forged 500-rouble note.

				

				
					14  Anders Ǻslund has named Jeffrey Sachs, Ardo Hansson and Boris Pleskovic as the main foreign experts who helped to carry out the Estonian currency reform (Ǻslund 1996, pp. 151, 403).

				

				
					15  The legal framework for the Estonian currency reform was the Currency Law, the Foreign Currency Law and the Law on the Security of the Estonian Kroon, which were passed on 20 May 1992 and came into force on the day of the reform, and the decrees of the Currency Reform Committee.

				

				
					16  Among those proposing a revaluation were Rudolf Jalakas, an émigré Estonian economist who was part of the first monetary reform committee, and who was most probably drawing on the experience of Sweden and the Nordic countries.

				

				
					17  Based on Andres Saarniit – The history of Estonian tax policy (Eesti Pank internal memo) (Saarniit 2012).

				

				
					18  The first foreign loans taken in 1992 were used for vital imported goods such as fuel, medical technology and medicines. In subsequent years loans were mainly used for financing investment.

				

				
					19  Estonia. The Transition to a Market Economy. The World Bank. Washington, D.C 1993. 

				

				
					20  Estimates in publications at the time also put the tax burden at 40–41% (http://www.imf.org/external/pubs/ft/scr/1998/cr9812.pdf).

				

				
					21  See the State Budget Strategy 2004–2007. Republic of Estonia, 26 May 2003.

				

				
					22  This is base money in the narrower definition, which is only cash or high-powered money, not the usual M0, which typically also includes the reserves of commercial banks at the central bank.

				

				
					23  The central bank of Hong Kong.

				

				
					24   The voucher-based privatisation that was widespread in Central and Eastern Europe and the former USSR was used in Estonia only for private property and minority shareholdings of a few companies. This made Estonia an exception within the entire region.

				

				
					25  In 1994-1995 Eesti Pank operated as an agent of the government using loans from the Systemic Transformation Facility, STF, of the IMF for economic development. The loans were directed to the Estonian economy through commercial banks to provide an additional credit resource.

				

				
					26  According to the initial kroon issue balance and not including the liabilities taken over from Hoiupank (Kalev Kukk).

				

				
					27  On 2 June 1997 the Riigikogu annulled the decision passed by the Supreme Council on 23 January 1992 on the currency reserve of the Republic of Estonia. This finally removed all financially equivalent rights of Eesti Pank to the reserve areas of state-owned forest.

				

				
					28  It was not permitted to display service fees separately from the end price, which in the end led to more transparent pricing and a harmonisation of service fees. 

				

				
					29  The treatment of the money supply in this sense is neither supply side nor demand side, but can be both, being demand side during good times and supply side during difficult times, which includes direct limits when it comes to outflows of capital. In technical terms this approach is called endogenous or automatic determination of the money supply.

				

				
					30  Unrestricted conversion of the domestic currency against the anchor currency means full convertibility within the limits of the backed liabilities, which for the Estonian currency board was M0, or the total value of cash and the compulsory reserves of the banks.

				

				
					31  This means there was a delay of two days between the transaction being agreed and the money actually moving.

				

				
					32  EONIA (Euro OverNight Index Average) is the overnight interest rate of the European Central Bank.

				

				
					33  The last list of currencies for purchase and sale was approved in 2008 and said Eesti Pank would buy and sell euros (EUR), US dollars (USD), Japanese yen (JPY), British pounds (GBP), Swiss francs (CHF), Canadian dollars (CAD), Australian dollars (AUD), New Zealand dollars (NZD), Swedish krona (SEK), Danish kroner (DKK) and Norwegian kroner (NOK).

				

				
					34  Approved banks were those that had access to the settlement system managed by Eesti Pank and that did not have major problems; Eesti Pank assessed whether each bank was suitable as a partner for forward transactions.

				

				
					35 It was planned at first to raise the reserve requirement from 10% to 15% during 1992, and in October it reached 12%, but during the banking crisis at the end of the year it was returned to its original 10% as liquidity of the banking system worsened (Eesti Pank Annual Report 1992).

				

				
					36  Before the 1996 reform of the minimum reserve requirement, the reserves could be used for intraday clearing of transactions, and banks were not punished for failing to meet the daily reserve requirement that applied at the time.

				

				
					37  This does not apply to Soviet era bills left unpaid after Estonia left the rouble zone, which were kept on the balance sheet of Eesti Pank for a fairly long time, until they were resolved by international treaties or written off. This fairly typical transition problem did not cause any additional shocks to the monetary system.

				

				
					38  This is one approach. Other versions proposed in the economic literature include a wider view of the transition crisis in banking, which puts the time-frame at 1992–1994. This works if the bankruptcy of Sotsiaalpank, which ended the liquidation of the big banks inherited from the Soviet Union, (see section 3.2.5) is considered as the end of the first transition crisis.

