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			INTRODUCTION

			It was in Estonia’s first year of using the euro, on 30 November 2011, that Olli Rehn, the European Commissioner for Economic and Monetary Affairs, announced to the finance ministers of the European Union that they had ten days to save the euro. The member states of the euro area managed to rescue the euro at that time, but the loud discussions about whether or not the monetary union had proven justified were still continuing at the time of writing of this book. So, when I started writing, I still did not know with any certainty what the prevailing mood would be in the chapter on Eesti Pank in the euro area and in the European System of Central Banks.

			It is probable though that readers of this book will not find that incident to be the most tense or tragic in the history of Eesti Pank. The time as a member of the euro area has been one of the quietest in the history of Eesti Pank as it was not Estonian banks nor the Estonian state that needed rescuing during the European debt crisis. Since joining the euro, Eesti Pank has nothing to compare with the nightmare of launching the kroon after independence was regained, or the fear of devaluation or the silencing of attempts at it. There has been no need to rescue commercial banks under the euro, as they have grown out of their Soviet lending heritage and the growing pains of the market economy. Even the crisis that erupted in 2008, deep as it was, was easier to resolve and survive than the confusion of the early 1990s.

			Estonia has experienced economic hard times when the mark was replaced in the mid-1920s, in the years of global depression before the devaluation in 1933, and in the crises of recent decades. Extraordinary monetary policy has been in operation throughout Estonia’s time in the euro area, but in the second half of the 1930s the majority of countries fenced in their economic space and only allowed foreign currency to be used for exports and imports through international clearing accounts under strict limitations. The line between the permitted and the unacceptable was trodden tightly and perhaps crossed in the early 1920s when Bolshevik gold was exchanged, and in the 1990s when VEB Fond claims were monetised.

			This book describes these events without seeking to take a position on them. I did not want to give my personal opinions but rather to let events and witnesses speak for themselves, or in some cases to quote what historians and economists have commented on them.

			Eesti Pank, the central bank of the Republic of Estonia, has already celebrated its centenary once this book is published, but central banking has directly or indirectly affected the territory of Estonia for much longer. This is why the book discusses not only Eesti Pank, but also the Swedish and Russian national banks, and the USSR state bank, which was quite a different kind of bank because of the ideology of that country.

			The reader will notice that much has changed at Eesti Pank and in central banking in general in the years covered by this book. The aim of central banking has always been to ensure the stability of money and payment systems, but the methods for doing so have changed a lot over time, as the nature of money and payment systems and understanding of economics have also changed. There are actions and ways of acting that are now considered unthinkable but which were commonplace in the past, and vice versa.

			Eesti Pank has generally not been at the forefront of the changes in central banking, because Estonia is a small country where it is not possible or sensible to use the entire arsenal of monetary policy measures. Perhaps now, as part of the European System of Central Banks, Eesti Pank could be said to be dealing with real central banking more than it ever did before joining the euro area.

			At the time of writing, the euro is still under a cloud and the European Union is also facing major changes, but a couple of things can be quite confidently predicted for Eesti Pank at the start of its second century. If the euro area survives, Eesti Pank will continue its role of executing locally the monetary policy decisions of the Governing Council of the European Central Bank, with much more right and opportunity to contribute to the decision-making than it ever had as the Tallinn branch of the tsarist Russian state bank or the Estonian branch of the USSR state bank during the occupation. Alongside this it will continue to manage the smooth circulation of currency in Estonia and carry out various economic policy tasks like any other central bank. It is also good to know that if ever Eesti Pank should again face the task of ensuring the stability of an independent currency, it would be far better prepared to do so than when it first started operations in 1919 or when it was re-established in 1989.

			The history of Eesti Pank and of central banking in Estonia shows that money can change its name or its technological form, and the government, regime or state can change, but there will always be a need for a central bank that can organise the circulation of currency and protect the stability of the country’s money.

			Villu Zirnask

			CHAPTER 1. THE ECONOMY UNDER SWEDEN AND RUSSIA

			When the Swedish Riksbank1, the world’s oldest central bank was founded in 1668, the territory of modern-day Estonia was part of the Kingdom of Sweden. Or more precisely, the Estonian and Livonian governorates general and the district of Saaremaa were under the rule of the Kingdom of Sweden.

			This, of course, is not the only reason to start the history of central banking in Estonia in Swedish times, even though Eesti Pank was only founded 250 years later. The development of banking in Swedish times and under the later Russian Empire help explain why a state even needs a central bank at all.

			Palmstruch’s financial innovation

			Europe at that time was surprisingly internationalised and some people linked to Estonia and Livonia were in the front line in establishing the new central banks of the empires that ruled over them in the 17-19th centuries.

			One such person was Johan Palmstruch, who was one of the greatest financial innovators in the Baltic region. Palmstruch was born in 1611 in Riga in Livonia, to where his father, a rich Dutch merchant, had fled from the war with Spain at the start of the 17th century. In the 1630s Palmstruch was doing business in Amsterdam under the name he was born with, Hans Witmacker. He ended up in the debtor’s prison, officially because of bankruptcy though it has been speculated that it was actually for revealing banking secrets2. Witmacker was released from debtor’s prison in 1643, after which he returned home to Riga, where he was ennobled for the service of his father and took the name Johan Palmstruch. He travelled between Riga and Sweden on business, and in 1656 King Karl X Gustav granted him the privilege to found a bank with responsibility for guaranteeing the value of Swedish coins and for giving loans. The bank was called Stockholms Banco.

			Stockholms Banco was essentially a state institution. Half of its profit was to go to the king, and the other half was to be divided between the city of Stockholm and Palmstruch’s company. Palmstruch invited several Swedish nobles to be joint owners of the company without asking them for any capital. The king appointed his adviser and treasurer Gustaf Bonde as supervisor of the bank. Bonde was one of the owners of the bank as at those times little attention was paid to conflicts of interest and the separation of powers.

			It is probable that Magnus Gabriel De la Gardie recommended to the king that Palmstruch should be given the right to found the bank3, as Palmstruch was a financial advisor to De la Gardie. Although Palmstruch’s connection to Estonia was only tangential, the same cannot be said of De la Gardie, who was born in 1622 in Tallinn to an important Swedish governing family, and who owned a large amount of land and property in Estonia. De la Gardie held many important posts at this time including Governor General of Livonia in 1649–1652, Swedish state treasurer in 1653–1655, military commander in the Swedish Russian war of 1656–1658, and state Chancellor in 1660–1672.

			The idea of founding a bank in Sweden, one of the great powers of the time, had been around since 1610. Many Swedish nobles had seen how crafts and trades were flourishing in Dutch, German and Baltic cities and towns, and it was seen that a shortage of money in the form of coins and credit was holding back the growth of this new economy in Sweden.

			Axel Oxenstierna, long-serving Vice Chancellor (1632–1644) to the young Queen Christina, who effectively ran the Swedish state and owned several manor houses in Estonia and Livonia, thought that a lack of coins was hindering the growth of trade, meaning that trade mainly took place through barter4. Oxenstierna had the idea of founding a bank like the Amsterdamsche Wisselbank that was established as the town bank of Amsterdam in 1609. Amsterdam was also the main centre of finance for the large merchants of Tallinn and Riga in the 17th century, but the time was not yet right under Oxenstierna for a bank in Sweden. The king did not have the means for it, and his people were not seized by the idea because they were not prepared to take the risk.

			The time was ready for the bank to be founded in 1656. The licence that the king gave Palmstruch’s bank to operate noted that it should be a lending bank that would avoid making excessive profit and an exchange bank that would earn interest from trade, but also an institution that would raise the fair value of Swedish copper money against foreign coins5.

			The Swedish state had started to mint coins from copper as well as silver in 1624, and this played a major part in the founding and development of the bank. Sweden was the leading copper producer in the world at that time and so had access to its own supplies of the metal, in contrast to silver which at that time was the main metal used for money in Europe. One of the goals in setting the copper standard was to establish an alternative market for copper. The 30 Years War in central Europe in 1618-1648 reduced the demand for copper a great deal, meaning that it was very much in the interests of the Swedish kingdom to use copper for making money instead.

			At first coins were minted from copper, but in the 1640s large plates of money started to be minted. The ten thaler coin measured 33 centimetres by 62.5 and weighed 19.72 kilograms, and was enough to buy about 30 kilograms of butter or to pay an unskilled worker for a month6. Silver money with the same value would have weighed less than 1/100th of the copper plate. These large plates were intended more as a store of value or for sale as goods than for everyday circulation of currency. In any case, the weight of the copper money alone meant that it had to be kept in a bank.

			Swedish overseas provinces were not particularly affected by the copper money because they had the right to mint their own money, but all Swedish money circulated in those places to a greater or lesser extent in any case. The Estonian historian Enn Küng described cash circulation in Estonia and Livonia in Swedish times.

			Various coins circulated in the Swedish Baltic provinces in the 17th century. Estonia and Livonia were under different political rulers at the end of the 16th century, and the Polish and Swedish authorities granted the provincial centres of Tallinn and Riga different rights to mint coinage, and the two provinces continued to use different coins even after they were both brought under the Swedish crown. The Livonian coinage spread wider, and the Polish groschen, dreipölkers, shillings, thalers and other coins minted in Riga also circulated in Estonia, Ingria and Saaremaa. The various öre and some marks, thalers and ducats minted in Tallinn were all Swedish and were used only in Estonia, rarely spreading further afield. The money minted in Narva in 1670–72 was similar to the Tallinn money and öre entered circulation from there.

			A limited amount of silver and copper money from Sweden in the form of thalers, marks, öre and other coins also circulated in the overseas provinces. Money from neighbouring countries and more distant countries was also part of the currency circulating in Estonia and Livonia. Coins from Lübeck and other north German cities, from Poland, England, the Netherlands and Russia, and from other countries were in use. Different areas had different preferences for the foreign money they used. Coins from the Netherlands and Poland were important in the economy in Riga, while in Narva, Nyen and Tartu merchants preferred Swedish money alongside small Russian coins like dengs and kopeks7.

			This meant there were many different coins in circulation, but Swedish money alone could be used for government finances and budgeting and bookkeeping. There were six different sorts of money circulating in Sweden in the second half of the 17th century, three of them made of silver, two of copper and one of gold8. Silver was used in the state thaler, the mark and the öre, copper was used for low value coins called slantar in Swedish and for larger value copper plates, and gold was used for the ducat. The best known of these and the most widely used in international trade was the state thaler, which contained 25.6 grams of pure silver.

			The state thaler and its associated smaller coins had to be used for payments and transactions with the state, such as tolls and rents, but the shortage of such coins meant that the authorities had to accept other copper silver or gold coins and even unprocessed silver and gold bullion.

			Various factors like the price of silver and copper and the amount of copper and silver thalers in circulation affected the exchange rates between all these monies and how available they were. There was a constant shortage of state thalers, so the other coins were all undervalued against it as a rule.

			The Stockholms Banco that Palmstruch founded promised to ease the shortage of currency for payments. At first the bank only took in deposits, but soon it started to issue loans as well. Among the borrowers were some companies with government trading privileges, but the main borrowers were the higher nobles, important state officials, and the kingdom.

			The bank fell into difficulties in 1660. After the death of Karl X Gustav in February, the Swedish state council assumed power temporarily, and devalued the copper plate money. As the new copper money contained less metal than the old money, the metal in the old money was now worth one fifth more than the nominal value of the plate. Depositors started to take their old copper thalers out of the bank to sell them for the value of the metal, and so the bank faced a liquidity crisis. This led to Palmstruch’s historic financial innovation.

			Palmstruch solved the problem by issuing credit notes. Stockholms Banco started to issue depositors with certificates in summer 1661 confirming that their holders had a claim on the bank, that the bank could exchange for cash. Issuing paper documents that confirmed the deposit of metal money at a bank and using them as a means of payment was nothing new in Europe. Palmstruch’s innovation though was that the credit notes were not connected to specific individual deposits, but were based on the general trust that the bank would issue real, metal money with actual value in exchange for the credit notes on demand.

			These credit notes were the first banknotes issued in Europe, and they were well accepted. Palmstruch said that the credit notes would be accepted in all the main commercial centres of Riga, Gdansk, Lübeck, Hamburg, Amsterdam, London, Paris and Venice, and also in Tallinn9. The credit notes were a convenient means of payment, and they allowed the bank to issue loans regardless of how much money was actually deposited there at any given moment. Lending increased rapidly not only in Stockholm but also in Gothenburg, Falun and Åbo (Turku), where the bank had opened branches.

			Magnus Gabriel De la Gardie also borrowed heavily from the bank, taking a loan of 255,000 copper thalers in 1663. It is not known whether such loans reached the Estonian economy and were connected to De la Gardie’s property in Estonia, but in any case he was a man who frequently loaded debt onto his property, mortgaged it and sold it10. Before taking out those loans, he had become the owner of the Pärnu estate in 1661.

			In autumn 1663 however, the bank had difficulties in exchanging credit notes because too many of them had been issued relative to the amount of real money deposited at the bank. The value of the credit notes fell against metal money, and merchants charged customers paying with credit notes 6-10% more than those paying with metal money11.

			After forceful discussion with state officials, many of whom had themselves taken large loans, it was decided in 1664 that the bank would have to call in all of its loans in order to satisfy the claims of depositors. The next couple of years were difficult for Swedish businesses as many lost the assets they had given as collateral for their loans or were forced to borrow from lenders at usurious rates.

			The recall of the credit notes lasted until 1668, but towards the end their market value approached their nominal value and there was less interest in exchanging them for metal money. This was not enough to save Palmstruch as the commission investigating the activities of the bank found mistakes in its bookkeeping and that money was missing. The commission calculated that liquidating the bank would cost the kingdom 141,000 silver thalers. All of Palmstruch’s privileges were taken away and he was sentenced to death unless he could make good all of the losses within six months. The death sentence was soon lifted and that freed the founder of central banking, with De la Gardie standing responsible for him. A year later Palmstruch died of natural causes. Gunnar Wetterberg notes that:

			Stockholms Banco was only around for a short time, but it had a lasting influence. Despite the problems of monetary inflation, of the balance between savings and loans, and of maintaining confidence in the bank given the short term needs of the government, the experiment convinced many12.

			The creation of the Swedish state bank and changes in Estonia and Livonia

			Wetterberg’s argument is confirmed by the founding of a new bank in Sweden in 1668, this time by an agreement between the nobles, citizens and authorities with no private undertaking involved. The new bank was named the Riksens Ständers Bank, or state standing bank, which was later changed to Sveriges Riksbank, or the Swedish state bank. The nobles and citizens wanted this bank to be given a state guarantee, but under pressure from the clergy they accepted a more modest statement that “the state protects the bank and is responsible for it”. The king did not have the right to use the bank exactly as he wanted, as lending to the Crown had to be approved by the council of the bank which was not always granted smoothly even after the reforms of Karl XI in 1680 that increased the king’s power and reduced that of the nobles, and tax revenues had to be promised as collateral for any loan.

			The big difference between the state bank and its predecessor was that the new bank was not allowed to issue credit notes. There was still demand for such notes, however, as merchants had trouble making settlements with copper money, and so the use of deposit confirmation receipts in place of money became widespread. It was mainly small traders and craftsmen who kept their cash in the state bank, as large merchants preferred other forms of storage. In 1701 the state bank started to issue paper money again, but the requirement for the name of the recipient to be written on the bank note when it was passed on stopped them becoming popular. Paper money came into general use in Sweden in the 1740s, by which time Estonia and Livonia were already under Russian control.

			The biggest depositors with the state bank were the king and government institutions. High-ranking nobles and important state officials dominated among the borrowers, but the king also took out large loans for his military campaigns. Merchants and businessmen also borrowed and lending to small merchants, craftsmen and independent farmers increased in the Stockholm area.

			Sweden was flourishing as a great state at this time, and with no wars the state revenues increased largely thanks to the Great Reduction that started in 1680 as landed estates were taken by the crown. This led to an excess of deposits at the state bank and a decline in borrowing. The Great Reduction made the already messy situation with the collateral of the nobles even worse.

			The first outlines of capitalism were starting to appear at this time in the economies of Estonia and Livonia, and monetary relations were becoming more widespread. The changes were particularly significant in Narva, where Swedish law applied and the residents were not able to cling to the old privileges like people could in Tallinn and Riga. It appeared that the dream that had led Sweden to conquer the eastern shore of the Baltic Sea would be realised with closer and profitable trade with Russia. Sawmills started to be built in the region of the Narva river, timber was exported to Western Europe through the port of Narva, and ships were built.

			Landowners whose estates had been taken by the Swedish crown mostly remained as tenants, but some estates were rented by town citizens and merchants rather than tenants of noble descent. Even the natural economic relations between the Estonian and Livonian farmers living under serfdom and the estates started to become a little more capitalist.

			The historians Kari and Ülle Tarkiainen wrote that 

			The nationalisation changed everything because a large part of the estates in Livonia had passed into the hands of the Swedish state, and more accurate accounting started to be demanded for everything that reduced the state’s income13. Farmers also had to keep little books where they noted their incomes and outgoings and their dealings with the estate. The Swedish king did not free the Estonian and Livonian farmers from serfdom, but he wanted to protect them from tyranny and abuse14.

			Where those processes would have led to had they continued in Estonia cannot be known, because rather than lives being improved, they were struck by hunger, the Great Northern War and the plague. The economist Nikolai Köstner commented that

			The economic development of Livonia in the 16-18th centuries is said to have turned like a wheel, as every time some new progress was made, a new and destructive war broke out that destroyed everything including the people, and took the whole land almost back to the stone age, from where everything had to be rebuilt all over again15.