				

				
					39  The first five were Poland, Hungary, the Czech Republic, Slovenia and Estonia. Some sources say that Estonia was included in the top five as Slovakia dropped out due to shortcomings in its democratic development; Slovakia was one of the first four to join the OECD in 2000, together with Poland, Hungary and the Czech Republic, while Estonia and Slovenia joined the OECD in 2010.

				

				
					40  The banks’ move to foreign investors started with the Asian and Russian crisis, and 1998 and 1999 saw direct investment mainly in the buying up of banks, while a majority of foreign investment went into the financial sector. The crisis also signified a wider change in the structure of capital flows, as portfolio investments didn’t return to the same level for several years, while direct loans from foreign markets became widespread, at first mainly within groups.

				

				
					41  Estonia was not the only European country affected by the Asian crisis, and as a rough generalisation it could be said that the countries hit had fixed exchange rates and unbalanced economies, such as the Czech Republic at the time.

				

				
					42  Thanks to Jaak Tõrs for comments and additional information.

				

				
					43  Efforts were made for several years to reach agreement with the European Commission on how these provisions should be interpreted and adapted, but Estonia joined the euro area before the new rules ever came into force.

				

				
					44  A similar idea can be found in Hanke and Schuler (1994, 2000): “The main point of the CBA automatic money supply mechanism is that market forces determine and limit expansion of the money supply. As long as it is [expected to be] more profitable to invest funds in the currency board country than elsewhere, commercial banks in the currency board system tend to increase their loans. They can do so because foreign investment tends to occur, bringing additional foreign reserves to the currency board system. Eventually commercial banks expand their loans in the currency board system to such an extent that making further loans there is less profitable than investing the funds abroad. At that point, commercial banks hold the supply of loans constant in the currency board system, and money supply ceases to increase”.

				

				
					45  The first low-risk instruments were dollar bonds, the domestic loan certificates of the national government, paying 10%. These were registered securities with a maturity of five years and nominal values of 100, 500, 1000 and 5000 US dollars, and ten million dollars worth were issued. At the time of the collapse of the Soviet Union, the Estonian economy was heavily dollarised. After the monetary reform, the certificates denominated in foreign currency were cancelled and they were realised for a little over 85,000 dollars.

				

				
					46  The public capital bond was a special privatisation voucher for the transition economy that was issued according to length of employment and used mainly for privatising housing. Any left over were later quoted on the securities market.

				

				
					47  The Tallinn Stock Exchange re-introduced as its official logo the emblem of the Reval Fund Exchange, the original Tallinn stock exchange founded in 1872.

				

				
					48  An exceptional feature in Estonia was that the Treuhand model of privatisation for real money meant there were no zombie companies on the exchange, like those in other Central and Eastern European countries where voucher privatisation had left companies listed on the stock exchange but with confusing and fragmented ownership where the final ownership structure only became clear much later.

				

				
					49  The original members of ASEAN in 1967 were the Philippines, Thailand, Singapore, Indonesia and Malaysia. They were later joined by Brunei and four countries in Indo-China – Vietnam, Cambodia, Laos and Myanmar.

				

				
					50  Overheating of the economy is not expressed numerically in the sense of growth exceeding potential, because the short history and the volatility make it extremely difficult to estimate potential growth for small, open economies in transition. However, no analysis has ever put Estonia’s potential growth at 10%, and the maximum estimates have stopped at 7–8%.

				

				
					51  It should be remembered that with currency boards other than that in Hong Kong, the central bank does not use either sterilised or unsterilised intervention. It could be said, with certain caveats, that there is ‘spontaneous’ intervention in the currency markets on a daily basis under a currency board.

				

				
					52  This refers more specifically to the credit channel. The financial leverage, or debt-to-equity ratio of companies in the non-financial sector was around 0.75 by 1997, so high real interest rates had a noticeable effect. One consequence of the Asian crisis was that it temporarily put growth in corporate debt into reverse. Estonia stood somewhere in between the West and Asia in terms of the degree of financial leverage at the time. The situation was eased because the overall debt burden was still low at 30% of GDP, and the use of owner’s equity for financing was widespread. The companies concerned here were those that were able to take loans.

				

				
					53  The corrections were made in several revisions of GDP statistics in later years.

				

				
					54  There is an alternative school of thought that says that the Asian crisis started in the Czech Republic and spread from there to Asia, but there is not space in this book to dissect that question.

				

				
					55  GDP per capita at purchasing power parity in per cent of the EU average. Gross household disposable income (GHDI) and actual individual consumption (AIC) are not covered here because the redistribution of income is not the subject of this book. For reasons of simplicity and comparability, complex macro level indicators other than GDP, GNP or GNI are not used here. 