			Thus, there are no connections to speak of between the institutions of the Swedish times and the Eesti Pank that was founded 250 years later and the spiritual connection between them is very indirect. However, in Finland, which remained part of the Swedish Kingdom until 1809, things were different. Two years after the Russian Tsar Alexander I conquered Finland and made it part of the Russian Empire as the Grand Duchy of Finland, the predecessor of today’s Finnish central bank was founded. By the time Finland became a fully independent country in 1917, it already had all of the institutions it needed as an independent nation, including a central bank and an independent monetary system and currency. This did not save Finland from financial crises, runaway inflation and devaluation, but it did help the Finns face these problems with more stoicism and confidence than the Estonians could muster.

			Antti Kuusterä and Juha Tarkka argued that the role played by the Finnish central bank in the national history of Finland has been seen as very important16, as it was founded more than a hundred years before Finland became independent and is very significant for the institutional development of the country, as a result of which Finland gradually became an independent nation. It was also a place where many important Finnish politicians cut their teeth.

			Peter the Great, Catherine the Great, and the Kankrin reforms

			Estonia and Livonia meanwhile had come under the government of Russia in 1710. Although the first modest shoots of capitalism that had been seen in Swedish times withered away in agriculture under the Russian authorities, as the estates nationalised under Sweden were returned to their former owners and the change in the relationship between landowners and farmers from rent in kind to rent in cash ended, the Swedish and Russian authorities were quite similar in their approach to money and banking. Developments in banking in both countries saw copper money take an important place alongside silver money, both introduced paper money early, and neither was a stranger to monetary inflation.

			One outcome of the Great Northern War was that the list of monies that circulated on Estonian territory was now extended to include roubles and kopeks, which had first been issued into circulation in the first two decades of the 17th century by Tsar Peter the Great of Russia following a monetary reform. By the second half of the century they had become the main means of payment in Estonia and Livonia. One of the goals of the monetary reform was to finance the Great Northern War, and the foreign silver money that had built up in the state treasury was re-minted so the state treasury could make a large profit from it17.

			Peter the Great and his successors enthusiastically reduced the metal content of the money to boost the state revenues, so that the silver content of a silver rouble based on the German state thaler was steadily reduced from 25.7 grams at the start of the 18th century to 18 grams by the end of the century. Peter tried even more to profit from minting copper money. When the five-kopek coins were issued in 1723, it was calculated that 40 roubles worth of kopeks should be produced from one pood, or about 16 kg, of copper, while one pood of copper cost only five roubles18.

			At around the same time, the Scottish financier John Law was carrying out a great paper money experiment in France and inflated the share price of the Mississippi Company in 1716-172019, while in England in 1720 a great bubble of speculation surrounded the shares of the South Sea Company20. One factor behind both cases was the desire of governments to get access to cheap loans to cover their spending costs. Peter the Great in contrast managed to consolidate the lands under the tsarist state and so bring the flow of money from trade under his own control enough that he did not have to borrow a single kopek21.

			This did not last long and in 1769 Russia, by then under Tsarina Catherine the Great, started to issue paper money in the form of assignation roubles. It was stated that this would make settlements easier. Russia was affected by a shortage of gold and silver, which meant the money in circulation was mostly low-value copper coins, which were not convenient to use in larger transactions. The second main reason for issuing the assignation rouble was the need to finance the war against Turkey in 1768-1774.

			Assignation roubles were issued with a guarantee that they could be immediately exchanged for metal money on demand, and dedicated state exchange banks were opened in Moscow and St Petersburg to do this.

			At about the same time, the first bank in Estonia was founded in 1765 in the town of Tartu to promote trade and craft under the name Leyh-Casse. Catherine the Great gave the new bank an interest-free loan of 10,000 roubles for 10 years to help it become established22.

			Catherine made the next reform to banking in the Russian Empire in 1786 when the two exchange banks were merged as the State Assignations Bank, and the State Loan Bank was set up to issue long-term loans to the landed gentry.

			During this period, the Russian rulers managed their financial relations with foreign countries through their court bankers, who were foreigners serving in the Russian civil service. The financial centre of the Russian Empire at this time was St Petersburg23.

			In Estonia and Livonia at this time, money was starting to play a gradually more important part in the lives of landowners and farmers. In the 1790s, the landed estates were getting what they needed from the peasant farmers in kind, and the income from sales of grain was used mainly for purchasing simple items like salt, herrings, spices and metal goods, and to a smaller extent for luxury goods like wine, or clothes and stockings of silk. At the start of the 19th century however, the lack of money started to be felt more sharply as the landlords, who had previously been cut off from the world and independent of it, started to demand and want many new things as the horizons of their world expanded. In consequence a feverish search for new sources of money started, and people did everything they could to mine old sources of money as deeply as possible24.

			At the same time there was a sharp increase in the issue of assignation roubles, as the Russian government needed to finance its wars against Turkey, Sweden, Poland and France. In 1786 one assignation rouble was worth 98 silver kopeks, but in 1817 after the war it purchased only 25 silver kopeks. To support the value of the assignation rouble it was declared the mandatory legal tender of the Russian Empire in 1812, but at its market exchange rate and not at its nominal value.25

			The silver roubles against which the exchange rate of the assignation rouble was calculated were not much to be found in circulation. The few which Russia minted circulated abroad in foreign trade transactions, or were held on to by people as savings following Gresham’s law26. The unstable value of the assignation rouble made it unsuitable for saving.

			During the years of war, the Russian government was most concerned about the large amount of “bad” money and the shortage of “good” money, but after the defeat of Napoleon in 1812 they started to think about reorganising the monetary system. This had already been proposed earlier in the reign of Alexander I (1801-1825) by the adviser and reformer Mikhail Speransky in 1809, but the outbreak of war and his loss of the Tsar’s favour delayed this plan for some time.

			The removal of assignation roubles from circulation was held up by the heavy costs of subsequent Russian wars with Persia and with Turkey in 1828-1829, and also by the fear of the cautious minister of finance of the time, Yegor Kankrin (Georg von Cancrin) that a return to the silver standard would lead to deflation and so to economic difficulty for indebted landowners. The partial removal of assignation roubles from circulation soon helped stabilise their exchange rate at around 25-26 silver kopeks27.

			Things changed in the 1830s, which were good times for the Russian imperial economy, as the exchange rate of the assignation rouble against the silver rouble started to rise to a point on the St Petersburg exchange where the government could accept them for payment of taxes and tolls. People started to prefer to pay their state taxes in silver and to receive money from the state in assignation roubles. The spread between the exchange rate available on the stock exchange and that offered to ordinary people widened to between 10 and 12 per cent. This led to public outcry and pushed Kankrin finally to carry out monetary reform.

			Kankrin’s monetary reform of 1839 defined the primary monetary unit of Russia as the silver rouble, against which the exchange rates of the assignation removal and copper money were fixed. Credit notes backed by silver were issued into circulation in 1843, and in 1852 the last assignation roubles were removed from circulation. Historian Tiit Rosenberg wrote that

			Russian currency now took the leading role in the Baltic states and remained the only currency until the First World War as foreign money disappeared from circulation. Monetary reform caused prices of goods to rise noticeably, as is always the case following a change from smaller monetary units to larger ones.28

			Money and banking were no longer the province exclusively of the nobles, important state officials and large merchants, but were also available to the wealthier of the ordinary people. A range of creditors, savings associations, banks and other lenders appeared as people started to buy their own farms once serfdom had ended. According to Rosenberg:

			Enterprising farmers had by this time saved up large amounts of money, and they wanted to deposit it or earn money from it by lending it out. Wealthier farmers in Estonia had deposited or lent out with interest some 200,000 silver roubles by the middle of the 19th century. It is estimated that the same amount again was being held in homes and together this would have been enough to buy half the oxen in the province of Estonia, or several typical manor houses. Even more money was said to have been saved up by wealthier farmers in South Estonia, the first of whom were able to buy their farms outright with a single payment when sales of farms started29.

			Gold or silver

			Different money standards were in use across Europe at this time. The gold standard was not used everywhere, even though today it is sometimes thought of as the miracle medicine of monetary policy.

			Money had long been minted from silver rather than gold in Europe, and in some places also from copper. Silver and copper coins were good for everyday transactions, but the high value of gold was too much for a means of payment in mediaeval Europe given the low price levels and living standards. Governments were caught out from time to time by Gresham’s law when the market exchange rate between gold and silver or between silver and copper changed, for example when a new source of metal ore was discovered, and the coins whose value rose started to disappear from circulation. When governments tried to impose a fixed exchange rate on metal money to encourage trade, they could only manage to do so for a short time. The changes in the exchange rate generally did not cause massive disruption though, firstly because national economies were so small and secondly the shortage of information and the difficulties of transport meant that making a profit out of exchange rate spreads was difficult and not always worth the effort.

			Things again changed in the 19th century as the wealth that began to grow after the wars made gold more suitable for larger and larger transactions. It was also simpler, cheaper and faster than in medieval times for merchants to exchange gold for silver and export it so as to benefit from small differences in the exchange rates in different countries. There were no longer any significant currency exchange restrictions, there was generally no tax for converting gold or silver into coins, transport was cheaper and safer, and information could be exchanged faster. A country where the exchange rate was only slightly different from that on the international market could quickly lose gold or silver30.

			The first country to go over officially to the gold standard was the United Kingdom in 1821. The country that world trade had raised to such a central position had effectively already gone over to the gold standard much earlier in the previous century, but the Napoleonic wars meant that the Bank of England did not exchange paper money for gold and silver in the United Kingdom between 1797 and 1821.

			For a long time, the United Kingdom was the only country on the gold standard. Germany, the Netherlands, Scandinavia, India, China and a large part of Latin America were on the silver standard, while the USA, France and the Latin Monetary Union founded in 1863 were on the bimetallic gold and silver standard.

			Russia adopted the silver standard in 1839, and there was no discussion of gold being used as the basis for money. The monetary stability given by the silver standard only lasted for a little over 10 years in the Russian Empire, as the Crimean War broke out in 1853 and Russia issued a large amount of credit notes in order to finance it. It was promised that these would be exchanged for silver money three years after the war ended, but this was not done because the state silver reserves were not sufficient to cover it.

			Russia ended the Crimean War in 1856 and lost to France, the United Kingdom, the Ottoman Empire and Piedmont-Sardinia. The war, called the Eastern War by Russia, remained far from Estonia, but still affected Estonia militarily and especially through trade. The war also introduced a new period in banking in the Russian Empire.

			When Britain and France joined the war in 1853 supporting Turkey in its struggle for power in the Middle East against Russia, they sent their main naval squadrons to the Black Sea but some also came to the Baltic and started to blockade and raid Russia’s Baltic ports. Their military aims in the Baltic Sea were to close the ports to Russian naval forces, keep garrisons and army units defending ports and beaches, and cause economic damage primarily through a trade blockade31.

			The trade blockade hurt Russia’s foreign trade and led to salt shortages among the peasantry among other things, but gave a boost to the American economy, which had been showing signs of weakness at the start of the 1850s. The Crimean War interfered with the agricultural trade in Europe and allowed America to supply goods to Europe that otherwise would have come from Russia and countries in central Europe. This unexpected demand for the output of the Western United States provided a base for the economy in 1854-5632.

			Financial crisis and the foundation of the Russian Imperial central bank

			After the Crimean war ended and Russia returned to grain markets, the American economy came under pressure again. American exchanges and the banking sector were seized by major panic in autumn 1857 with most banks stopping payments in consequence and many of them going bankrupt. There was no central bank in America at that time, and so there was nobody to offer emergency liquidity aid to the banks.

			The panic spread to London and the financial centres of mainland Europe, as European speculators and investors had invested large amounts of money in the frothy American economy. The London banks, with a few exceptions, were saved from the fate of the American banks by the Bank of England, which gave liquidity loans to financial institutions.

			The Bank of England was founded in 1694, a couple of decades after the Swedish Riksbank. Private banking was quite widespread in England by this time, unlike in Sweden and Russia33. There was however a lot more debate about the founding of the central bank in England than there was in Sweden, as there were many more political and business interests and pressure groups. The Bank of England, which was owned by private shareholders and not the state, had to do a lot of work to prove that it benefited the whole of the British economy, that it was not too much under the power of the king, and that the banknotes it issued could be trusted.

			From its founding and over the crises of subsequent centuries, the Bank of England collected and created the capital that helped Great Britain become the most powerful nation on earth. The 19th-century economist Walter Bagehot noted that everyone knew that England had more money than any other country and more money that was instantly accessible34. He produced figures showing that London banks had more than three times as much in deposits as New York banks, some 10 times as much as banks in Paris, and 15 times as much as those in Imperial Germany. Russia did not even enter into this discussion.

			The panic in New York, London, Paris, Hamburg and other financial centres in autumn 1857 affected Russia primarily through the exchange rate of the rouble and a fall in the exchange rate of Russian credit notes on European exchanges.

			Russia’s functional affairs abroad were managed at this time by Stieglitz and Co, the court banker of the Russian Tsar. The head of this banking house from 1843 onwards was Alexander von Stieglitz (1814-1884), who is better known in Estonia for his art school which he opened in St Petersburg in 1876 after the collapse of his bank and his business, and at which many famous Estonian artists including Jaan Koort, Voldemar Mellik, Konrad Mägi and Nikolai Triik studied. A further connection to Estonia was that Stieglitz studied at Tartu University in the 1830s and was later one of the owners of the Kalev factory in Narva and a leading promoter of the construction of railways in Russia. The Stieglitz family came to Russia at the end of the 18th century from the Waldeck Princedom35.

			Stieglitz was a constant thread running through finance and the economy in Russia in the 1840s and 1850s. His name was said to be as well known around the world as Rothschild and paper issued by him could be used as well as any money throughout Europe, the Americas and Asia36. The Russian government corresponded with Western European banks through Stieglitz, and he even organised a loan from Europe to Russia during the Crimean War. He was chair of the Council of the St Petersburg stock exchange, and the founder of a company established to build railways in Russia in 1857.

			The international financial panic of autumn 1857 created difficulties for Stieglitz’s bank, but optimism remained for about another year in the St Petersburg stock market, where the shares of the railway company and other companies founded in the mid-1850s were traded enthusiastically. The impact of the crisis finally hit though, and by early 1859 the shares in the railway company, in which Tsar Alexander II and his ministers had also put their money, were trading at 45% of their nominal value. Rumours started to spread that the cause of the stock exchange fall was Stieglitz’s monopoly of the money market. The railway company was effectively bankrupt, the banker started to liquidate his own bank, and he made plans to move away from Russia37.

			There was still an interesting twist to come, as the man who was blamed for all the problems afflicting the financial system of Russia proposed to Tsar Alexander II that he should be allowed to take the lead in founding a Russian imperial state bank to replace the state banks that had been established by the banking reform of Catherine the Great. During Stieglitz’s term of office, which lasted until 1866, the state bank took over the functions which had previously fallen to the court bankers, primarily borrowing from abroad.

			At first the state bank acted in effect as a commercial bank with many branches across the Russian Empire, one of which opened in Tallinn in 1875. The state bank also issued banknotes, but it had no independent right of decision in this as it took orders from the Ministry of Finance.

			An increase in the gold standard and the development of central banking

			The financial crisis that led to the Russian state bank being founded was not the last to hit the Russian Empire. Indeed, crises happened quite regularly throughout Europe and America in the 19th century occurring every decade or so. This, together with the fiscal problems caused by the frequent wars, did not help money to keep its value. One of the first Estonian language newspapers, Perno Postimees, wrote in 1872 about a schoolteacher who had just found some accounts from a hundred years earlier:

			Looking at the price of wood is enough to make one feverish. On 25 February 1771, a bundle of long logs cost 8 kopeks. The price of wood rose beautifully in the first days of March, so on 2 March a load of short wood cost 32 kopeks, but on 6 March a bundle of long wood was 10 kopeks, and on 10 March a bundle of long wood was 8 kopeks. It should be noted here that those prices were all in bank money. It should also be remembered that a bundle of wood in Pärnu cost 50 kopeks of bank money 50 years ago and when we got our feet under the table 42 years ago, a load of wood cost 180 bank kopeks. Since then though, prices have risen steadily year after year until they reached as high as they are now. If those who went to their rest 50 years ago were to wake up now and hear and see the prices that we have today, they would be shocked and would not believe it is true. If prices keep climbing like this, how high will they have reached in 50 years from now?38

			The Crimean war had forced Russia off the silver standard, and by 1870 the gold standard had become a much stronger alternative than previously to bimetallism. The gold found in California in the 1840s had caused the gold price to fall and widened the spread of gold coins. Even France, which had been the strongest supporter of the bimetallic system, had six times as many gold coins in circulation as silver coins by the end of the 1860s, even though silver had been the main metal money there at the start of the 1850s.39

			In the end, it was the decision of Germany in 1873 to base its monetary system on gold that tipped the scales in favour of the gold standard. The decision was supported by German industrialists and merchants who were ever more involved in international trade, because gold was the metal money used in international trade, partly because the leading power of the 19th century, Great Britain, was on the gold standard. Moreover, the German Empire that emerged from the coalition of small German states after the victory in the Franco-Prussian War of 1870-71 demanded large amounts of compensation from France in gold.

			In the French bimetallic system, one gram of gold was for a long time equal to around 15.5 grams of silver, but after Germany’s decision the market price of silver started to fall. In 1879 a gram of gold was able to buy 18.4 grams of silver, meaning silver had lost 19 per cent of its value. This meant a painful devaluation for countries that had not yet moved their monetary system away from silver.

			Russia was at the time fighting its ninth war against Turkey, which meant that there were not enough resources available in the country for minting silver or gold roubles. As an autonomous part of the Russian Empire though, Finland was able to do this, and after many years of lobbying, Finland was granted permission by the Tsar in 1877 to start using a mark based on gold40. With this, Finland separated itself fully from the Russian monetary system.