				

				
					56  Sustainability of Public Finances: the government deficit must not exceed 3% of GDP; public debt must be less than 60% of GDP or approaching it at a moderate speed. Exchange rate: the country must be in the ERM2 for at least for two years, and must keep the exchange rate of its currency stable against the euro. Price stability: the country’s 12-month average inflation rate must not be more than 1.5 percentage points above the average annual inflation rate of the three EU member states with the best price stability. Interest rates: the country’s long-term interest rates must not be more than 2 percentage points above the average annual inflation rate of the three EU Member States with the best price stability. 

				

				
					57  The global financial crisis and its major economic problems pushed institutional development into the background. It is clear though that membership of the euro area would have been no help against the crash in world trade at the end of 2008. As the debt crisis started in the wake of the global crisis, most countries failed to meet the Maastricht criteria, but Estonia was an exception. The euro area debt crisis that followed the global crisis allowed uncertainty to continue.

				

				
					58  Russia was not yet a member of the World Trade Organisation (WTO). Russia joined the WTO in 2012, and the consequences of this are not yet fully clear.

				

				
					59  ERM2 (Exchange Rate Mechanism 2) is an exchange rate policy where the floating rate of a national currency was not allowed to move further than +/-15% from its fixed central rate against the euro.

				

				
					60  Convergence play – speculation in the financial markets around the final fixing of a floating exchange rate to the euro with the aim of profiting from movements in the exchange rate prior to accession.

				

				
					61  Balassa-Samuelson hypothesis – an economic model built on the assumption that productivity differs between countries more for goods in the traded sector than in other parts of the economy. The hypothesis is that development in a small and open economy can only be based on the open, or exporting, sector. The growth advantage of this sector from technological development makes it possible to reduce differences in both income and price levels between industrialised and transition economies.

				

				
					62  This research is an exception as it compares the monetary policy systems of Hong Kong with themselves at different times.

				

				
					63  A somewhat broader interpretation (e.g. Mishkin 1996) argues that if the money supply changes, the subsequent transmission would function through asset prices, meaning the interest rate channel (price of money in domestic currency), the exchange rate channel (price of money in foreign currency), or Tobin’s q-theory and the wealth effect (prices of securities and real estate). The credit channel, which here amplifies the interest rate channel, can be added to that list. In this case there is either a loan channel or a balance sheet channel; both are based on asymmetric information, which is particularly important in a transition economy (Nenovsky & Hristov 1998). If the price of money is changed, the supply of money and credit will adjust accordingly, as will the other asset prices.

				

				
					64  A further argument here is the risk factor. A movement from a currency board to an ordinary fixed rate would probably be taken by the financial markets to indicate an increase in exchange rate risk due to the lower commitment to maintaining the stability of the exchange rate. Joining a currency area means that exchange rate risk is eliminated.

				

				
					65  This is a comparison with an analysis where the impacts of foreign and domestic monetary policy shocks on a small and open economy were modelled (Walsh 1998).

				

				
					66  The key question here is what happens in such cases if there is a sharp and sustained fall in the borrower’s domestic currency – whether the state covers this or the borrower has to bear the loss. The absence of any historical cases where good solutions to this problem have been found is the main argument against loans in foreign currency.

				

				
					67  The monetary policy in Slovakia was in some ways similar to that in Slovenia, a managed float with appreciation of the exchange rate. The difference was that the appreciation in Slovenia was only gradual, while in Slovakia it was  accompanied by the revaluation of the central rate of the ERM2 fluctuation band against the euro before Slovakia joined the euro area in 2009.

				

				
					68  It could be noted in passing that this was only a transitory stage for big local banks on their way to coming fully into non-resident ownership. The banks that remained in local ownership are not systemically important.

				

				
					69  There were several forward-looking components in the structure of the minimum reserves at the time, like the special rate for reserves, which in essence allowed minimum reserves to be distinguished by maturity like the distinction in the Eurosystem between liabilities with maturities under and over two years, though this was never used.

				

				
					70  In the Estonian case this was the central bank.

				

				
					71  See King, Mervyn (2013), http://www.bankofengland.co.uk/archive/Documents/historicpubs/speeches/2003/speech204.pdf

				

				
					72  The Greenspan put is the monetary policy followed by the former Chair of the US Federal Reserve Alan Greenspan and other members of the Federal Reserve from 1987 to 2000. A put is an option to sell, where the buyer of the option has the right to sell an asset to a counter-party at a set price; the right can be used if prices fall below the agreed price. When Greenspan was Chair of the Federal Reserve, a crisis arose in which the stock market fell by more than 20% and the Federal Reserve lowered its base interest rate in response, which often led to negative real interest rates. The Federal Reserve essentially injected additional liquidity into the economy and supported risk-taking in the financial markets so as to prevent the situation from worsening.

				

				
					73  In August 2006, Nouriel Roubini, professor of economics at New York University forecast that a long and deep recession would be started soon by a collapse in the real estate market. See

				

				
					74 The uncollateralised money market has been one of the principal sources of funding for the operations of the banks. It differs from the collateralised market in that it does not require government or private securities, whether bonds or shares, to be used as collateral for loans.

				

				
					75  Securities were called toxic when their price had fallen, their value was hard to assess, and there was no liquid market for them.

				

				
					76  ECB survey of bank lending. European Central Bank, Euro Money Market Survey, Sept 2012.

				

				
					77  A Persaud, http://www.voxeu.org/article/financial-crisis-may-hasten-european-integration-slow-global-banking, 6 October 2008.

				

				
					78  The VIX is the implied volatility index of the S&P 500 index options, which shows the uncertainty of the market about the next thirty days. It is calculated from share options traded on the Chicago exchange.

				

				
					79  This was partly a statistical anomaly caused by the full takeover of Hansapank by Swedbank of Sweden. This was shown as an inflow of the purchaser’s direct investment and an outflow of portfolio investment, which reflected the investments of the sellers in 2005. The outflow of direct investment both before and after 2005 was also affected by the group structure of Swedbank/Hansapank, as its subsidiaries in Latvia and Lithuania increased their capital through Tallinn. Swedbank finally based the whole financing structure of the banking group in Stockholm in 2011.

				

				
					80  Of these countries, Hungary and Romania have floating exchange rates, the others have fixed rates.

				

				
					81  The Balassa-Samuelson hypothesis is an economic model built on the assumption that productivity differs between countries more for goods in the traded sector than in other parts of the economy. The hypothesis is that development in a small and open economy can only be based on the open, or exporting, sector. The growth advantage of productivity in this sector from technological development makes it possible to reduce differences in both income and price levels between industrialised and transitional economies.

				

				
					82  The only instance of borrowing from markets was a eurobond at the beginning of the 2000s that was used to refinance the more expensive international dollar loans taken from the IMF, the World Bank and others in the 1990s, but this had been paid back by the time the global crisis started.

				

				
					83  The Stability Reserve Fund (SRF) (see http://www.eestipank.ee/sites/default/files/publication/et/Arhiiv/bylletaan/1999/index_10.html) is not covered as a separate topic here because it was never more than 30% of the government’s liquid reserves except when it was set up at the end of 1997. In any case the role of the SRF changed significantly over time, from considering the financing of structural reforms to ensuring macroeconomic stability during crises.

				

				
					84  Under the pension indexing scheme the index could never be negative, meaning pensions could never be cut. Since 2009 was a year of deflation it meant the index was at zero and the amount that would have been cut was later recovered from smaller rises in pensions after the crisis. This applied to the first pillar, the state pension. Payments into the funded pensions of the second pillar were stopped on 1 July 2009. The state payments were reinstated in stages, with payments of 2% of the employee’s gross salary in 2011 and 4% in 2012, bringing it back to where it was before. State contributions were raised to 6% for those who had kept up their personal payments of 2% of the gross wage in 2009–2010, if they wanted the higher rate and agreed to contribute 3% themselves in 2014–2017.

				

				
					85  This does not include the negative supplementary budget of 2008, whose role in retrospect after GDP was recalculated turned out to be even bigger than was originally estimated and which was worth 1% of GDP. As the crisis had not yet really hit then, the 2008 supplementary budget is generally not mentioned in the context of the crisis measures.

				

				
					86  This does not mean that the banks acted the same as they did in the Nordic countries, which were affected less by the crisis. In spite of everything, the Baltic states are still not really part of the domestic market for the Nordic banks.

				

				
					87  KredEx is a financing institution that helps Estonian companies grow more quickly and expand safely into foreign markets by providing loans, venture capital, credit insurance and state guaranteed collateral.

				

				
					88  The total support package was worth around 1% of GDP in 2009, but it was not all used.

				

				
					89  Interim study of enterprise and innovation policy Ettevõtlus- ja innovatsioonipoliitika vahehindamine. Table 50 in the Innovation Studies 21/2012 publication can be used to draw some tentative conclusions about the impact of the support measures, other than the start-up loan measure, which was not directly related to the crisis. The number of employees increased by 3.1%–10.9% more in companies covered by the measures than in the comparison group, with the exception of the credit line, where it fell by 6.8%. It should be remembered that the companies using the credit line were mainly large companies with more than 300 employees, and they may have restructured differently during the recession than small companies did. Given that employment also fell during the years of the recession in 2009–2010, these figures are certainly positive. Sales income increased under all the measures except subordinated loans. The fall in this category was due to one large company that was hit harder by the crisis. Operating profit increased under all the measures except loan guarantees. As a result the fastest growth in this group was in exports, and sales revenue was also larger than in the reference base. 

				

				
					90  Countries like Estonia are sometimes described as a tiny, open economy, but this is not a standard term in economics like small, open economy.

				

				
					91  For the sake of clarity, the figures are not shown here in both kroons and euros.

				

				
					92  The theory of using austerity measures to reduce a national budget deficit in order to change public expectations, including those of the rating agencies, and thereby to stimulate the economy is called contractionary fiscal expansion. 