			Russia was moved over to the gold standard from 1897 following the work of the Minister of Finance Sergei Witte. Witte’s reforms also brought changes to the Russian state bank to make it more similar to other large central banks. The Russian state bank became a currency-issuing bank, with the right to issue a maximum of 300 million roubles backed by gold. It still remained the largest commercial bank in the Russian Empire though, providing credit to the economy, for example to finance grain exports. The bank also sold government bonds and provided market support for them.

			As private banks and credit unions grew, the state bank retreated further from its commercial banking activities and became more and more the bank of the banks. Private banking started to develop faster in Estonia from the 1870s, mainly in banks based on Baltic German capital, and branches of banks from St Petersburg and Moscow. The emergence of an Estonian national banking system was not easy though, as described by the economist Feliks Sauks: 

			Large savings and hard work allowed many Estonian craftsmen and merchants to open workshops and shops, and they needed to use the German banks for that whether they wanted to or not. But seeing the rise of the Estonian economy, the Germans feared competition and gradually closed off their credit. The only remaining option for Estonians was to found their own bank that could support companies. Private banks were not an option as no Estonians had enough money to found one, and the suffocating pressure on the economy meant the only choice left was self-help. The emerging cooperative movement set out the problems that needed solving of organising national capital and creating their own companies for Estonians41.

			How well this would have worked in times of peace however cannot be known because the outbreak of the First World War in 1914 nullified for some years everything that had been done to ensure the stability of money and banking in Russia and elsewhere in the world at the end of the 19th century and the start of the 20th century.

			By this time several of the general outlines of modern central banking had already begun to emerge. It had become clear that it was not reasonable to issue money primarily to meet the financial needs of governments, and that the priority should rather be the general demand in the economy for means of payment and credit, and the need to keep the value of money more or less stable. Conflicts of interest with the budgetary needs of rulers could not always be avoided, but the general direction was towards a clearer line being drawn between the central bank and the government. Despite their close links with states, central banks were not at that time owned by states, or not fully, but by private owners. The evolution of state or central banks into a bank of the banks that only provided services to banks and not to private individuals and companies was apparent everywhere at that time.

			CHAPTER 2. FROM THE FIRST WORLD WAR TO THE FOUNDING OF EESTI PANK

			To understand the efforts made by Eesti Pank in its first years of operation in the new Republic of Estonia, they must be viewed in the financial and political context of Europe at that time. Until the First World War broke out and threw everything up in the air, a financial idyll was flowering in Europe, stemming from the widespread adoption of the gold standard at the end of the 19th century. The world’s leading financial powers wanted to return to this idyll after the war was over.

			Economic prosperity and the Great Illusion

			The economic attitudes that predominated in Europe before the First World War were described by the British journalist Norman Angell in his book The Great Illusion, which was published in 1910 and was enormously successful. It was translated into 25 different languages, including Russian, German and Finnish, and had a print run of more than two million42. The newspaper Tallinna Teataja wrote about the book in August 191343:

			The peace of which Norman Angell speaks is an international peace, a lesson that war in our time is no longer of any practical use. [….] The argument against war has so far been that it is immoral, the explanation has been proposed that human nature should be raised to a higher, better level and that once people and nations have advanced to this high level in their moral affairs, then war will of itself cease to be. [….]

			Norman Angell does not offer us similar arguments to those of the Hague peace conference, neither does he say that human nature should change so much over time that people find war to be wrong and evil, and that war should thus disappear. [….] Rather, he draws attention to heavy industry, which currently operates largely using capital borrowed from abroad, and to international trade. These three factors of heavy industry, capital borrowed from abroad, and international trade have so much effect now, and will continue to have, that war must by necessity become impossible! Because each nation is so dependent on each other that if one wanted to start a war, it would suffer and lose more from the moment war is declared than it could ever hope to win. [….]

			Earlier, at the times of the Crusades and afterwards until the era of capitalism, nations only consumed products that they had produced themselves, as importing and exporting was of relatively minor importance and did not affect the life and conditions of the entire population. At that time, there was still reason for a country to invade a neighbour to take and rob from them whatever was possible, whether objects or people, and in this way to enrich itself.

			Suppose that two large countries tried to act in that way today though. Say Germany were to invade France, burning and plundering the land and the people. Would Germany be richer to the value of the goods and objects stolen? Certainly not. Just the opposite. At the moment that Germany crossed the French border, hundreds of German industrial companies would go bankrupt and German industry would be in such chaos that the government would try to pull its forces back over the border as fast as possible. It is already known that a large part of German industry runs only with French capital, and as soon as the Germans crossed the border, it is obvious that the French would take back their capital from the German industry.

			Angell’s arguments were not just theoretical idealism, as the world of finance really believed that international finance and trade links would be able to prevent war. The chairman of the board of the insurer Lloyd’s of London told the Committee of Imperial Defence in 1912 that if Royal Navy ships attacked the German merchant navy, a large part of which was insured by Lloyd’s, Lloyd’s would be legally and morally liable for damages to the German Emperor44.

			The Russian Empire, of which Estonia was at that time a part, also benefited from the general flourishing of the economy. Western European financiers and businessmen invested large amounts in industrialisation and exploitation of natural resources in the rapidly developing Russian economy before the First World War. Russia’s high protective tariffs also encouraged foreign investment by Western European companies, which preferred to operate in Russia to avoid the tariffs.

			According to the economist Sergei Moshensky, the most realistic estimation is that by 1913 foreign investors had put 1.1 billion roubles into the equity of listed Russian companies, and 0.26 billion roubles into bonds. Adding to this Russian sovereign bonds and the shares and bonds of Russian companies operating abroad gives a total value for investment of capital by foreigners in Russia of 7.6 billion roubles45. The total capitalisation of the Russian securities market at that time was around 13 billion roubles.

			The sums flowing into Russia from London and other European financial centres as foreign investment were small next to those going to the USA, Australia, Argentina and Canada, but they were significant for Russia’s thin capital markets. Capital came most to Russia from Britain, France, Belgium and Germany. The foreign-owned companies were often directly managed by Russians of German origin regardless of where the capital originated from.

			Substantial amounts of German, French and British capital also came to heavy industry in Tallinn, though the foreign capital coming to the Russian Empire at that time mainly went to developing mining and metallurgy in eastern Ukraine, the Urals and Polish areas. Estonia was already one of the more developed regions industrially in Russia, and in 1913 industrial output per capita was larger than agricultural output46.

			As the historian Tiit Rosenberg writes, there were a relatively large number of industrial companies in Estonia, some of them very modern, but their output was mainly marketed in the tsarist empire and only around one-tenth of it went elsewhere. Textile manufacturing, which was the leader in Estonian industry, mainly used imported raw materials to produce semi-finished product that was processed further in factories in Russia. Before the war broke out, industry became more militarised. Companies working in militarised industry used imported energy, raw materials from Russia, and to a large extent labour from Russia47.

			At the same time, the Russian industrialisation boom gave Estonian businessmen greater freedom to act domestically. They had long been restricted by the Baltic Germans holding back the Estonian economy, and by the Russification efforts of the tsarist authorities. The economist Nikolai Köstner wrote that the decay of German power in the Baltic states in general and in Estonia specifically came about because the Germans had nothing to do. There were Germans everywhere, but they did not go to Estonia. This was because they followed German capital and went where there was money to be made48.

			The major financial centres before the First World War were noted for being cosmopolitan, but the attitude to finance and the economy in Estonia at the time of the national movement was quite different. This attitude was that Estonian capital that was kept in financial institutions not owned by Estonians was lost to the Estonian economy and could make no contribution to developing the economic life of Estonians. It was said that such capital needed to be invested in Estonian-owned financial institutions and their activities, where it could be more effective in developing the local economy. It was further argued that setting up national savings banks would reduce the purchasing power of the population by hoarding available funds and sending them to meet the large demand for credit in Russia49.

			Drawing national borders was hardly unheard of in the more cosmopolitan financial centres either. The world of the bankers was at the same time cosmopolitan and remarkably provincial. Racial and national stereotypes were generally considered self-evident facts and not prejudices in a society where Jack Morgan, the son of Pierpont Morgan, could refuse to lend to Germany on the grounds that Germans were second-class people50.

			Foreign investment in Russia received clear support from the gold standard, which Russia adopted in 1897 under the leadership of Minister of Finance Sergei Witte. In the years prior to the outbreak of the First World War, Witte was already retired and disillusioned about the power of the tsarist state and its ability to modernise, but the Russian economy generally continued to move in the direction of being open to foreign capital, which Witte had initiated as Minister of Finance in 1892-1903 and Prime Minister in 1905-190651.

			The Russian national bank had several different functions at that time. Primary among these was its role as the currency-issuing bank. The law that applied from 1897-1914 required that gold reserves back at least half of the first issue of 600 million roubles and that any banknotes beyond 600 million roubles be fully backed by gold52.

			Different countries had different rules about the backing by gold reserves, and the Russian system was one of the strictest. Arthur Bloomfield observed that the international gold standard in fact took many forms.

			Except for the Bank of France, [the Bank of France note issue was subject simply to a ceiling which was periodically raised whenever approached] all of the central banks under consideration were subject to various forms of legal reserve requirements against their note issues and, in the case of Belgium, Finland, and the Netherlands, other demand liabilities as well. These requirements were imposed for the purpose of minimizing the possibility of an “overexpansion” of the note issue and of providing for the convertibility of notes into gold or other legal reserves. [...]

			One might broadly distinguish the three main kinds of cover systems then in effect: so-called “fiduciary systems”, whereby all notes above a given uncovered (fiduciary) issue had to be backed 100 per cent in legal reserves (England, Finland, Japan, Norway, and Russia); so-called “proportional systems”, whereby notes, and in some cases other demand liabilities, had to be covered by a minimum proportion of legal reserves (Belgium, the Netherlands, and Switzerland); and systems involving a combination of both (Germany, Italy, Sweden, and Austria-Hungary). [...] Gold was, of course, included in all cases in the definition of legal reserves, and in many cases foreign exchange and/or silver could also be included, although often only up to specified amounts or to specified proportions of the gold or total legal cover. Flexibility was built into the cover system of some of the central banks in the form of permitting note issues to exceed the legal limits upon payment of a specified tax (Austria-Hungary, Germany, Italy, Japan, and Norway) or of permitting reserves to fall below their legal minimum with the authorization of the Minister of Finance (Belgium)53.

			In 1913, just before the war, the Russian state bank had 1233 tonnes of gold in its reserves, which was smaller only than the 2300 tonnes in gold held in the reserves of the USA. The French central bank had 1030 tonnes of gold, but much smaller reserves were held by the German national bank, which had 439 tonnes, and especially the Bank of England which had only 24854.

			By 1914 there were 59 countries on the gold standard, and being on it was a badge of honour. It was also a guarantee that the government would keep its financial affairs in order and the value of the currency stable, which would keep inflation low. Being on the gold standard meant that currency exchange rates were fixed against each other through gold, so one rouble was equal to 2.16 German marks, 2.67 French francs, 0.51 US dollars, 0.105 British pounds, and 2.67 Finnish marks55.

			There was not much discussion before the First World War about the monetary policy goals of central banks, as the gold standard allowed them little freedom of manoeuvre. Their main goal was to ensure that their currency could be converted into gold at the fixed exchange rate and into other currencies on the gold standard. The fixed exchange rate was very important in this, as there were almost no restrictions on the movement of capital at that time, so converting was always possible, but the question was about the rate. There was more discussion of economic policy from the 1920s, when the gold standard changed in nature as it was replaced by a gold bullion standard and a gold exchange standard, and the question started to be asked of whether the gold standard was worthwhile even in its changed form.

			The main and most visible monetary policy tool that central banks had for maintaining gold reserves at the necessary level was the discount rate, and the Russian state bank also had this in its arsenal. The discount rate set the price at which the central bank would buy bills of exchange from banks and other companies and would lend to them. In theory the central bank should have responded to a fall in the collateral rate of the currency by raising the discount rate, and to a rise in the collateral rate by lowering it. This meant the central bank should cut the discount rate if its gold reserves increased as more gold and foreign currency flowed into the country than flowed out, which would encourage people and companies to borrow, and it should raise the discount rate if the gold reserves declined as more gold and foreign currency flowed out of the country than flowed in, reducing access to credit and attracting foreign capital to the country.

			The reality was less clear. Some central banks, like those in Russia, Britain and Germany, had a clear inverse relationship between gold reserves and the discount rate, while others, notably the French central bank, did not, and left the discount rate unchanged for long periods. Central banks also regulated the money in circulation to some extent by changing the conditions for the bills of exchange they would accept and other forms of fine-tuning56.

			The first steps of the Estonians in the money market

			Although the Estonians were at this time only taking their first steps in banking, as the Germans still ruled locally, Estonian language newspapers published quite in-depth articles on the state of the money market. One such appeared in Tallinna Teataja on 18 October 1913.

			The money market in Russia is currently under a lot of tension. Although securities on the exchange had hinted recently that they were going to rise, they are now threatening to start to fall again. The discount rate on the first stock of bills of exchange is now up to seven per cent.

			The causes of this oppressive situation lie not only in the stresses coming from international money markets but also from the current conditions in the Russian money market. Just a few weeks ago, the Bank of England decided after long discussions to raise its discount rate by half a percentage point from 4½% to 5%. Something similar is evident in Germany, though the discount rate there will not rise above 5% for the time being. The industrial climate in both those countries, where there is currently a great deal of activity, demands more money from the banks. As a result, the Russian banks, which were able to access a lot of foreign money last year, have seen inflows of money from abroad almost come to a halt. The Russian money market is not now able to hope for much help from abroad.

			At the same time, picking and bringing to market the good harvests of fruit and vegetables in Russia this year will require more capital than last year, when the harvest was not so good. Of course, there is no need to fear more serious consequences from the stresses in the money market if the national bank is in future able to support the private banks as it has done. As the harvest is collected, the situation in the money market will naturally improve towards winter57.

			The newspaper Päewaleht wrote at length in June 1914, just before the First World War broke out, about the connections between gold mining and the global economy.

			Gold from mines is considered very important for the economy. It is recognised that too much gold being mined can reduce the value of the currency and through that raise the prices of other goods, so life becomes more expensive largely because of successful gold mining. It is now being predicted that the gold supply will start to decline. This is being said by the Chamber of Commerce in Transvaal. [...]

			Experts now say that commodities prices will fall, as the stock of gold declines, indicating in the same fearful tone what dangers there could be for industry. In consequence, they are reheating the old soup of the bimetallic lessons, and businesses in America are demanding a global commission be convened that would dethrone gold as a measure of value and install in its place a global accounting currency.

			So it is true that the cost of acquiring gold rises and its usefulness diminishes. Another sign of this is that the shares of gold mining companies have started to fall in recent years. This, however, is no sort of obstacle to the further expansion of gold mining, as there is still plenty of it available, which means that gold mining is still worthwhile and profit can be made from capital.

			It is also true that the use of gold is steadily increasing. As more new countries evolve away from a natural economy to a money-based economy, it is understandable how the use of gold as currency increases. It must not be forgotten in this though that the base level of use of money in advanced trading and industrial countries is declining, as the credit system is more widely used and purchases and sales are made using paper money. The replacement of gold by such forms of money is largely done by banks as intermediaries for trade and industry, as they are able to use such money management to cover the large trading costs of one business against the bills of another without any actual money moving anywhere58.

			The front page of the same newspaper wrote about the assassination of the Austrian Crown Prince and his wife but did not foresee the much greater shocks lying ahead, arguing that the consequences of the death of Franz Ferdinand for Austrian politics were difficult to predict because so little was known about the Crown Prince.

			The editor-in-chief of the Tallinna Teataja newspaper in 1911-1916 was Konstantin Päts, who was later one of the most influential politicians in the Republic of Estonia. He, and the other people who were soon to start building the independent Estonian state, mostly knew about money and banking from the law faculty of Tartu University, or universities and business schools in Riga or St Petersburg, or more rarely Moscow, but they had worked in the credit unions where Estonians kept a lot of their capital at the start of the 20th century.

			Päts had graduated from the law faculty of Tartu University. Mihkel Pung (1876–1941), the first Governor of Eesti Pank, also had a legal background, having studied law at Tartu University and St Petersburg University. He worked as a lawyer in St Petersburg in 1906-1911 and was working as a lawyer in Estonia before the war, having founded and helped run a credit union in St Petersburg59. The second Governor of Eesti Pank was Eduard Aule (1897–1947), who had studied commerce at Riga Polytechnic and was running a mutual credit union in Tartu in the years before independence60.

			Branches of several large Russian banks were operating in Estonian towns at this time, and the Russian state bank had had a branch in Tallinn since 1875. These banks were mainly staffed with workers from Russia though, and only a few Estonians found positions lower down the ladder.

			Monetary policy decisions and major transactions were made in St Petersburg, and Estonians were not involved in them. Estonia is mentioned only once in the history of Russian banking in the late 19th and early 20th century in the rescue of the business of Lazar Poliakoff (1842–1914), a Jewish businessman and banker in Moscow who was a systemically important participant in the market. A manufacturing company in Pärnu that was a shell company with no actual business activities was part of a scheme by Poliakoff to transfer his own debts to the balance sheet of the state bank. Poliakoff’s banks had run into problems in 1901, and the Russian state bank and Ministry of Finance pursued them with a claim for nine million roubles until the October Revolution broke out61.