				

				
					93  Estonia’s exports reached their largest volume at the time during the boom, when price competitiveness had declined as price competitiveness and changes in export volumes do not always move exactly together in transition countries. This is because the export portfolio of small countries is often focused on niche products and because of changes in factors other than price (see e.g. Benkovskis and Wörz 2012). The problems with competitiveness appeared more clearly at the peak of the boom. The IMF found that the real exchange rate of the kroon was overvalued by up to 15%, which is considered the limit beyond which serious problems arise in international competitiveness. 

				

				
					94  In figures, the income of the top quintile was 5.5 times that of the bottom quintile before the boom, at the peak of the boom it was 5.0 times larger and in 2012 it had returned to 5.4. Incomes by quintile are only given here illustratively, no social comment is intended. The EU average in 2012 was 5.1.

				

				
					95  Methodologies vary. The figure from Eurostat is based on purchasing power parity and the figures for GDP in European Union member states are given as a proportion of the EU average, which is always 100%. This means that it is important how real GDP for the whole of the EU has moved against the rest of the world in the given period. As GDP statistics are subject to frequent revision and statistical errors can be quite large, they are used only in general terms here.

				

				
					96  The different outcome in Hungary is largely the result of events in 2006 when fiscal problems came to the surface and the political situation became very uncertain. 

				

				
					97  In some exceptional cases there may be fewer than three comparison countries.

				

				
					98  In the Treaty on the Functioning of the European Union, or the Treaty of Lisbon, this criterion was worded: “The normal fluctuation margins provided for by the exchange rate mechanism must be respected without severe tensions for at least the last two years before the examination”.

				

				
					99  The wider context should be considered here. The first phase of the EMS (European Monetary System) was ERM1 in 1979–1998, which was a voluntary arrangement for linking exchange rates that centred on the Deutschmark. The second phase, ERM2, began after the euro came in at the start of 1999 and was intended as a preparatory stage for membership of the euro area for EU countries that were not yet in the euro. The third and final phase was Economic and Monetary Union, EMU, which brought in a currency union and the disappearance of exchange rates.

				

				
					100  The figures for growth and inflation quoted in the text are the estimates available at the time. Later statistical revisions mean that some of those calculations no longer apply.

				

				
					101  It is anyway not clear what other regime could have been used. A crawling peg regime is often seen as the natural exit route from a currency board (see Baliño and Enoch 1996), but the ECB did not accept such a solution under the ERM2. Exiting from a currency board to a currency board, where the currency board remains but the rate against the anchor currency changes, would have been logically absurd, as the key point of a currency board is its loyalty to a constant exchange rate; in this case it would have been just a normal fixed rate.

				

				
					102  This made further measures to increase revenues and further cuts to spending unavoidable in 2009 to make sure that the fiscal criterion was met. The most controversial of those measures was a rise in VAT of 2% in summer 2009. Using indirect taxes to consolidate the budget was in line with the main guiding principles of the earlier budget strategy and so with the long-term goals of tax policy published earlier, and such a move was quite common in the adjustment programmes of other countries. However, the rise in VAT was sharply criticised, with critics in organisations for tax payers and businesses. Although criticism of how quickly the decision was taken is understandable, it is not at all clear what alternative measures of a similar size could have been taken to consolidate the budget that would have been less disruptive to the economy. Linking the criticism at the time to the insufficiency of the budget measures of 2008 was also rather meaningless. Although the complaints were justified in many ways, they related to the earlier consolidation, and are not of great relevance in assessing the situation in summer 2009. So there were inconsistencies running through the criticism of the time, as it both demanded that the euro be adopted and criticised the measures that needed to be taken to achieve that.

				

				
					103  This does not include Cyprus at 92% of the EU average and Malta at 86%, as their history was quite different. The eight members of the CEE group have since been joined by Croatia, which joined the EU in 2013 and posted 62%, and Portugal and Greece, which have been pushed back following the euro area debt crisis to around 75%. Romania and Bulgaria, which joined the EU in 2007, are a little further back at up to 50% of the EU average.
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Estonian economic indicators 2005 - 2013

1995 1996 1997 1998 1999 2000 2001 2002 2003
Nominal GDP (billion euros) 113 135 162 165 141 147 164 176 187
GDP, volume change (%) 95 104 79 -53 -147 25 83 47 16
CPJ, change (%) 41 44 66 104 -01 30 50 39 28
Current account (% of GDP) -87 -150 -150 -87 25 18 00 -21 -14
Private consumption, volume change (%) 94 127 90 -51 -156 -16 23 51 3.8
:g:i;zx:;l(fz)'mﬂ°"ﬂ°l' 153 228 103 -131 -367 26 330 104 25
Exports, volume change (%) 199 95 126 09 -203 240 222 83 26
Imports, volume change (%) 167 207 130 -6.2 -30.6 210 268 122 3.1
Unemployment rate (%) 80 59 46 55 135 167 123 100 86
Domestic employment, change (%) 23 49 02 -02 -102 -49 65 1.6 12
Toshive midr vanusegrupis 15-74 (%) 581 618 629 63.1 574 552 591 608 62.1
Productivity per employee, change (%) 70 53 77 51 51 78 16 3.0 04
Average gross monthly wage (euros) 514.4 597.6 719.6 819.2 781.2 788.4 8309 879.6 948.2
Average gross monthly wage, change (%) 108 165 205 139 -50 L1 59 57 7.0
AT 658 61 324 84 38 49 54 03 07
B o o o 0?) 583 782 862 919 1032 944 801 747 708
Gross external debt (% of GDP) 859 958 1072 115.2 122.2 1121 1019 1019 93.6
Net investment position (% of GDP) -847 -73.3 -71.3 -754 -80.1 -712 -55.6 -52.1 -47.1
Budget balance (% of GDP) 16 25 24 30 -20 02 1.0 -03 -05

Sources: Statistics Estonia, Eesti Pank
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Figure 12.6. Real effective exchange rate, annual average,
index 2005 = 100, 2005-2010
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Estonian economic indicators 1995 - 2004

1995 1996 1997 1998 1999 2000 2001 2002 2003 2004
Nominal GDP (billion euros) 28 36 45 50 54 62 70 78 87 97
GDP, volume change (%) 59 117 68 -03 62 61 75 65
CPI, change (%) 200 231 112 82 33 40 58 36 13 3.0
Current account (% of GDP) 42 -84 -111 86 -43 54 71 -112 -129 -120
Private consumption, volume change (%) 124 120 53 0.6 62 92 91 78
:‘Kf‘:dd“?x"‘;l(gz)'m""°"’v°l' 182 236 214 -155 121 239 178 55
Exports, volume change (%) 03 264 134 04 63 28 102 173
Imports, volume change (%) 85 286 125 -59 12.4 133 140 161
Unemployment rate (%) 97 99 96 9.8 122 146 130 112 103 101
Domestic employment, change (%) 2.4 00 -19 -45 06 00 21 -0.4
Téhoive madr vanusegrupis 15-74 (%) 585 577 553 544 550 552 566 567
Productivity per employee, change (%) 84 117 88 44 56 61 52 69
Average gross monthly wage (euros) 152.4 190.8 2282 255.5 282.3 311.6 352.2 390.5 428.3 461.6
Average gross monthly wage, change (%) 369 257 194 125 76 105 123 115 9.4 84
AT 89 43 132 181 200 314 455
B e ot 0?) 553 245 241 237 248 267 313 408
Gross external debt (% of GDP) 52.4 532 579 644 768
Net investment position (% of GDP) -13.8 -35.0 -36.6 -517 -48.1 -48.4 -53.7 -66.0 -86.3
Budget balance (% of GDP) -02 01 03 17 17

* Highlighted data are not comparable with data from 2000-2013 because

of the change from ESA 95 to ESA 2010.
Sources: Statistics Estonia, Eesti Pank
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Figure 10.6. Nominal wage growth from the same quarter of the previous year
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Figure 2.2. Tax revenues and their structure (% of GDP)
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Table 7.1. The monetary policy operational framework of the time

(Eesti Pank Annual Report 2004).

Monetary Policy Tool Operation
Eesti Pank guarantees to exchange euros, US
dollars, Japanese yen, British pounds and Swedish
1. Forex window krona for Estonian kroons and vice versa for

Exchange rate spreads on
foreign currency purchase
and sale transactions

Estonian credit institutions without limit.

‘There are no exchange rate spreads used for EUR-EEK
sale or purchase transactions between Eesti Pank and
credit institutions (1 EUR = 15.6466 EEK).

From 1 January 1999

2. Minimum reserves

Estonian credit institutions must hold a
defined proportion of their liabilities in liquid
form in assets approved by Eesti Pank.

1) Calculation base for
minimum reserves

a) liabilities to customers;

b) bonds issued by banks;

¢) liabilities to foreign credit institutions;

d) repurchase agreements;

¢) financial guarantees issued to cover the liabilities of
financial institutions belonging to consolidated groups;

f) subordinated debt;

g) government loan funds and counterpart funds.
From 1 March 2003

2) Rate of the monthly minimum
reserve requirement

General rate of 13% of the calculation base for reserves
and a special rate of 13%.
From 1 March 2003*

3) Assets accepted for meeting
the reserve requirement

a) Deposits in Eesti Pank;

b) high-quality foreign securities, up to 50% of the
reserve requirement.

From 1 July 2001**

4) Calculation principles for
meeting the minimum monthly
reserve requirement

Daily minimum requirement

Checking that the average of the month is followed.
Calculation of the average starts on the first calendar
day of the month and ends on the last.

From 1 July 1996

40% of the reserve requirement in EEK.
From 1 January 2001

5) Remuneration of reserves

Deposit interest rate of the European Central Bank.
From 1 July 1999

3. Deposit facility

Eesti Pank allows credit institutions to earn
interest on the average balance for the month
on the account at Eesti Pank in excess of

the minimum reserves requirement.