			The branch of the state bank in Tallinn handled simpler questions of issuing short-term loans for trade, industry and agriculture, helping with purchases of farmland, and managing the state treasury. The Tallinn branch used money from the provincial and county agencies and made current payments with money from the state treasury. At the start of the 20th century, the state bank started to restrict its activities as a commercial bank and focus on supplying credit to banks to maintain financial stability, but it remained a major creditor for exports of grain and the construction of grain elevators, and it issued loans to help set up credit unions.

			The outbreak of the First World War and revolutionary events in Russia

			The First World War started on 28 July 1914, when Austria-Hungary declared war on Serbia. The direct cause of the war was the assassination in Sarajevo a month earlier, on 28 June, of the Austrian Crown Prince Franz Ferdinand.

			After the assassination in Sarajevo, the whole world of finance plunged into panic. Tallinna Teataja reported on 24 July that thousands of people in the Austro-Hungarian part of Galicia were flocking to exchange offices to exchange paper money into gold at half its face value, and that wealthy farmers were burying their money and valuables in the ground62.

			The next day the papers were reporting that emergency measures had been taken in Russian finance63. The Russian government decided on 23 July 1914 that there would be a temporary pause in the exchange of paper money for gold until the state of emergency had passed, to prevent an outflow of gold from the country during the time of war. It was explained that other countries had taken similar measures, and that it was necessary to hold onto gold so that the state bank would be able to ensure the financial operations of the state until the war was over. It was also decided that the state bank could issue a further 1200 million roubles of uncovered paper money to add to the 300 million roubles already issued without backing from gold. It was explained that paper money could still be considered entirely trustworthy as a coverage rate of over 50% was still higher than that in other countries. A further decision was that the state bank could discount the short-term liabilities of the state treasury to meet military needs. This was seen as the best way to cover military costs until other extraordinary sums could be raised, and other belligerent nations took the same measure.

			It was announced that 500 million roubles of Russia’s gold and foreign currency reserves were located abroad, but only in friendly states, because the Ministry of Finance had removed Russian state funds from Germany and Austria before the international crisis had gone too far.

			The outbreak of war posed a challenge for the banks as well, as depositors tried to withdraw their deposits. There were queues several days long at some banks, but the bank run did not last for long. Some banks and credit unions restricted the payout of deposits at their own initiative, limiting withdrawals to only amounts necessary for survival, or placing other similar obstructions. “The mentality of the time meant there was no risk of credit unions being declared bankrupt following a shortage of credit in the way they might be today,” said the economist Alfred Ventsel in hindsight64.

			Popular opinion across the whole of Europe at that time thought the war would only last a few months. In financial circles it was believed that the gold standard would help to limit the duration and scale of the war, as it was thought that no government would want to abandon such a good form of financing as it would later be very difficult to get back to the gold standard.

			Even in 1916 it was still widely thought the war would soon end, as general after general predicted victory within the next six months. By this time the five main combatant powers, Great Britain, France, Russia, Germany and Austria-Hungary, were spending 3 billion dollars a month or almost 50% of their GDP on the war65.

			States funded the war in different ways, but barely at all by raising taxes in order to generate funds, as the costs of the war were so large that taxes would have had to be raised impossibly high. Instead the combatant nations borrowed as much as possible, and when they could not get any loans, they made their central banks print money, abandoning the strict gold coverage rules of before the war.

			Between the start of the First World War and the February Revolution in 1917 when Nicholas II abdicated and the Provisional Government took power, the right of the Russian state bank to print uncovered roubles was increased on four occasions to a total of 8.4 billion roubles. By 1 March 1917, 9.95 billion roubles had been issued into circulation, while the state bank held 1.48 billion roubles of gold and had 2.14 billion roubles of gold outside the country. The other 7.9 billion roubles had been issued against short-term debt liabilities of the government. Prices rose by 30% in 1915 and by 100% in 1916, so the rouble was able to buy as much as about 26 pre-war kopeks66.

			In winter 1917 there was still no end in sight to the war and the Provisional Government in Russia put the printing presses to work even faster. The new government raised the issuing limit of uncovered roubles to 16.5 billion roubles, and in eight months it issued as much in paper money as the tsarist government had issued in the previous two and a half years. Banknotes with a large nominal value of 250 and 1000 roubles were issued, and from the autumn paper notes with a nominal value of 20 and 40 roubles were issued, and were nicknamed Kerenskys after the head of the government.

			Prices rose around fourfold under the Russian Provisional Government, and by November 1917 the rouble had the purchasing power of six or seven pre-war kopeks. Tallinna Teataja commented on the fall in value of money in summer 1917, saying that a good, simple dairy cow could be bought for 1200 roubles, or a draft horse for 1400 roubles, but before the war the cow would have cost 75 roubles and the horse 140. Stone with transport to the town cost 100 roubles where it was 15 before the war. A suit of clothes that would have cost 45 roubles three years earlier then cost 340 and the work on it alone cost 75 roubles67.

			Russian political power also weakened, allowing nationally minded politicians to demand more autonomy for Estonia. The Russian provisional government decided to join together the Estonian people living in the Estonian and Livonian governorates and promised to start setting up an Estonian national militia, and the Estonian Jaan Poska was appointed commissar of the governorate and a provisional Estonian authority was established.

			Russian power still seemed so strong to the Estonians that Estonian political leaders did not think it possible that their country could become independent of Russia. Historian Toomas Karjahärm records that it was argued that it would not be permitted by the Russian government or by the entente powers, and that Estonia was too small to survive economically68. It was decided at a National Congress on 3-4 July 1917 led by Jaan Tõnisson, Jüri Vilms and Ants Piip to demand that Estonia be a part of a federal Russian state.

			An independent nation

			Russia weakened further however, partly because of the Bolsheviks working against the provisional government led by Alexander Kerensky, and partly because of the ongoing world war and the attacks by the German army. German forces reached Riga on 3 September and on 29 September they landed on Saaremaa. On 3 October, the Russian state bank withdrew its branch from Tallinn, and local newspapers reported that the retreat of the bank was almost entirely unexpected, and the local authorities had not made any preparations for it. The order had come from St Petersburg and on the Sunday evening the state bank had gone. Private credit institutions, which had the largest sums deposited in the state bank at a total value of around three million, managed to withdraw their money before the departure on Saturday and requests for money from private banks were met in full. City officials were said to be worried about the assistance paid to families of soldiers, which totalled some 250,000 roubles as the branch of the state bank did not leave this amount to the Tallinn city authorities69.

			The branch of a large Russian agricultural bank was also evacuated temporarily to the city of Ufa. The branch managers announced that anyone who had any dealings with the bank could send letters and money to bank departments by post, while taxes could also be paid in the nearest tax office.

			Before the German forces could reach mainland Estonia, the Bolsheviks took power in Estonia and St Petersburg. The first impact of this for finance and banking was that the new rulers demanded money from the state bank. Tallinna Teataja described the events in St Petersburg:

			[New Finance Commissioner] Menshinsky came to the state bank with military backing. The state bank, somewhat mischievously, refused to recognise him as the man from the ministry. It is said that he wanted to take 10 million roubles out of the bank in cash. When one official explained, however, that money could not be withdrawn from the state bank in this way, and that a current account should be opened first, Comrade Menshinsky accepted this. So in the end, the man from the ministry was not able to withdraw any money and had to do without it.

			This would all have seemed quite funny had it not been for the pitiful consequences for the state of Russia as our people’s commissars appeared not to know something that every child knows. The fall of the state bank drives state savings banks and private banks towards the abyss and will destroy the monetary system of the whole country. The Bolsheviks may talk about damned capitalists, but they need to understand that bringing down the state bank does not just destroy the millions of the capitalists but also the kopeks carefully collected with blood and sweat by the poorest workers70.

			The newspaper also pointed out that the gold of the state bank that the Bolsheviks had taken would not remain in their hands because Russia bought more from abroad than it sold there. It said that the bankruptcy of the economy would allow all the countries that traded with Russia to strip Russia leaving the people of the country in permanent poverty, backwardness and submission.

			On 14 December 1917 the Executive Committee of the Soviet of Workers and Soldiers that was exercising power for the Bolsheviks in Estonia issued a decree declaring monetary affairs a state monopoly and establishing the “Tallinn Banking Commissariat for the Audit and Supervision of Banks and Financial Institutions and Establishing Control until the Issue of the Extraordinary Order for Private Banks and Financial Institutions to Merge with the State Bank”.

			The decree was shortly followed by an order for the banks to send detailed data to the commissars on their assets, clients, loan collateral and so forth. The order was later simplified when the bankers said that it was impossible to comply with.

			It was forbidden to withdraw more than 150 roubles from a deposit account per week and deposits of over 3000 roubles were subject to a progressive tax rate of 0.5 up to 75%71.

			The Bolsheviks were not able to ensure that these rules were observed strictly as their control was weak, especially outside of Tallinn, or they allowed themselves to be talked out of it. A book about credit unions in Estonia tells a story about collecting tax on deposits. The approach of the German forces meant that the Bolsheviks energetically demanded payment of taxes, and when this did not happen immediately, they started to take harsh measures. A revolutionary military tribunal sentenced Artur Uibopuu, then manager of a Tallinn credit union and later Governor of Eesti Pank in 1925-1926, to death for this, which was later commuted to a year of public service after his property had been confiscated. The tax still remained uncollected because the keys to the vault were held by the head of the bank who had “gone away” as the commissars were told. In fact, the keys were still held by the staff of the bank72.

			Time was running out for Bolshevik power though, as on 18 February the Germans started to attack along the eastern front. The Bolsheviks had to leave Tallinn in such a hurry that they did not manage to break into the vaults of the credit union where a lot of the archives and assets of the banks and credit unions in Estonia had been placed.

			 On 24 February the newly founded Estonian Salvation Committee declared the independent Republic of Estonia and established a provisional government, but on the same day German forces reached Tallinn, and within a week they had occupied the whole of Estonia. Transport problems and a lack of goods meant that economic life came almost to a complete stop, though the following year was probably one of the most exciting in Estonian history for the circulation of currency. 

			German marks circulated in areas under German occupation alongside Eastern front roubles and marks. It was no longer compulsory under German regulations to accept Russian money, though in everyday trade roubles were equivalent to marks and in some transactions one rouble was worth 1.50 marks. An order of 15 September 1918 declared that only old debts could be paid in Russian money, though the public still considered tsarist roubles to be the most valuable currency.

			After power passed to the Estonian provisional government on 19 November 1918, the circulation of currency became even more confused. The Ministry of Finance declared on 3 December that state taxes could be paid in whatever money people had73. Unpaid taxes were considered a debt in Russian tsarist roubles and were translated into German marks and ostmarks at a rate of one tsarist rouble for 1.50 mark. The eastern rouble was worth two marks, the Duma rouble 1.25 marks, and the Kerensky rouble one mark. On 14 December the government added the Finnish mark to the legal tender circulating in the country, at the same exchange rate as the ostmark.

			Different exchange rates applied in Narva under the Commune of Estonian Workers that had been established with support from Soviet Russia, as tsarist, Duma and Kerensky roubles were all considered equivalent, while the German mark was worth 50 kopeks74.

			The monetary confusion was made worse by the large amount of counterfeit money in circulation, or semi-counterfeit because the Kerensky roubles were printed under the provisional government in Russia in different places and different qualities by order of the government, which was not able to control the amount of money printed, and they were released into circulation in rolls from which the owner of the money could cut off as many individual banknotes as were needed.

			Cleaning up the circulation of money quickly was beyond the power of Estonia unfortunately, as the economy had been laid so low by the war. According to the historian Jaak Valge, many of the fittings and equipment of large Estonian companies were taken to regions within Russia in the second half of 1917, and a large part of what remained was taken to Germany under the German occupation in 1918. The output capacity of heavy industry before the outbreak of the war of independence was barely 10-15% of the level of 1913. Agriculture had also suffered because a large part of the male labour force had been away from the fields, machinery and buildings for years and the number of animals had fallen because of requisitions and military demands. Only the demand for potatoes could be met, and there were shortages of grain and meat75.

			There was no question of exports, which could be used to build up supplies of gold and foreign currency. The weakness of Estonia and the general economic difficulties facing Europe after the First World War meant there was little chance of borrowing money from abroad either.

			Many local banks and credit unions had evacuated from eastern Estonia in autumn 1918, fearing Russian military forces, going first to Pärnu and then to Tallinn. There was said to be a ship waiting in the port of Tallinn on standby to take the assets and staff of credit unions into hiding in Sweden76.

			When the provincial assembly discussed issuing short-term debt from the state treasury with interest of 5% on 23 November 1918, Jaan Tõnisson proposed issuing an independent currency for Estonia with support from the banks. The idea was left to one side for the time being as it was feared that there would be no public trust in an independent currency in such difficult times. But three days later, on 26 November, the government decided to go ahead with the plan of issuing a currency77.

			On 13 December the State Gazette issued the government regulation issuing banknotes from the state treasury78. The government announced that the Ministry of Finance was approving the issue of state treasury notes because of the shortage of banknotes. The government would set the size of each issue of notes and would announce it in the State Gazette. The state treasury notes would be issued in marks and pennies in denominations of five, 10, 20 and 50 pennies, and one, three, five, 10, 20, 50, 100 and 500 mark notes with a design approved by the Ministry of Finance. They were to be legal tender throughout the Republic of Estonia and to have an exchange rate of one state treasury mark to one ostmark or two German marks, and the assets and income of the Estonian state would stand behind the state treasury notes.

			At the same time, sales of debt as domestic loans continued, though not successfully as the public bought only 8.9 million marks of state debt rather than the hoped-for 30 to 50 million marks. This was less than Estonia’s first foreign loan of 10 million Finnish marks from the Finnish state treasury. Negotiations for a larger loan from England or Sweden did not get anywhere.

			As the government had borrowed less domestically than it had expected and the Estonian marks had not yet been printed, the government decided to issue state treasury debt certificates as currency, as they had already been printed in Finland and had reached Tallinn on 21 January. The debt certificates with nominal values of 50, 100, 200, 500 and 1000 marks became banknotes as the government started to pay its own costs in them, while debt certificates with a nominal value of 5000 and 10,000 marks continued to be issued as domestic loans.

			As Jaak Valge writes, both the government and the public treated these debt certificates as a form of emergency currency, and the value that the public placed on them despite their lack of any real backing showed the faith the public had in their independent state79. Debt certificates were printed until September 1919 and a total of 250 million marks was issued, much more than the 30 to 50 million planned originally.

			The complicated times and the number of different currencies circulating in Estonia and neighbouring countries opened many opportunities for arbitrage, as the exchange rates allowed some businessmen to make good profits. There were complaints that Tallinn had been flooded in with 1000 Duma-rouble notes that had mainly been brought in from Finland, where they had an exchange rate of 600 marks each, while the Estonian government had fixed their rate at 1000 marks meaning everybody had to accept them at that rate. This meant that importer could earn 400 marks from each thousand rouble note, and a couple of dozen such notes was enough to pay for the journey to fetch them80.

			There were further complaints that the inflow of Russian thousand-rouble notes was leading to the disappearance from circulation in Estonia of other money, particularly small money that could be used to give change, and that government debt certificates were only available in thousand-mark notes which could not be broken up into smaller notes anywhere. 

			The founding of Eesti Pank

			To resolve the confusion of currencies, the provisional government moved to establish Eesti Pank. The statute for the bank was drawn up on 19 January 1919 by Minister of Finance Juhan Kukk, Estonia’s financial representative in Helsinki Mihkel Pung, and banking expert, Minister of Supply and member of the Estonian Constituent Assembly Eduard Aule81.

			A newspaper of the time stated it would be the task of Eesti Pank to manage the movement of money throughout the Estonian state and to ensure there were usable amounts of available capital, as the central or national bank is the institution that should manage the finances of the whole country and provide financial support for the state in times of difficulty under the supervision and leadership of the state, like other central financial institutions in other European countries82.

			Eesti Pank was founded on 24 February 1919, the first anniversary of the declaration of the Republic of Estonia, when the provisional government approved the statute of the central bank. Ten years later, Minister of Finance Juhan Kukk said of that day:

			The struggle with the Russian giant is in full swing. The whole of free Estonia appears like a military camp, where all efforts are being put to work for the defence of the state with tireless energy and heroic bravery to clear the country of its enemies. Students are filling the ranks of the companies that were the first to face fire on the Narva border, battalions of teachers are being formed, and citizens of Tallinn are practising their sharpshooting to be ready to defend the capital city.

			On the morning of 24 February, the provisional government, the legislative authority of the time, held an extraordinary meeting at Toompea to confirm the establishment of the Estonian Cross of Liberty and to approve the statute of Eesti Pank.

			The meeting lasted only a few minutes, and the whole government went into the White Hall, which was cold and unrenovated at that time, to receive the congratulations on the anniversary of the state from the chair of the Finnish Assistance Committee Dr Louhivuori83.

			Kukk said that the provisional government wanted to approve the statute of the central bank at an extraordinary and formal meeting on exactly 24 February to highlight the importance of the institution being created and of its role.

			The statute called for Eesti Pank to have share capital of 10 million marks and for its shareholders to be named and registered and the shares only transferable with the agreement of the government, with the government having first right of purchase84.

			The statute permitted the bank to undertake all the operations allowed to commercial banks and credit institutions, so it could issue loans against bills of exchange and securities or against goods and agricultural produce, and it had the right to hold securities and foreign currencies on its own account. The difference between it and the other banks was that it was the only bank with the exclusive right to issue Estonian banknotes.

			The government was to appoint the chair of the executive board and half the members of the board, with the other half being nominated by the shareholders. The government allowed the sale of shares and the involvement in appointing the management board in the hope that this would attract private investors to put equity capital into Eesti Pank. That might seem strange today, but at the start of the 20th century it was perfectly natural. Before 1914 almost all the central banks were supported by private capital, with the main exceptions being the Russian state bank, Soome Pank in Finland and the Riksbank in Sweden85. The statute of Eesti Pank was drawn up on the example of the German and French central banks, which at that time were private banks with special status86.

			The Minister of Finance claimed that negotiations were held with the two largest English financial institutions, French companies and Swedes about investment in the share capital of Eesti Pank, but the Estonian state did not succeed in selling the shares of its national bank abroad and there were no businessmen in Estonia with sufficient amounts of capital. The government itself had to become the owner of Eesti Pank, though it did not have any gold, foreign currency or even loans from abroad to back the mark that was being launched into circulation.

			In some senses setting up a state bank was a good solution nonetheless. As confidence in the Estonian state was not great at that time, it is unlikely that any private owners of Eesti Pank would have been the very best in the business.

			There was also the danger that Eesti Pank would not have been able to keep that name for itself. The Tallinn mutual credit union, which was the largest credit union for Estonians before and during the First World War, grew so big during the war years that under Russian law it had to change from a credit union into a commercial bank. It was decided to call the commercial bank Eesti Pank, as this was what it was popularly known as. The proposed statute for the bank was sent to the Russian Ministry of Finance for confirmation, but the outbreak of the revolution meant this did not happen. When the fighting was all over, Eesti Pank had already been founded and the credit institution took the name of Tallinna Krediit Pank, and started operating under that name on 1 January 192087.

			On 7 March the government nominated Mihkel Pung and Eduard Aule as members of the management board of Eesti Pank, Johan Sihver was nominated as the third member on 18 March, and at the first official meeting of the board on 25 March, Mihkel Pung was appointed Governor of Eesti Pank.

			The Ministry of Finance issued the first 3 million Estonian marks on 9 April, and by the middle of April 80 million marks had been issued.

			The government declared on 2 May that the only legal tender in the state was the Estonian mark, which was recognised as a note of the Estonian treasury and as currency as a liability of the Republic of Estonia. The compulsory exchange rates for Finnish, German and Russian currencies were also abandoned88.

			The share capital of 10 million marks was transferred into the main accounts of Eesti Pank on 3 May 1919 and the first sums were received on the current account. A large part of this share capital was not actually received by Eesti Pank from the government though. The bank wanted to receive its capital from the government revenue office, but it became apparent that a large part of the money had already been used by the state89. For this reason, seven million of the 10 million marks Eesti Pank was due to receive were marked down as a loan to the government.

			The main task of Eesti Pank, when it was established, was to buy up foreign currency to meet the government’s need for foreign funds and to support the exchange rate of the mark. Eesti Pank shared responsibility for the exchange rate of the mark with the Estonian government because at first it was the Ministry of Finance, not the central bank, that issued currency. The statute of the bank stated, however, that to guarantee the banknotes being issued, the bank had state securities and debt liabilities and discounted bills of exchange and other assets to cover an exchange rate against gold of one mark to 0.2903225 grams of pure gold, giving parity with the gold franc.

			Setting the gold content of the mark at the same as that of the French gold franc was meaningless at a time when there was not actually any gold. The Estonian mark was a purely paper money and this is how it was accepted by the public90. A temporary regulation had already been passed on 10 February to support the exchange rate of the mark banning the export without permission from the Ministry of Finance of platinum, silver, gold, and alloys of them, other than reasonable amounts of jewellery and consumption items, though it was not practically possible to enforce this regulation.

			The operations of the new Eesti Pank stretched much further than simply organising the circulation of currency and supporting the mark however. In May Eesti Pank started to publish advertisements in newspapers that would be surprising for a central bank today. At that time though the majority of central banks operated to a greater or lesser extent as deposit and loan banks as well.

			Eesti Pank announces that the bank has started operations.

			The bank is based in Tallinn at 3 Karjawärava puiestee in the premises of the former Russian state bank.

			The bank will pay:

			For a current account – 3%,

			For fixed term deposits up to six months – 3 ½%,

			For fixed term deposits of a year or more – 4%.

			The bank will charge:

			For discounted bills of exchange – 5%,

			For bills on current accounts – 6%,

			For fixed term loans – 6%91.

			CHAPTER 3. FROM THE MARK TO THE KROON

			While Eesti Pank was taking its first steps in spring 1919, the War of Independence had not yet finished though the fighting was no longer taking place on the territory of Estonia. A peace conference was being held in Paris at which 26 countries were represented, and on 28 June they signed the Versailles Peace Treaty and founded the League of Nations. The great powers behind the peace conference and the League of Nations, Great Britain and France, granted de facto recognition to Estonia and other countries that had emerged out of Russia, but not de jure recognition, as it was still possible that the white forces would defeat the Bolsheviks in the Russian Civil War, and they were fighting for the idea of a single and indivisible Russia.

			A country short of money

			At a time of war, incomplete international recognition and shortages of money, Karl Kornel, a member of the Estonian constituent assembly, described the problems facing the Estonian economy in the newspaper Tallinna Teataja.

			The war consumes the lion’s share of our state budget. One of the side-effects of war is always profiteering, though it is also widespread in peacetime. This problem took hold here particularly strongly during the occupation. 

			Profiteering continues even in our free Estonia today. Some products are now three or four times as expensive as they were in the spring, though our mark has not fallen so fast. You may have noticed that on one beautiful day goods simply disappear from sale, before reappearing again for sale at a much higher price some time later. 

			Our prices also rise because we have to import goods from abroad, though we have little to send there in exchange. This affects the exchange rate of our mark, and especially so because the mark is not yet well recognised abroad.

			There is another phenomenon that I may draw attention to. What happens to the capital that is generated from the excess of banknotes?

			First, we should look to see where capital was invested before the war. If any of our people had managed to build up some capital, they often invested it in a home or in land. Land prices rose steadily before the war and so investing capital in land was a safe bet. Investing in a house also guaranteed a certain return in some towns. Businesses had less to do with capital because competition was very tough here, and there were certain risks involved. Industrial companies required capital to be tied up for a long time, and at first capitalists were lacking in courage and in the desire to do this.

			Where should capital be invested now? Capital is now only made by business, and is often speculative. As prices have risen from their low level in recent times, anybody could become a businessman, because the constantly rising prices gave some insurance against collapse.

			But it is even worse than this – our capital has flowed abroad. You may well say that only a certain number of banknotes can be taken across the border, but people who come here from abroad can confirm that some of our businessmen have houses in Stockholm or elsewhere and money in foreign banks. I should admit straight away that this road is not yet very much to be feared.

			Finally, I should note that to our east is the border with starving Russia, and to the south lies Latvia, where suffering from the war has been much greater than here, and so black market trading has affected the rise in our prices substantially92.

			Estonia had not yet received any large foreign loan that could have improved the financial position of the state. Estonia was only able to borrow money from Finland. The Finnish government granted a loan of 10 million Finnish marks in December 1918 that was supposed to be paid back by June 1919, though the Finns agreed to extend the deadline for repayment93. The Finnish government provided another loan of 10 million Finnish marks at this time in four parts94 and Kansallis-Osake-Pankki gave a loan of 1.5 million Finnish marks. Negotiations about a loan from Sweden were held in summer 1919, but with no result. It is suggested that the final refusal from the Swedes may have been due to the attack by the north-western army on Petrograd95.

			During the War of Independence, Estonia built up debts to the French, British and American governments to pay for military supplies and food, borrowing 13.7 million francs, some 1.1 million pounds, and 12 million dollars96.

			By the decision of the management of Eesti Pank and the Ministry of Finance, the exchange rate for the Estonian mark was set in May at 10 marks to the US dollar, 45 marks to the pound sterling, one mark to one Finnish mark, and 2.6 marks to the Swedish krona97. This was around half the strength of the exchange rate at gold parity set in the statutes of Eesti Pank98, but the free market rate for the mark was even lower, with Finnish marks costing 1.3 or 1.4 Estonian marks in May 1919, and the pound sterling costing 150 marks at the start of June99.

			Exchange rates on the free market were very volatile, and the daily Eesti Päewaleht reported in May for example that the Finnish mark, which speculators had pushed up to two Estonian marks, had fallen sharply to 1.2 marks, before rising a couple of days later to 1.4-1.5 Estonian marks, and after another week to 1.7 marks100. The newspaper also complained that there was a regulation of the Ministry of Finance forbidding currency speculation and allowing exchange bureaux to be closed, and expressed the hope that a law on the purchase and sale of foreign currencies would be passed, passing responsibility for such transactions to the monetary institutions being launched under the firm control of the Ministry of Finance.

			In theory it was the responsibility of Eesti Pank to build up foreign currency to cover the needs of the government and stabilise the exchange rate of the mark. In practice this was very difficult to achieve though. The Ministry of Trade and Production issued an order on 21 May that private companies should bank their foreign currency received from exporting goods with Eesti Pank and could use it only under the control of the government. It further said that any currency deposited by a company and not used within one month would have to be sold to Eesti Pank at the exchange rate applicable on the day101.

			Even so the flow of foreign currency into Eesti Pank remained small. This is partly because exports from Estonia were small, and also because companies avoided the obligations because the exchange rate offered by Eesti Pank was much worse than the market rate. In September 1919 the Ministry of Finance prohibited the purchase of currency at a higher rate than that offered by Eesti Pank, and introduced rules to prevent compulsory purchase being sidestepped, though in reality this did not work102. Eesti Pank set up an exchange rate committee to set rates taking more account than previously of the market rate.

			On 17 September the exchange rate committee set a purchase rate for the Estonian mark of 52 marks to the US dollar, and 240 marks to the pound103. This was one fifth of the rate that had been set by Eesti Pank in May. However, the exchange rate committee was not able to slow the fall in the actual exchange rate of the mark either, and so holders of foreign currency kept it without declaring it or selling it to Eesti Pank.

			By November the government had understood that it was necessary to take more account of the state of the market than previously when setting the exchange rate. In 1920 it was decided to make exchange rate setting the responsibility of the Tallinn bank committee, which represented the private banks. This committee set a much lower exchange rate for the mark, with the British pound climbing from 230 marks to 385 for example104.

			At the same time the Ministry of Finance was constantly printing large amounts of marks because the income of the state from taxes, customs and other sources was not enough to cover one tenth of its spending. This meant the main source of funds for the state to cover its expenses was the issuance of currency, and goods were often bought on credit.

			By 1 July 1919 the Ministry of Finance had emitted 242.2 million marks in state treasury notes, but by 1 January 1920 this had risen to 591 million marks105.

			The first mark notes were printed in Finland, except the 50 penny and one mark notes that were printed by Paalman in Tallinn, but in the second half of summer 1919, the former printing press of the governorate of Estonia in Toompea castle was put to work to print money.

			This printing house was old, was set up for the simplest types of work, and had only three presses able to work at speed. There was constant passage through the rooms and it was not possible to maintain security around the production of the notes. First, 500-mark note treasury notes were printed, and then 10 and 20-penny bills of exchange, and the artwork for the banknotes was drawn up by an artist named Poland. The tight deadlines imposed by the state treasury and lack of skilled labour made it impossible to reproduce some of the drawings precisely or to use adequate security features. The drawings went straight to zincography exactly as they had come from the pen of the artist, and ordinary writing paper was used to printing the money on. The more complex the work became, the more evident was the lack of an experienced manager and despite all the efforts that were made, it was not difficult to forge the bank notes and the marks106.

			Russian gold and Tartu peace

			The economy was performing even worse in Soviet Russia, whose forces were still fighting against Estonia in autumn 1919. Russia was facing not only war and civil war but also an experiment in reorganisation of society and trade blockades by Great Britain, France and the USA that were intended to strangle communist Russia economically.

			Tsarist roubles, Duma roubles and Kerensky roubles all circulated in the territory of the former tsarist empire, and alongside them other notes that had been issued by various administrative departments, national republics, and white armies. The People’s Commissariat for Finance in Soviet Russia printed more tsarist money as it was still respected as a means of payment in the territory of the former empire, and a rapidly increasing amount of the sovznak, which was a unit of account that was not described as money because revolutionary theory said that money should disappear under communism. And it did indeed disappear, because no money could be trusted any longer, and so people reverted to bartering. It was reported in Estonia that the Soviet government was unceasingly issuing paper money willy-nilly without any accounting, and was likely to issue so much paper money that the value would fall to zero, which appeared to be the goal107.

			Estonia was briefly affected by the money of the Russian North-Western Army among all these other monies, as it attracted some interest in Narva when the army attacked Petrograd in 1919. When the attack failed, the money of the North-Western Army also disappeared.

			The biggest impact on Estonian life was to come though from the gold assets of the Russian state bank and the gold confiscated from private banks that the Bolshevik government had kept for itself. Early in the First World War, in 1915, the Russian state bank had 1250 tonnes of gold, which was one of the largest gold reserves in the world. A Russian economist, Valentin Katasonov, wrote that during the war, Russia transferred 498 tonnes of gold to the Bank of England, 58 tonnes was sold, and 440 tonnes remained for guaranteeing loans. After the revolution the Bolsheviks got hold of an estimated 800-850 tonnes of tsarist gold, of which they were supposed to give 200 tonnes to Germany under the Brest-Litovsk peace treaty signed in March 1918, though in fact they gave 93.5 tonnes108.

			With the failure of the attack by the North-Western Army, Western countries abandoned their opposition to peace talks between Estonia and Russia. Russia was exhausted by the war and was keen for a breathing space and more openings through the trade blockade of the West. In consequence the peace talks between Estonia and Russia that started on 5 December 1919 in Tartu progressed rather well and on 2 February 1920 the Tartu Peace Treaty was signed.

			The peace treaty required Russia to give Estonia 15 million gold roubles, equal to 11.6 tonnes of pure gold, transferring eight million roubles within one month of the peace treaty being ratified and the other seven million roubles within two months of ratification, and it was also agreed that Estonia had no liability for any of the debts or other obligations of Russia. The peace treaty also stated that trade between Estonia and Russia would follow the most-favoured-nation principle and the principles of free transit. Russia promised to grant Estonia a concession over more than one million hectares of forest land in the Petrograd, Pskov, Tver, Novgorod, Olonets, Vologda and Archangelsk governorates. People who were changing their citizenship by moving from Russia to Estonia or the other way were permitted to take their possessions with them and it was promised that their property rights would be maintained.

			Historian Jaak Valge noted that the 15 million gold roubles was a much smaller amount than the costs of the War of Independence, but the Tartu Peace Treaty was much better for Estonia than similar treaties signed in July and August with Lithuania and Latvia, which received only three and four million gold roubles.

			The Tartu Peace Treaty put Estonia in a good position to be an economic bridge between East and West, but the Bolsheviks were not necessarily inclined to abide by the treaty. Though Estonia did to some extent play the role of intermediary between West and East, this was not because of the way the peace treaty was written, but because of international circumstances and because Estonia was the first to sign a peace treaty with Russia109.

			The peace treaty and the transfer of the gold raised the exchange rate of the Estonian mark for a while. Newspapers noted that the value of Estonian money had started to climb rapidly after the peace treaty was signed, and the Swedish krona bought only 20 Estonian marks, having bought 25 before the peace treaty110.

			A few days later the mark started to be accepted abroad, and it was reported that some businesses in Germany were prepared to accept Estonian marks for their goods. One business in Tallinn for example was able to purchase a large amount of salt from Germany for Estonian marks, and the salt cost only 33 marks rather than the earlier 40111.

			At the start of March 1920, the Minister of Finance Juhan Kukk was painting quite a rosy picture to the newspapers.

			The 15 million gold roubles that the Estonian government is about to receive from Russia under the peace treaty will undoubtedly have a beneficial effect on the Estonian currency. The 15 million Russian roubles is worth 40 million Estonian marks, which will be a large gold reserve, once it is received and its use strictly defined.

			The exchange rate of the Estonian currency against those of other new states and even against older ones is one of the best and most certain there is. Even the German mark is weaker against the British pound than the Estonian mark.

			The gold fund in itself would not be enough to improve Estonian finances on its own, and the whole national economy needed to be put on a firm basis for Estonia to be able to participate wholeheartedly in international trade112.

			The first part of the gold, eight million gold roubles in coins, was delivered to Estonia in Yamburg (now called Kingissepp) on 15 March 1920 and the second part was delivered to the Estonian border at the village of Komarovka on 15 April 1920113.

			The gold received from Russia did not in fact stabilise the exchange rate of the mark, because the gold was in the hands of the state treasury and not Eesti Pank, and so could not be used to affect the purchase and sale of foreign currency. Eduard Aule, Governor of Eesti Pank in 1919-1925, later said that many people did not even believe the gold existed114.

			It is not known exactly how much of the gold received under the peace treaty was sold in 1920 and 1921 to cover the spending of the government, as the data are missing or contradictory. Jaak Valge found a note in the table from the accounting department of the state treasury indicating that 577.7 million marks of gold had been sold by 1 November, but the budget report from the same institution states that the government had 373 million marks of gold and foreign currency transactions in 1920 and 1891 million marks in 1921, but nothing at all in 1922115.

			The government continued to cover the shortage of tax revenues by issuing currency, and the amount of state treasury notes in circulation increased during 1920 from 529 million marks to 1790 million116. Making the exchange rate market-based and printing currency led the rate against the dollar to fall from 70 marks in May 1920 to 155 marks in June and 374 marks by the end of the year117. The exchange rate was set from 1920 onwards on the Tallinn exchange, which opened for business on 22 May.