Deposit interest rate of the European Central Bank.
From 1 January 1999

4. Facility for selling foreign
securities to Eesti Pank

Securities that meet the acceptable quality standard
for meeting the reserve requirement.
From 1 January 2001.

* The special rate applies for liabilities and repurchase agreements with a maturity of more

than two years.

** Until 1 March 2004 the vault cash of credit institutions were also counted as assets
acceptable for meeting the reserve requirement for up to 20% of the EEK reserve.
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Figure 10.5. Inflation in Estonia from the same month of the previous year
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Figure 11.5. Nominal and structural budget balance and real GDP growth (%)
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Figure 12.5. Exchange rate against the euro, annual average,
index 2005 = 100, 2005-2010
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Figure 2.1. Fall in GDP during the transition crisis (%)
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Figure 9.1. Nominal real estate prices in the USA,
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Figure 4.1. Inflation and nominal GDP growth 1995-2000
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Figure 5.1. Money supply 1995-2000
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Figure 6.1. GDP per capita at purchasing power parity in per cent
ofthe EU average
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Figure 4.3. Real GDP growth, external deficit and the budget deficit 1995-2000
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Table 1.6. Changes in consumer prices in the Baltic states and other former Soviet

Union countries in 1992-1997 (per cent, year-on-year)

1992 1993 1994 1995 1996 1997
Estonia 1076 90 48 29 23 1
Latvia 951 109 36 36 25 18
Lithuania 1021 410 72 40 25 9
Russia 1627 974 408 298 148 115
Belarus 1071 1290 2321 809 153 164
Ukraine 1627 4835 991 477 180 116
Moldova 1209 1284 587 130 124 112
Georgia 847 11372 6574% 263 139 107
Armenia 828" 1923* 5062 276 119 14
Azerbaijan 1012 1229 1764 512 120 104
Kazakhstan 1615 1758 1977 276 139 17
Uzbekistan
Kyrgyzstan 1186 281 143 132 123
Turkmenistan 870 1731 2814
Tajikistan 1063 2236 340 543 370 172

* Retail prices and tariffs of goods and services
** December-to-December

Source: Statistical Offices of Estonia, Latvia and Lithuania; 20 Years of the

Commonvwealth of Independent States 19912010, p. 436.
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Figure 11.4. Capital inflows and the current account
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Figure 4.2. Employment and average wages 1995-2000
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Figure 10.8. Talse/OMX Tallinn
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Figure 4.4. Net capital flows 1995-2000
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Figure 12.7. GDP growth, per cent per year, 2005-2010
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Table 1.5. Average wages in the Baltic states and other former Soviet Union coun-

tries in 1988-1992 (roubles)

1988 1989 1990 1991 1992
Estonia 249 270 341 775
Latvia 227 250 291 562
Lithuania 223 244 283 737
Russia 235 259 297 580 6400
Belarus 193 212 247 541 5072
Ukraine 168 184 220 476
Moldova 166 197 252 457 3386
Georgia 145 170 233 270 1518
Armenia 208 221 244 335 1304
Azerbaijan 170 182 239 345 2736
Kazakhstan 199 210 246 456 4786
Uzbekistan 150 165 203 366 2582
Turkmenistan 179 204 246 470 3593
Kyrgyzstan 165 198 220 386 2544
Tajikistan 185 205 273 370 2035

Note: 1991 indicators for the Baltic states are not directly comparable with each

other or with those of the CIS.

Source: Statistical Offices of Estonia, Latvia and Lithuania; Narodnoye
khozyaistvo SSSR v 1990 g. 1991, p. 98; Sodruzhestvo nezavisimyh gosudarstv v

1998 godu. 1999, pp. 143-308.
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Figure 11.3. The money supply and loans to the non-financial sector 2004-2012
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Figure 10.2. Nominal interest rates on loans in Estonia
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Figure 5.6. Real interest rates on loans to the non-financial sector 1997-2000
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Figure 12.2. Real effective exchange rate, annual average,
index 2005 = 100, 2005-2010

——Bulgaria —Estonia —— Latvia —— Lithuania
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partners.