			The government of Estonia changed several times in the second half of 1920, and each was in power for such a short time they were not able to deal with important questions of economic policy. The government of Konstantin Päts that came to office in January 1921 with Georg Westel as Minister of Finance discussed the issue of currency as one of its first priorities. The discussion in the financial commission more or less unanimously concluded that even more currency had to be issued to cover the expenses of the state. They did not particularly worry about raising the cost of living because the national balance of trade was favourable, allowing Eesti Pank and the state treasury to stabilise the exchange rate of the mark118. In 1921 the government issued a further 1000 million marks, and Eesti Pank issued 350 million.

			To protect themselves from the declining purchasing power of the mark, people try to invest their available money in real assets. Many people wanted to borrow money to purchase such assets, leading to what the Estonian National Bank described in 1920 as a storm-like rush for credit. Demand for loans was also increased by the land reform in 1920, as loans were needed for setting up the farmsteads it created119.

			Government adviser Professor Alexander Sack aired his views about monetary stability very emotionally in Estonian newspapers and wrote on the topic to the Minister of Finance:

			It is important for everybody that the value of currency in circulation be certain and secure. A national economy with no certain means of exchange is like one with no single economic language and only a Tower of Babel of mixed languages. Neither is credit possible if the currency is not reliable. Nobody will lend money and nobody will hold onto it if they do not know what value that money may have tomorrow. The country needs reliable money and it has to get such a currency. The old money has been destroyed and the country needs good new money. Le roi est mort (or very ill if not actually dead), vive le roi!120

			Whether in response to the comments by Sack or not, the government started to take the stabilisation of the exchange rate of the mark seriously in spring 1921 and to increase the supply of credit. Victor Poom, the secretary of Eesti Pank, later commented that more than half of the sales and purchases of foreign currency on the Tallinn exchange in 1921 were made through Eesti Pank121. Nikolai Köstner, later an advisor to the Ministry of Finance, said that Eesti Pank together with the other large banks was able to stabilise the exchange rate by making it clear to professional currency speculators that they would do better to keep their hands clean122.

			In April 1921 the government used funds from the state treasury to increase the core capital of Eesti Pank from 10 million to 250 million marks, because the market had depreciated so much over two years. It also granted Eesti Pank the exclusive right to issue banknotes, using discounted bills of exchange and other securities as collateral.

			A change was made to the statutes of Eesti Pank giving the Minister of Finance exclusive authority to nominate the Supervisory Board and members of the management of the bank. Eesti Pank had initially been planned to be a listed bank, but it had remained in sole ownership of the state and so this change made no major difference as the bank had been, and remained, under the Ministry of Finance.

			The amount of state treasury notes in circulation increased until June 1921, after which the government started to remove state treasury notes gradually from circulation while at the same time issuing Eesti Pank banknotes. The state treasury notes were used mainly for covering spending from the budget, but the banknotes were used to buy foreign currency and bills of exchange. The total amount of money increased in 1921 and 1922, but not by more than 3-4% a month, which contrasted with the earlier monthly growth rates of 10% and more123.

			Nikolai Köstner said that the steady increase in foreign currency reserves on the balance sheet of Eesti Pank indicates that the bank managed to keep the issuing of currency in 1922 in proportion. If too much had been issued, the bank would not have been able to maintain its currency reserves and the exchange rate of the mark both at the same time124. The improvement in the Estonian economy was largely due to trade with Soviet Russia, which the Tartu Peace Treaty had opened the doors to. In 1920-1921, and to a lesser extent in 1922, Estonia was the country through which a large part of trade between the Bolsheviks and Europe took place, as the major powers were in no hurry to sign a peace treaty with Russia, hoping that their economic blockade would lead the Soviet regime to collapse. In 1920 Tallinn became the centre for currency operations by the Bolshevik government, and at first it was the only place where Soviet Russia could conduct its foreign trade transactions.

			Estonia exchanged gold and traded goods with the Bolsheviks. When some institution in Soviet Russia wanted particular goods, the appropriate amount of gold roubles was sent to Tallinn and deposited at Eesti Pank, and an export licence from the Ministry of Finance was needed for this to be sent out of Estonia. This meant Gukovsky, the Soviet representative in Estonia, had two choices. One was to exchange the gold roubles in Tallinn for a western currency, most often the Swedish krona or the British pound, and then find a supplier of the goods. By doing this, Russia lost out on the gold exchange but less so from the purchase of goods. The other option was to find a business partner who would agree to supply the goods for gold roubles. An account would then be open for that supplier where a deposit in gold roubles was paid, with the remainder paid when the goods had arrived. In this case Gukovsky was even more dependent on his business partner and the exchange fees were higher. If a representative of Soviet Russia needed foreign currency in Western Europe, Gukovsky exchanged gold roubles in Tallinn for that currency, suffering of course significant losses by doing so, and sent the currency on by carrier or by transfer. In this way very large amounts moved through Tallinn. The general public was aware of the transfer of Russian gold to Estonia, but not the amounts, the involvement of Estonian state institutions in the exchange of gold, or what happened further to the gold125.

			Jaak Valge explained that the Estonian state institutions exchanged the Russian gold through Eesti Pank and the state treasury, and the information about the exchange of gold was kept in a very limited circle of people. Central among them was Georg Westel, who was at first a director of Eesti Pank and then Minister of Finance in three consecutive governments, and Konstantin Päts, who at that time led the government on two occasions.

			Official data show the state treasury intermediated the sale of at least 18.8 million gold roubles in 1920-1922, earning an estimated 1.8-3.5 million gold roubles from it. Valge estimates the earnings of Eesti Pank at 17.7 million gold roubles at least126. In his book he wonders whether it is possible that the state could have earned much more from the intermediation of gold. The amounts earned may have been much more than was estimated, which leaves the question of what happened to them, as it did not require that much to maintain the exchange rate and lend to Eesti Pank according to the official figures from Eesti Pank127.

			Loans to major industries dependent on Russian market

			Intermediation of gold was not the only activity related to Russia that left a major imprint on Eesti Pank in those years. As private banks and credit unions were desperately short of operating capital and deposits in the first years of independence, Eesti Pank became the biggest lender. Eesti Pank lent most to large industries inherited from the tsarist era with target markets in Russia. In its 1922 annual report, Eesti Pank explained that it was naturally part of the state’s economic policy to get such industry operating as much as market conditions would allow and be concerned about large-scale maintenance and jobs. In tsarist times heavy industry had been financed by Russian and foreign banks, but following independence, when there was no Russian or foreign capital available to use, loan capital had to be accessed before the factories could be put to work. Eesti Pank as a national banking institution, and as the only bank that could supply large amounts of operating capital, was obliged by circumstances to provide emergency funding to the factories, acting to a large extent at the recommendations of the Ministry of Trade and Industry and the government128.

			By the end of 1922 the bank had lent out more than 3 billion marks, 1.7 billion of it in the past year. More than one quarter of all the loans issued by Eesti Pank as at the end of 1922 had gone to heavy industry, 16% had gone to trading companies, 13% to small industrial enterprises, and 10% to financial institutions.

			Valge shows that almost all of the companies that received the largest loans from Eesti Pank were connected either to members of the Supervisory Board of the bank or to leading politicians like Päts, Westel, Madis Jaakson, Johan Laidoner, Artur Uibopuu and Mihkel Pung, and they were involved in business with Russia in one way or another or at least hoped to access the Russian market129.

			Some of these loans contravened the statutes of Eesti Pank, which said that the bank could issue loans for a maximum of six months and only against liquid collateral such as cash, gold or other precious metals, or government bonds and similar. Several loans were issued with longer maturities though and with illiquid collateral such as the machinery and equipment of factories.

			This might have gone unnoticed for longer if the Estonian economy had not witnessed the first signs of a crisis in spring 1923. At first nothing seemed particularly untoward. The rise in the mark in the spring, which Eesti Pank kept within limits, brought the bank a large amount of foreign currency. But this currency was used up during May leaving the bank with only its own foreign currency resources, like at the start of the year, and a much increased cash stock that the bank could not use for lending, knowing that it would create inflation130.

			The money market came under pressure and companies understood that Eesti Pank would not lend to them as much as before. The feeling of confidence and praise for the solidity and enterprise of the Estonian economy continued until late summer 1923, and even when those in the front saw the dangers ahead and started to pull back, there were shouts of encouragement and direct threats made from behind that pushed them to keep on going.131

			The crisis had several causes. First of all, the generous lending had increased demand for goods in the domestic market, which had led prices to rise and had boosted both local production and imports. Businessmen were enthusiastically founding new companies, without thinking that the favourable economic conditions might not last forever. Factories started producing chocolate, tobacco, soap and other products, with an annual output that far exceeded consumption. New metal factories were built alongside the ones already standing idle. On top of this general excitement in business, there was state enterprise, which placed very large orders for the construction of railways, and the production of oil shale and peat132.

			Unfortunately, the Russian market to which many companies and transactions were oriented started to reduce rapidly its purchases from Estonia and through Estonia at just this time. The major Western powers had started to work together with the Bolsheviks, allowing the Soviet government to start squeezing Estonia rather than working with it. Estonia was further affected by a rainy summer which led to a poor harvest and made roads impassable for agricultural produce and forestry.

			It was commonly considered in 1924 that the main cause of the crisis in business was Eesti Pank’s credit policy, especially its restrictions on lending. A couple of years earlier Eesti Pank and the government might well have given in to the pressure from businesses to keep lending at the same rate. Now however things had changed and more foreign currency was flowing out than flowing in, imports exceeded exports, and demand for foreign currency exceeded supply. The amount of money in circulation had to be limited or even reduced in order to maintain the exchange rate of the mark. This explains why Eesti Pank started to limit its lending. There was no law that specifically required the exchange rate of the mark to be defended or gold reserves to be maintained at a particular level, and legally it was only the Minister of Finance and the management of Eesti Pank that could decide whether the state should conduct an inflationary monetary policy or prefer a strong currency.

			The quest to reach the gold standard

			One reason the government tried to support the exchange rate of the mark when it was faced with difficulty, rather than choosing the inflationary route it had long ignored, was that the gold standard was seen as the ideal way of organising the circulation of currency. International monetary policy of the time did not really make it possible to think in any other way.

			All those participating in an international financial conference held in Brussels from 24 September to 8 October 1920, the first post-war meeting to discuss global finances, were unanimous that the top priority was to halt the rise in inflation. The final report of the conference stated that it would be extremely desirable for countries that had left the gold standard to return to it. It admitted though that turning to an actual gold standard in any way other than devaluation would in many cases lead to massive deflation, and such deflation would need to be undertaken gradually and with great caution as otherwise it could be catastrophic for trade and credit133.

			Estonia was represented at the conference by the Minister of Finance Juhan Kukk and the Estonian representatives in London Aleksander Puhk and Ants Piip. Kukk spoke about the situation in Estonia at the conference, though it was only on 22 September 1921 that Estonia became a full member of the League of Nations, which was founded in summer 1919 and which had called the conference.

			The Brussels financial conference did not at first lead to any major practical changes, because most of the countries that had been damaged by the war, meaning virtually all of Europe, were unable in any case to meet the strict requirements of the gold standard.

			Even in Great Britain, which before the First World War had been one of the most financially disciplined countries in Europe, the amount of money in circulation had more than doubled during the war years because of government borrowing to pay the costs of the war, while prices had gone up 2.5 times. The gold reserves of the Bank of England had remained more or less the same though, which meant that the coverage of the pound by gold had fallen from 15% to around 7%134.

			Britain chose to return to the gold standard through deflation, by pulling money out of circulation. The USA did the same thing. France, where the money supply and prices had increased about 3.5 times during the war years, decided that if it were one day to return to the gold standard, it would do so through devaluation and not deflation. Germany, which was under pressure from the need to pay massive war reparations, put its money printing presses to work even faster in the 1920s than during the war.

			The Brussels financial conference was mainly attended by experts rather than heads of government, and it was followed in April 1922 by the Genoa peace conference led by Great Britain and France. This was the first post-war peace conference that Soviet Russia was invited to, but the USA attended only as an observer, not wanting to recognise the Bolshevik government and preferring to keep as far away as possible from involvement in European problems.

			The issue of Russia’s pre-war state debt135 took up the majority of the time and attention at the conference, but the financing commission of the conference produced a resolution that laid out the basis for a new gold standard. A lot of the resolution was copied from the Cunliffe report produced in Great Britain in 1918136.

			The resolution noted that all the currencies in Europe could be based on a single and unified standard, which the states of Europe could already agree would be gold137. It was stated that the road to the gold standard should start through balancing budgets with sufficient taxation, though this should not be excessive as that would lead to inflation. The resolution found that the best medicine was to reduce spending, but accepted that bringing budgets into balance would still require some countries to borrow from abroad.

			Once the economy and the budget were sufficiently strong, it would be necessary to decide the exchange rate at which the currency would be fixed to gold, whether at the pre-war parity or at a new parity if the exchange rate had moved a very long way in the meantime.

			The conference documents further called on central banks to work together to maintain the gold standard and to sign an international convention that would coordinate the demand for gold to prevent major price fluctuations, and they set out ways that gold reserves could be used effectively, such as a gold currency standard or an international accounting system. It was agreed that alongside gold, claims on gold-based states would also be acceptable as reserves.

			Riigikogu member Jaan Tõnisson said of the conference that the guidelines were mostly too general and theoretical and would remain only as recommendations for many countries. He admitted though that even general statements of principle that recognised the benefit of organising the economies of all countries jointly, could be useful for the economy of Europe as a whole. It was important that this gave every country a shared public understanding that would not be ignored anywhere that wanted to be part of the international community138. He also noted that the conference experience was good for experts from new countries attending the subcommittees, as they could get advice from the older countries.

			No binding obligations for central bankers were ever established by the convention and it remained unsigned, the Genoa conference documents stating it was up to the bank of England to convene the conference. This did not mean that the goal of the gold standard had been abandoned though. Even Russia, which a few years earlier had wanted to do away with money entirely, surprised the world in 1923 by launching a parallel currency, the chervonets, backed by gold alongside the worthless sovznak and other currencies.

			Joining the gold standard was no longer a far off dream for Estonia by 1922, but was a realistic possibility because of the reserves of gold and foreign currency that had been built up. The exchange rate for the Estonian mark had remained steady for a long time and the large purchases of foreign currency in summer 1922 did not have any effect on the mark. The money had gained a reputation for stability and one newspaper argued it was time for a definite legal statement of what that money is and that the country should change from paper money to real money based on gold like in the older countries. It said that it was not yet the right time though to change to a currency based on gold and to get away from the paper mark and run only on gold. As long as the economically stronger large countries did not freely exchange their currency for gold, Estonia should not do so either. This would not have been wise and good money does not always have to be based on gold as experience from before the war had shown that paper money could even be better than gold139.

			However, the political authorities did not really deal with the issue of putting the mark on gold. Questions of currency issues, exchange rates and monetary policy came up only infrequently in discussions in the government and the Riigikogu at that time. When the League of Nations proposed advisers to Estonia in summer 1922, Westel answered that there was no need for monetary and economic advisers because Estonian finances were tight and the economy was small140. This lack of interest may have been partly due to the general international context, as only the US dollar was on the gold standard in 1922, but European currencies were not yet, and many were not even close to it. It is also possible that the reason was that businessmen who had received large loans from Eesti Pank wanted to see higher inflation, which the gold standard would have made impossible. The historian Mark Gortfelder notes that most of the politicians in the Republic of Estonia knew about finance only from working in the savings and loan associations of tsarist times, which did not deal in questions of state finances but only in lending money out. They then tried to apply this experience to managing the financing system of the state141.

			An exception to this was Otto Strandman, who was to play a key role in subsequent events and who had worked as a young man in the Tallinn branch of the Russian state bank before he went to university, at just the point when Russia was making reforms to put the rouble onto the gold standard.

			A change in the monetary policy of the government and Eesti Pank

			In autumn 1923 the economic and political circumstances started to change rapidly. In September the Minister of Finance Georg Westel told journalists that it would be naïve and absurd to think that there was any risk of catastrophe afflicting the Estonian mark. The state treasury had gold and gold backed currency to cover 120% of the paper money in circulation, and even if the money issued by Eesti Pank was added to the paper money of the state treasury, the coverage was some two thirds, or more than in Sweden for example. He claimed that in an emergency the state could immediately step in with its gold backed reserves, and it could also borrow from abroad142.

			It was also stated at the Baltic financial conference in Tallinn in October that the Estonian state had sufficient gold and foreign currency reserves to cover all the state treasury notes that had been issued. A plan was announced to consolidate the issue of currency at Eesti Pank, transferring to its account the state treasury notes and the related part of the state’s gold reserves. It was seen as entirely possible that in the near future paper money would have a fixed exchange rate against gold and foreign currencies based on gold143.

			Only two weeks later however, behind a front cover featuring a formal picture of Westel, Eesti Pank Governor Eduard Aule, Eesti Pank director Leo Sepa and others, the newspaper Eesti Majandus reported that the balance sheet of Eesti Pank suggested that the bank was not able to issue any new loans at present. It argued that if the bank gave in to the advice of those arguing against a reduction in lending and allowed the mark to slide, then all the companies sliding unavoidably downwards would remain quiet because they wanted to be able to pay their debts in worthless paper144.

			Looking at the Eesti Pank balance sheet for the end of October two weeks later, the same newspaper reported that the bank had almost no foreign currency reserves available for use and so it should be concluded that the tensions remained between the exchange rate of the mark and its actual value in foreign currency. At the same time the bank actually increased its lending slightly. The newspaper noted that in this case a fall in the mark seemed entirely logical, especially as it was seen by many as the only safe way out145.

			In December this discussion reached the Riigikogu together with the debate over the 1924 budget. The elections to the Riigikogu in spring 1923 had left the Parliament unusually fractured, making the debate even hotter than usual.

			Speaking in the Riigikogu budget debate on 4 December, Westel said of the recent credit policies of Eesti Pank that the recommendation to cease lending could be theoretically correct, but it should not be forgotten that the national economy is a living body and crisis could not be escaped through one-sided measures. A certain amount of deflation would clearly be necessary, though it should not be done all at once but rather in a way that would cause the least harm146.

			Otto Strandman spoke for the opposition in the Riigikogu on 7 December, launching several serious accusations against the government and Eesti Pank.

			He accused Eesti Pank of causing inflation and of not making proper use of the right to issue currency that the government had granted it.

			He said the information presented by Westel on the gold and foreign currency reserves was not accurate, as these were much smaller than he had said, as a part of them had been sold or lent out and could not easily be recovered, and Eesti Pank had used up at least 640 million marks of gold currency reserves.

			He further alleged that the government’s economic policy benefited only the interests of some particular groups and that Eesti Pank had not used its lending policy to support agriculture enough, even though the majority of political leaders had stated on many occasions that agriculture was the basis of economic life in Estonia.

			Those who had hitherto directed the policies of Eesti Pank could not fix them, and not only the system needed cleansing but also the people in it, he declared147.

			The debate between Westel and Strandman made it very clear how confused the relations were between the Estonian government and Eesti Pank.

			Eesti Pank as a company was under the control of the Ministry of Finance but the statutes of the bank declared the general management of it to be the government of the Republic, so it followed that the government of the Republic was under the control of the Ministry of Finance. Eesti Pank was equally the treasurer to the state and by law all the monies of the state had to be deposited in the state treasury account at Eesti Pank. The Ministry of Finance had done this with a part of the foreign currency reserves, and a report from the state treasury showed that all the foreign currency of the government of the Republic was unused, but only a part of it had been put onto the account at Eesti Pank. This meant the position of the state treasury was all in order, but it appeared from the balance sheet of Eesti Pank that the bank did not now have as much foreign currency available to use as it owed to the state treasury. Since Eesti Pank was the same sort of state institution as the state treasury, it was quite clear that the foreign reserves of the Republic were not as large as the treasury indicated, though it was formally correct for it to show that they are that large148.

			The main problem was not how large the gold reserves of the Estonian state were at that point, though the question of what had happened to the 15 million gold roubles received under the Tartu Peace Treaty stirred passions, but rather how effectively Eesti Pank had used those reserves to finance the economy. Loans had often been granted too generously, and moreover it was easy for those who had control of the money taps under that system to use them in corrupt ways.

			Repairs to the monetary system started in spring 1924, when Otto Strandman became Minister of Finance on 14 May in the minority government led by Friedrich Akel that took over after the government of Konstantin Päts collapsed on 26 March149. Strandman announced that his new plans were not a new economic policy, but that he would execute the ideas that had long been discussed and that experts had recommended. He ruled out printing money and boosting inflation, promising to make more effort than his predecessors to bring the balance of payments into balance partly through customs tolls, to run a surplus on the state budget, to restrict credit, and to apply interest rates on loans issued by Eesti Pank under market conditions150. History still records Strandman, who was in office for a little over half a year, as introducing a new economic policy and it really did differ from the previous policy.

			Loan interest rates were raised on 19 May to 9-9.5% and loans issued to importers and industrial companies with low productivity started to be recalled, meaning that unlike previously, loans were no longer rolled over more or less automatically. As the loan contracts were signed for up to 6 months, this policy brought fairly immediate results.

			On top of this Eesti Pank started to apply valorisation so the amount of loan to be repaid was not expressed in marks but on a more permanent foundation such as grams of gold or kilograms of rye151.

			By 20 June, Strandman had managed to turn this practice into law. The Riigikogu passed a law on defining the unit of gold money and signing contracts in gold money, which set the gold money unit of the Republic of Estonia as the kroon, which contained 0.403226 grams of pure gold152. The gold content was the same as in the Swedish krona. This gold content and the name kroon were chosen because in summer 1924 the exchange rate of the Swedish krona was close to one krona for 100 Estonian marks153. Strandman told the parliament that if monetary reform were to be carried out, they would have to see what was easiest, most understandable for the public, and most practical in reality. He said it was clear that the more simply the transfer could be made from one monetary system to another, the easier it would be for people, the less fraud there would be, and the less it would need people to calculate and do maths, and so life would be simpler. He said it was no secret that a small population of one million was only a drop in the global ocean and though Estonia had its own currency, it was not possible to tell the wider world about it, meaning in any case Estonian money must remain a currency that was very little known and very hard to use abroad. So it was best that the Estonian currency should be supported by some other group so that Estonia would have the same money as in other places154.

			Following from this law, Eesti Pank recalculated all loans into kroons and started to account for new loans and deposits in kroons. As the kroon did not yet exist in reality, all debts and bills had to be paid in marks at the daily exchange rate, which was set by the stock exchange.

			Eesti Pank quickly started to apply the law, writing to clients in July that overdrafts would be cancelled from 1 August and anyone wanting to extend theirs would have to sign a contract that the loan was valorised at 100 marks to 1 kroon.

			The media did not approve of this valorisation policy, and the newspaper Eesti Majandus criticised its speed and its short deadlines sharply.

			The current task of our banking policy is to pull in the credit that has been issued and reduce money circulating to levels where the exchange rate of the Estonian mark can remain steady. Doing this is already cutting deeply into the muscles of our economy, not just trimming the fat, and it is doubtful whether the economy can give the extra pound of flesh that valorisation demands of it. It is not the fault of borrowers that the exchange rate has fallen, but the fault of state entities that have failed to manage our credit and monetary policy properly, and have tried to go too far. It may well be party policy to punish borrowers for this now, but it is the wrong step to take the sake of the national economy155.

			Eesti Pank loosened the conditions of valorisation to some degree after this, but in general continued trimming the fat enthusiastically. One consequence was a rise in rejections of discounted bills from banks from 2.1% in 1923 to 3.5% in the first half of 1924 and 5% in the second half. The bankruptcy of large numbers of trading companies and factories also affected the activities of banks, and in 1924 Meripank and Eesti-Prantsuse Pank closed their doors and in 1925 so did Harju Pank, which was owned by Konstantin Päts and his business partners156.

			Strandman understood that success required more than just the application of pressure. He told the Riigikogu in spring that if the national economy was in such difficulty, and something exceptional needed to be done, then one such exceptional move would be to use Estonia’s natural resources to maintain the exchange rate of the mark and if necessary, raise it157. He was thinking primarily of selling one or two years’ worth of forestry stock for foreign currency, though also of increasing flax production. He was also considering the idea of a loan from abroad, for which he thought the state could use natural resources as collateral.

			He focused first on restrictive measures though, and so 1924 was a difficult year economically. However, the new economic policy managed to turn the Estonian balance of trade positive unexpectedly, though this had required customs duties to be set at almost intolerable levels, and stabilise the exchange rate of the mark, though there had been times when no one had wanted to sell foreign currency on the exchange, and Eesti Pank had almost run out of foreign reserves. Agriculture replaced industrial exports to Russia in the forefront of the exporting economy.

			Strandman did not manage to reform the unclear relations between Eesti Pank and the government, which was one of the initial causes of the economic crisis, but he did issue organisational instructions for lending by Eesti Pank and sales of foreign currency that made the responsibilities and rights of the bank clearer.

			In his last address to the Riigikogu as Minister of Finance on 30 September he once again emphasised the need to stabilise the mark. He said that mark policy needed to be managed first, as it was the true basis of economic policy, because if you cannot get the mark under control you cannot manage economic policy, and only when the mark has become stable is it possible to get economic policy under control158.

			He sharply criticised the opinion that the Estonian currency needed to be backed by assets to only 10%. At that time 10% of the currency was around 300 million marks, which it would not have been difficult for some enemy of Estonia to wipe out in only a short time. He warned that were such a person to come to the national bank and withdraw those 300 million, and then the next day request an additional 10 million that the bank could not pay, it was obvious what would happen to the stability of the Estonian mark.

			He expressed the hope that he would be presenting and defending the state budget himself, but this did not happen. This was not because of Strandman, but because of the attempted coup on 1 December sponsored by the Soviet Union, which led the parties in the Riigikogu to believe that Estonia needed a majority government at that time.

			Friedrich Akel as head of state asked the government to step down on 10 December, and on 16 December a new government of national unity led by Jüri Jaakson took office. This government contained not three parties but five. Strandman was replaced as Minister of Finance by his party colleague Leo Sepp, who had been a director of Eesti Pank, equivalent to a modern Deputy Governor, from 1921 until he became minister.

			Strandman apparently decided himself not to continue as Minister of Finance, and he complained he had never done as much work as he did when he was Minister of Finance in 1924159. The targets that Strandman had set did not disappear from the agenda when he stepped down. On taking office the new head of state, Jaakson, said the monetary reform had to be carried out so that Estonia could move to a currency system with stable value. Such a reform needed currency issuing to be centralised at Eesti Pank and the Eesti Pank statutes would need to be changed to match those of other currency issuing banks, especially with the goal of keeping a stable balance between the amount of banknotes in circulation and the liquid gold and foreign currency behind them.

			Economic discussions in Europe

			Changes were happening rapidly elsewhere in Europe at the same time, both in economies and in economic theory. Economic policy in Britain was similar to that of Strandman, as deflation was used in an attempt to return to the gold standard at the pre-war exchange rate. The opposite policy was followed in France in 1924-1926 where the monetary and economic policy was similar to that of Päts and Westel as unlimited credit was issued, the franc was allowed to slide, and inflation rose.

			It was said in 1925 that Britain was financially healthy and economically sick, while France was economically healthy and financially sick160.

			Economic theorists debated heatedly whether the gold standard really was the best solution for the world and an article in the Estonian newspaper Postimees by Mihhail Kurtschinsky, Professor of economics at the University of Tartu, summarised the debate of 1925:

			The most fashionable monetary theories are those of Gustav Cassel, and especially Irving Fisher and John Maynard Keynes. Fisher recommends that the dollar should focus less on the stability of external exchange rates, and rather on the exchange rate of money within the country. He suggests that a compensated dollar, or trade dollar, be used instead of the gold dollar, and that it should not have fixed backing by gold but should depend on the level of domestic trading prices. The advantage of his theory is that he does not depart from the pre-war viewpoint entirely, and he starts from the principle of gold backing and gold coverage albeit in a modified form.

			Keynes goes much further in this. He finds that the monetary system introduced in Britain during the war, which in reality ended exchange of money against gold and coverage by gold and moved the organisation of the whole monetary system over to the policy of the Bank of England and royal financial institutions, is the only one that should be followed in the future. Gold currency, precisely fixed levels for gold reserves, and the importance of fixed exchange rates are only budgetary measures and should be abandoned at the present time. The main priority should be the stability of goods prices domestically, credit relations, and management of the labour market.

			These theories are opposed by a whole range of very serious arguments in favour of gold currency. Sceptics today draw on numerous historical examples to demand that money have a basis that does not depend on the contradictory policies of central banks and managers of financial institutions. Supporters of gold believe it to be the safest and least volatile measure of value, as a manipulated monetary system can easily fall prey to unintended consequences161.

			Kurtschinsky noted that by the middle of 1925 a large proportion of the countries in the world had turned back to the earlier pre-war monetary system. Great Britain did not follow Keynes’s suggestions, but returned to the monetary system it had known before. The USA had never entirely abandoned the gold standard, Germany had returned to the gold mark, and Poland, Latvia and Lithuania were basing their monetary system on gold. Even Soviet Russia had issued a gold rouble into circulation.

			Kurtschinsky concludes that if the large and economically strong countries were not prepared to move away from gold and use a new, freer basis for their economy, a small and poor country like Estonia was even less able to take such a risk. It would make its monetary affairs more secure if it moved over to gold.

			Estonia asks the League of Nations for aid

			Exchange rates based on the gold standard survived in Europe despite the arguments of Keynes and his supporters. In the following years Estonia, with aid from the League of Nations, was able to do what Strandman had not managed as Minister of Finance.

			The League of Nations, which Estonia had joined as a full member from September 1921, published a report in February 1925 on the state of the Estonian economy and financing. The report was quite critical, and supported Strandman’s opinions about credit policy. After this the League of Nations proposed a reform package for Eesti Pank that was based on central bank reforms carried out in Austria, Hungary and the free city of Danzig. The central bank was to have the precious metal reserves of the state at its disposal, and to have the exclusive right to issue currency. It was recommended that a mortgage bank be set up to take over loans of more than 10 months from Eesti Pank.

			This time Estonia did not reject the advice of the League of Nations, as Westel had done some years earlier. Minister of Finance Sepp took the initiative himself, asking the Foreign Ministry to look for a financing expert from the Bank of England under the guidance of the League of Nations to reform Eesti Pank and set up a long-term loan bank Pikalaenu Pank162. Walter Williamson, who had advised the government of Siam in financing questions for 20 years, was appointed as advisor, and started work in Estonia from early 1926.

			In early November 1926, Governor Artur Uibopuu and director Juhan Kukk stepped down voluntarily from the management board of Eesti Pank, having served for only a little over a year. The newspaper Eesti Majandus said of the rapid departure that the internal organisation of the bank, which was already weak, was now starting to show signs of falling apart completely.

			The management has not been able to find enough people to work with it and so has relied on its current staff, some of whom have been thoroughly discredited, with the consequence that the management itself has had to do large amount of dirty work and was not able to see the woods for the trees. Power started to slip out of the hands of the management and the bank started to run around in circles like a rabbit, as one director put it. The targets that had earlier been set very strictly under the new economic policy were completely forgotten about for a long time, and instead of following those target lines, the bank has had to blunder through a maze of thoroughly mixed up bills163.

			The newspaper also accused the management of Eesti Pank of giving up too quickly the brakes that had been put on the outflow of credit in summer 1924, and of starting to think that the main priority of Eesti Pank was not the policy of currency issuing, but the financing of selected branches of the national economy. Statistics from autumn 1926 show that Eesti Pank had closed the credit taps only for private companies, as lending had grown strongly to associations, agriculture and local government.

			It was also noted at the time that there was a notable contradiction between the understandings and opinions of economic and political circles164. It was noted that both Uibopuu and Kukk were now well-placed to manage private companies once all the political storm had passed, and it was asked why Eesti Pank as the most important economic nerve centre should be used as a place for training the best economists and financial specialists.

			Jüri Jaakson became the new Governor of Eesti Pank in November 1926, having returned to the Riigikogu from the position of head of state after another change of government. Jaan Tõnisson wrote that when Minister of Finance Sepp, now serving in the government of Jüri Teemant, proposed to Jaakson, member of the Riigikogu, that he should become Governor of Eesti Pank, Jaakson initially turned the proposal down. In the circumstances it would not only have been difficult to find the necessary highly capable colleagues, but Eesti Pank would also have been unable to operate independently, fearing interference from political forces. In the end Jaakson consented to the position only after coming under a lot of pressure because under the current circumstances there was no other powerful man with an experience of banking who could be unanimously accepted as Governor of Eesti Pank165.

			At the same time the discussions with the League of Nations about a loan were reaching their end. On 8 December Leo Sepp signed an agreement in London allowing Estonia to take a loan of 1.35 million pounds from the Bank of England with the support of the League of Nations166. The loan was intended to let Estonia put its currency onto gold, rid Eesti Pank of its burden of loans, and set up a long-term loan bank. The interest rate on the loan was 7%, with administrative costs on top. Interest was to be paid twice a year, and the whole loan was to be paid off on 1 July 1967. The Estonian state guaranteed the loan with excise taxes on tobacco, beer, matches and other goods.

			A further condition of the loan was that Estonia would reform Eesti Pank, and pass the laws needed for monetary reform. The Riigikogu approved the new statute of Eesti Pank on 3 May 1927 and passed three laws on money, foreign loans, and the ending of state treasury bills and exchange bills by a clear majority, reorganising the operations of Eesti Pank and carrying out the monetary reform.

			The law on money said the unit of currency in Estonia would be the kroon, divided into 100 cents, with a value of 100/248 (0.403226) grams of pure gold.

			The new statute of the bank declared that Eesti Pank was a central bank issuing currency, with the exclusive right for 25 years after the statute was passed to print and issue banknotes in the Republic of Estonia. The bank could ask for this exclusive right of issuing to be extended at least three years before it expired.

			The statute required Eesti Pank to hold assets backing not less than 40% of the total value of banknotes in circulation and current liabilities.

			The statute defined the main duty of Eesti Pank as ensuring the value of banknotes that were issued. To this end it should organise the circulation of money and of credit in Estonia within the limits of its statute. Eesti Pank had an obligation to sell foreign currencies based on the gold standard to any person requesting it at the main office in Tallinn or to buy such currency for kroons if the total value was more than 5000 kroons.

			The statute and the law on money was supposed to apply from the day that the bank received the loan of one million pounds from the League of Nations for monetary reform, after 350,000 pounds had gone to setting up the long-term loan bank.

			The statute and the law came into force on 1 January 1928, and the kroon entered circulation the same day. With this a new page was turned in the history of Estonian money.

			A little over a year later, on the 10th anniversary of the founding of Eesti Pank, Nikolai Köstner, by then the government commissioner at Eesti Pank commented that it was the 10th anniversary of Eesti Pank, although the reformed bank had little in common with its predecessor, and it was fortunate that there had been far-sighted statesman who had carried out reforms despite all the opposition. 

			Are there any clever heads left who still believe that things would have been better without reforms and loans than with them? One of the most prominent of these had already been publicly praising the job done. Others came gradually to the same conclusion and are ploughing the new furrow with a face that says it should always have been so from generation to generation. And now we can all shout together: le roi est mort, vive le roi! Eesti Pank is dead, long live Eesti Pank!