Source: Eurostat (2014)
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Figure 11.2. Change in employment and quarterly GDP in the global crisis
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Table 1.4. Cost of living index in Estonia, Latvia and Lithuania between 1990 and
1992 (in per cent, from the last month of the previous period)

Estonia Latvia Lithuania
1990:
Q11989 - Q1 1990 79 29 9
1991:
Q 46.3 55.0 379
Q 28.4 203 48.5
o5} 36.8 122 13.8
Q4 56.7 733 107.3
December 1990 - December 1991 3027 262.4 3827
1992:
Qt 3237 2263 159.2
Q2 29.6 44.8 322
Q3 57.4 559 88.0
Q 219 43.8 959
December 1991~ December 1992 953.5 958.6 11625

Source: Statistical Offices of Estonia, Latvia and Lithuania
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Figure 12.1. Current account balance, per cent of GDP, 2005-2010

—— Bulgaria Estonia ——Latvia -~ Lithuania

10%

pd

. 7

5%

o \_,4

-15%

20%

25%
2005 2006 2007 2008 2009

Source: Eurostat (2014)

2010





OEBPS/image/eRaamat_joonis_13_01.png
Figure 13.1. Meeting the inflation criterion

——EST —— Reference, excluding Greece from 2009
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Table 1.3. Growth rates of real GDP in European post-communist countries in
1990-1997 (per cent)

1990 1991 1992 1993 1994 1995 1996 1997 1994

1989
=100
Estonia -65 -13.6 -142 -88 -1.6 28 57 117 62
Latvia 29 -104 -349 -149 22 09 36 83 52
Lithuania -50 -57 -21.3 -162 -9.8 12 5.1 8.5 53
Poland -116 70 26 38 52 7.0 6.2 7.1 92
Czech Republic -12 -11.6 -05 0.1 22 59 40 -07 89
Slovakia -0.4 -159 -67 -3.7 6.2 5.8 6.1 46 80
Hungary 35 -119 31 06 29 L5 13 46 84
Slovenia 75 -89 -55 28 53 41 37 48 86
Croatia -71 211 -117  -80 59 68 58 68 63
Bulgaria -9.1 -11.7 -73 -15 1.8 29 94 56 75
Romania -57 -129 -88 15 39 71 39 -61 79
Russia -30 -50 -148 87 -127 40 36 14 63
Belarus -30  -12 =96 75 117 -104 28 114 71
Ukraine 40 106 -97 -142 -229 -122 -100 -30 51
Moldova 0.0 -59 16
Georgia -124 206 -448 254 -1l4 24 105 106 25
Armenia -74 -117 -41.8 -88 54 69 59 33 46
Azerbaijan -117 07 226 -231 -197 -118 08 60 42
Kazakhstan -04 -11.0 -53 -92 -126 -82 0.5 17 67
Uzbekistan 16 05 -111  -23 -42 -09 16 25 84
Kyrgyzstan 57 =79 -139 -155 -201  -54 71 99 57
Turkmenistan 52 -47 -53 -100 -173  -72 =67 -113 71
Tajikistan 06  -71 -29.0 -164 -21.3 -12.4 -167 17 43

Source: EBRD
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Figure 11.1. Fall and recovery in manufacturing output in selected countries in the
2008 financial crisis
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Figure 10.1. Loan Turnover in Estonia
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Table 1.

Some Budget and Monetary Policy Indicators in the Soviet Union in

1985-1990

1985 1986 1987 1988 1989 1990
Consolidated budget deficit (billion roubles) 139 455 525 80.6 807 414
- as % of GNP 18 57 6.4 92 8.6 41
Internal debt (end of year, billion roubles) 141.6 1617 219.6  311.8 398.6 566.1
- as % of GNP 182 203 266 356 431 566
i’:z;‘;“bllﬁ'f::‘ %‘;g;ﬁ"“ tible cur- 183 225 261 341 438 438
Cash in circulation (billion roubles) 705 748  80.6 916 109.5 1361

Sources: Narodnoye khozyaistvo USSR in 1990. 1991, pp 5-28; * Aslund 1996, p 71.
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Figure 10.4. Current account as a ratio to GDP
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Figure 12.4. Current account balance in the Czech Republic, Hungary, Poland
and Romania, per cent of GDP, 2005-2010
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Figure. 5.2. Loans in foreign currency and kroons
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Figure 9.2. VIX index.
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Figure 5.4. Asian and Russian crisis: interbank market interest rates (TALIBOR)
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Table 1.1. Production of natural resources in the Soviet Union, 1985-1990

1985 1986 1987 1988 1989 1990

Qil (million tonnes) 595 615 624 624 607 571
Coal (million tonnes) 726 751 760 772 740 703
Iron ore (million tonnes) 248 250 251 250 241 236

Mineral fertilisers - calculated for 100% active

ingredient content (millions of tonnes) 32 347363 371 343 37

Timber (million cubic metres) 98 102 103 105 101 92

Raw cotton (million tonnes) 88 82 8.1 87 86 83

Source: Narodnoye khozyaistvo SSSR v 1990 g. 1991, 397-472.
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Figure 5.3. Tallinn stock market index (TALSE) 1996-2000
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Figure 10.3. The inflow of direct investment into Estonia

—— financial non-financial non-financial services
35
30
25 /
20

2001
2002
2003
2004]
2005
2006|
2007|
2008|
2009

2010

2011





OEBPS/image/eRaamat_joonis_12_03.png
Figure 12.3. GDP growth, per cent per year, 2005-2010

—Bulgaria — Estonia —Latvia —— Lithuania
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