			We would be wrong to think though that the road ahead of the new Eesti Pank is covered in roses. Fate really wanted to make clear to the whole world how vitally important the monetary reform and loan were to Estonia, and so it sent us bad harvests in the first year. Where would the mark be today and where would it have gone in the summer, because before things can improve, the bank will clearly have to give out millions of kroons of foreign currency to cater for the needs of the national economy.

			The new Eesti Pank is able to do this calmly, but where would the old Eesti Pank have got the foreign currency from? Getting a loan from global money markets under current circumstances is almost impossible after the reforms, so how much more impossible would it have been without those reforms.167

			CHAPTER 4. THE DECADE OF ECONOMIC CRISIS AND DEVALUATION

			In autumn 1929, when the Estonian kroon was not yet two years old, the stock market in the USA suffered an unprecedented crash, falling 11% on Black Thursday, 24 October, 13% on Black Monday on 28 October, and 12% on Black Tuesday on 29 October.

			“The biggest disaster on the New York exchange. Crazy speculation with fluctuating securities has hurt 50,000 speculators and caused losses of 100 billion kroons. Will the dollar fall?”, asked the Estonian newspaper Päewaleht168. At first nobody in Estonia worried that this could start to affect the economy in their country. Bankers confirmed to newspapers that Black Thursday would not cause any sort of depression here. The exchange rate for Estonia’s foreign loan obligations in New York and London might even strengthen, and as Estonia had no stock exchange with floating or volatile values, then it seemed implausible that the crash in the New York exchange would in any way be felt in Estonia.

			Estonia was not alone in its optimism. Even in America the journal BusinessWeek, which had been a vocal critic of stock market speculators, expected that the economy would be better off once the stock exchange bubble had burst. Businesses in America had spent six years focusing their attention, energy and resources in speculation, it said. Now that this was over and they could get back to their real work, fortunately still intact, and they would be financially stronger than ever before169. More balanced commentators did think though that there would be a moderate recession, especially for luxury goods.

			European financial centres looked at the stock exchange crash in New York with schadenfreude and relief. It was hoped that the capital that had been sucked in by the boom in American markets would flow to Europe, helping the United Kingdom and Germany increase their gold reserves, easing borrowing conditions, and reinvigorating economies.

			The government sells shares in Eesti Pank

			It was just at this time that the Estonian government fulfilled the promise that it had given in 1927 in order to access the loan from the League of Nations and issued for sale shares in Eesti Pank, which had until then been fully owned by the government. It was believed at the time that private ownership would guarantee the independence of the central bank from the government and underpin the stability of the currency. Selling the shares of Eesti Pank had been discussed as early as 1919 when the central bank was founded, but the Estonian economy was so weak at that time that local businesses lacked the capital and foreign investors lacked the confidence to invest in the shares of the Estonian central bank.

			Estonians were wealthier by 1929, but the government still had to allow shares to be paid for in instalments, as the majority of potential buyers did not have enough capital available to buy the shares outright. The newspaper Kaja noted that institutions were particularly interested in buying the shares, but banks and other companies were in no position to tie their capital up that year170.

			In early autumn 1929 the management of Eesti Pank noted in its calculation of the sales price of the shares that the bank had earned a profit of 2,400,000 kroons a year on average in 1923-1929, but in future net profits would probably decline, as the money markets were cooler and state finances were good at that point, and at such times Eesti Pank had to build up its reserves against possible bad times while other banks were not taking much credit from Eesti Pank and the assets of the bank were decreasing171.

			So Eesti Pank and the government believed that a calm period was ahead for the economy, during which the central bank would not be able to earn large profits. The calculation of the selling price for the shares forecast that net profit in future would average 2,000,000 kroons a year.

			The Eesti Pank statutes required 10% of profit to be put aside immediately as the reserve capital of the bank until the reserves reached five million kroons, and shareholders were to be paid a guaranteed dividend of 8% from the remainder. Half of what remained after this was to be put in the reserve fund, and half of the other half went to the state. The general meeting of shareholders was to decide how to distribute the other half of the second half, or one quarter of the remainder after dividends.

			The Eesti Pank management considered that once the reserve capital of the bank had reached five million kroons, which it was expected to do from the profits of 1930, the general meeting of shareholders could add an additional dividend of 5% on top of the guaranteed dividend of 8%.

			The calculation of the selling price for the shares noted that as the dividend would not fall below 13% a year, the price would depend on what percentage the bank set as its standard return on the capital invested in its shares. For the capital to earn 10.8%, the share price would need to be set at 60 kroons, while for the capital to earn 10% the share price would need to be 65 kroons.

			The management of the bank also used bookkeeping values to estimate the share price.

			They noted that the statutes required the bank to repay shares to shareholders at the nominal price if the bank ceased operations. Any net surplus would be divided with three quarters going to the state and one quarter to shareholders. The bank could be taken over by the state after 25 years had passed from 1 January 1928. During that time the capital and other assets of the bank could increase a lot, and so the amount that shareholders would have the right to receive on top of the nominal price should not be less than one fifth of the nominal price of the shares, while it could rise to a half of the price or even more.

			Furthermore, the calculation of the share price needed to consider that Eesti Pank was a central bank with private rights guaranteed for 25 years and very large operating capital because of its right to issue banknotes, making it a company that could issue a solid and good dividend on capital invested in it whatever the state of the economy172.

			The final conclusion of the management of the bank was that the selling price for the shares could be set at 65 kroons, though the governor of the bank, Jüri Jaakson, favoured a higher price of up to 80 kroons per share.

			The government decided to put 100,000 shares in Eesti Pank on sale173. The shares had a nominal value of 50 kroons and went on sale at 65 kroons. The terms of sale required 10% of the price to be paid when the shares were ordered, plus one kroon extra to cover costs, and if the Eesti Pank Supervisory Board approved the order then 40% of the price had to be paid by 1 April 1930 at the latest, and the remaining 50% by 1 January 1931. The statutes of the bank allowed the bank’s supervisory board to refuse to register certain people as shareholders without having to give their reasons.

			Newspapers report that there was a lot of interest in buying the Eesti Pank shares. There was more discussion about the chance and the need for shareholders of the central bank to join the discussion about keeping Estonian economic policy on the right track than there was about potential dividend income.

			One newspaper quoted the chair of an association of Estonian cooperatives speaking to farmers and cooperatives.

			He said that everyone who had lived through the years between 1917 and 1924 would remember what devaluation means, as the Russian gold rouble became one Estonian paper mark and crashed to 1/200th of its value, and it was clear that no one would want to go through that again. One way that every citizen could help to prevent this happening was to encourage the careful and sure management of Eesti Pank, which followed from the general meeting of all the shareholders of the bank, where the supervisory board of the bank was elected. That supervisory board then appointed the management who would run the bank day to day. The general meeting elected seven members to the supervisory board of the bank from industry, trade, agriculture and cooperatives, and from among workers, but of course the elections were dominated by people and institutions who were shareholders of the bank. He explained that this made it very important for farmers and cooperatives to own shares in Eesti Pank as it was the national duty of all of them to their Fatherland174.

			He continued that in any case, Eesti Pank shares were an economically profitable place to invest money because although the bank might not chase massive profits or high dividends from its main activity of avoiding fluctuations in the kroon, it was still to be hoped that even in bad years the bank would be able to pay out dividends that were not below the legally permitted dividend for cooperatives of 8%.

			German and Estonian language newspapers in Tallinn agreed that the economy of the time was managed according to party political considerations, and so it was worth asking whether owning shares in Eesti Pank would allow people to affect matters, and whether this would be against the interests of the economy, as it was clear that bringing a large number of votes together in the hands of people who understood economics would be very beneficial175.

			When registration period was over, it appeared that 30,925 of the 100,000 Eesti Pank shares had been sold, while the rest remained in the hands of the government. There were 1118 people and institutions who had registered to buy shares. The government announced that 20 banks had ordered 5510 shares, 76 industrialists and industrial companies had taken 4701 shares, 216 trading companies had 4645 shares, 78 cooperatives had 4175 shares, 328 officials had 4031 shares, 101 cooperative banks had 3262 shares, 68 local governments had 1356 shares, 55 farmers had 663 shares, and 176 other people and institutions had 2578 shares176.

			The statutes of the bank granted shareholders the right to vote at the general meeting if they had at least 10 shares, as 10 shares gave one vote. At the other end the number of votes was limited because no one shareholder could have more than 1000 votes however many shares they owned. This meant that although the government was still a clear majority shareholder in Eesti Pank after the sale of shares, it was not able to decide questions discussed at the general meeting of shareholders all on its own.

			The government retained the right to appoint the Governor of the bank, but the next most important officials, the directors of the bank from among whom the Deputy Governor was chosen, were appointed at the proposal of the President of the supervisory board177.

			The supervisory board consisted of the Governor of the bank, the two directors, and seven other members who were elected by the full meeting of shareholders to represent industry, trade, agriculture, cooperatives and workers at the proposal of institutions or unions representing those groups. Each year two members of the supervisory board were replaced at the general meeting of shareholders following a strict procedure. There was often fierce campaigning between different interest groups when these changes were made, and the election of new members to the supervisory board became one of the key points of interest in the agenda of the general meetings in the 1930s.

			The Minister of Finance had the right to appoint a government commissioner to the bank, who had the right to participate and speak in all meetings of the supervisory board and to protest against decisions of the supervisory board that he considered broke the law or the bank’s statutes. One point in the statute stated, however, that the government and its institutions had no right to make any special arrangements for as long as the bank had the exclusive right to issue currency.

			Eesti Pank was also tightly connected to the government because the state and all state institutions had to hold all their bank accounts at Eesti Pank. The issuing and management of domestic loans by the state was also done through Eesti Pank.

			In general Eesti Pank was not allowed to lend directly or indirectly to the state, local governments or local government companies, but quite a surprising exception was made for issuing short-term credit to the government, as its statutes allowed Eesti Pank to give the government a temporary loan to cover spending in the current year’s budget, on the condition that the total amount lent did not exceed one sixth of the revenues budgeted for the year and the whole loan was paid back by the end of the first quarter of the next year178.

			Hard times for the global and Estonian economies

			The first general meeting of shareholders of the partially privatised Eesti Pank was held within half a year of the shares going on sale, on 31 May 1930 in the Estonia Concert Hall. The meeting was attended by 484 shareholders either directly or through representatives, or almost half those who had bought shares the previous winter. This turned out to be the largest number of shareholders that would ever attend a meeting, and future meetings had fewer people in attendance.

			The Governor of Eesti Pank, Jüri Jaakson, told the shareholders that the state of the Estonian economy in 1929 had not been good.

			Firstly, the economy had had to clean up after the excesses of 1928 and had had to buy in more grain from abroad, leaving a big hole in the foreign trade balance. This deficit had had to be covered from the foreign reserves of Eesti Pank.

			The second major difficulty in the year had been the general economic crisis that had erupted in the second half of the year around the whole world. The crisis had led consumption to be separated from production, which had increased very fast as new and better machines contributed a great deal to the very fast growth in the output of Estonia. Estonia then suffered badly from the crash as the goods that Estonia exported were no longer able to earn the income that they had in earlier years, and the resulting deficit again came back to Eesti Pank179.

			The Governor explained that Eesti Pank would need to be restrained in its credit policy in order to make sure the coverage ratio of the kroon did not fall. It was enough at first to pull back the credit that had been issued before the reforms and that in any case had to be wound up under the statutes of the bank. The profit earned by Eesti Pank in 1929 allowed dividends to be paid generously to shareholders, with an additional dividend paid on top of the guaranteed 8%.

			In the difficult economic circumstances of spring 1930 this was at least some small consolation. By this time, it become clear that the impact of the crash in the American stock markets was not going to be limited only to other stock exchanges. Industrial output fell in 1930 by 30% in the USA, 25% in Germany and 20% in the United Kingdom and the number of unemployed reached into the millions. Prices of commodities like coffee, cotton, wheat and rubber fell by more than 50% after the stock market crash, and Brazil, Argentina and Australia, three of the biggest exporters of commodities, left the gold standard and devalued their currencies.

			The Estonian economy also ran into trouble. At the start of 1930 Nikolai Köstner, who was the government commissioner to Eesti Pank at the time, observed that there was a large and general shortage of money and that firms were collapsing. He said the cause was the global crisis that had broken out in 1929 when price indexes for goods started to fall and that the fall in prices had been felt in Estonia too. This meant that more paper, butter and wood needed to be exported to earn the same amount as a year earlier.

			He added that the coverage of the bank’s reserves had been maintained, and to keep things under control, Eesti Pank as the issuing bank had to put pressure on the circulation of banknotes which had caused the major shortages of money that were apparent at the time. Eesti Pank’s reserves had shrunk by 11.1 million kroons in 1929, meaning that there would have been a complete catastrophe without the money borrowed from abroad for the monetary reform180.

			By the autumn of 1930 things were even worse. The chair of the chamber of trade and commerce, Leo Sepp, noted at its meeting in October that major difficulties had led trading partners to introduce customs duties. He said that even Britain, the great believer in free trade, had fallen under the sway of customs duties and Germany even more so, and he pointed out that people while prefer to consume cheaper products in times of crisis, Estonian butter was now considered a luxury good in Germany and if the economic pressures remained the same could happen in the British market181.

			Sepp suggested that production costs needed to be brought down by cutting wages for workers and closing unnecessary factories and monetary and retail institutions, while taxes were cut in order to tempt in foreign capital. He said that Estonia was no honeypot where foreign capital was fighting to get in, but rather that the country had to accept any foreign capital that was on offer and so the only option open to Estonia was to work hard and be active.

			Banks were also falling into difficulties

			The crisis in the economy was leading clients to take more money out of the banks than the banks were getting back from calling in loans. At first, they were able to cover the difference by taking short-term loans from Eesti Pank, but in January 1931 one bank, Eesti Kommertspank, finally went bankrupt.

			Jüri Jaakson and the president of Pikalaenu Pank, Paul Öpik, explained that the deposits held by the bank had started to flow out on the back of rumours the previous spring, and the bank could not access enough liquid funds in its portfolio and so it had had to turn to Eesti Pank and Pikalaenu Pank for help. The two banks had supported Kommertspank for as long as it was able to provide guarantees, but the outflows of deposits had not stopped and the bank could not offer any more guarantees and so they had had to withdraw their support, forcing Kommertspank to close its doors182.

			No single institution was directly responsible for the functioning of the banking system in Estonia at that time. The main duty of Eesti Pank was to ensure that banknotes held their value, and to this end it had to organise the circulation of money and of credit in Estonia within the limits of its statute183.

			Banks, companies and private individuals were able to get loans of up to six months from Eesti Pank against collateral, or to cash high quality bills of exchange with maturity of up to three months, or up to six months for agricultural bills and nine months for forestry bills of exchange. The lending operations of Eesti Pank were strictly limited by the size of the reserves backing the kroon however, as these could not fall below 40% of the total value of bank notes in circulation and current liabilities184.

			The Ministry of the Economy kept account of how many credit institutions were operating in Estonia, and banks and other credit institutions had to submit their balance sheets to it. The effective review of reports was weak however, and the Ministry of the Economy did not conduct factual revisions until 1930, at the beginning of the crisis, while banks were still operating under credit laws dating from the tsarist times. A new law on credit institutions was only written once the crisis had started, and it was passed by the Riigikogu in March 1932, while the position of Inspector of Credit Institutions was created in spring 1932185.

			A classic example of the roles and attitudes of the government and Eesti Pank during the crisis is how they reacted to the request from the Soviet Russian trade representation. The trade representation had had some 160,000 kroons in Kommertspank when it went bankrupt, and it asked the Estonian government for help in getting its money back. The government then requested that Eesti Pank pay the trade representation this amount and take over the claim on Kommertspank because it explained it was important at that time for economic relations with Soviet Russia to develop unimpeded. The management of Eesti Pank considered that the trade representation had no claim at all on Eesti Pank for that amount, but it could not be ignored that a failure to repay that amount of money could cause harm to the Estonian economy. For this reason the management decided to buy the right of claim and the supervisory board of the bank confirmed the decision, adding a clause that money could be paid out once the government had given word that it had received specific benefit that would revive the economy, and the Ministry of the Economy had pledged to reimburse any possible losses from the reserve capital that it held that had been built up from the profit of Eesti Pank186.

			In this way Eesti Pank was prepared to work with the government for the general good, while still being very careful that its concessions did not weaken its financial position.

			The international monetary and trade system breaks down

			Unfortunately, it rapidly became harder and harder to support the economy and maintain the financial strength of the bank. It became more difficult to export goods, and the international monetary system started to act self destructively. Capital searching for security fled to countries with large gold reserves like the USA and France, while the United Kingdom and Germany, which had much smaller reserves, remained desperately short of capital.

			Jüri Jaakson said that Estonia needed to make everything that it could itself, as this would have a double benefit. It would create jobs for people in Estonia and save on foreign currency expenses, and this became the Eesti Pank prescription for coping with the global economic crisis. Jaakson told the general meeting of Eesti Pank in 1931 that they should seriously consider introducing capital controls to limit the outflow of foreign funds. Improving the balance of trade would allow the hope that the foreign currency reserves would stop shrinking, and this would allow the bank to lend more than it had been doing187.

			Before this could happen though, the largest bank in Austria, Kreditanstalt, was declared bankrupt on 11 May and panic about the banks seized Austria, Czechoslovakia, Romania, Poland, Hungary and Germany for the next two months. This brought difficulties to the London banks that had lent to all the others. The circumstances were no longer the same as they were before the First World War, when London as a financial centre had relied on British manufacturing, which kept the national balance of trade in surplus and was the source of capital for the financiers in London. After the war manufacturing had declined in Britain, and so London started to use a large amount of short-term loans from capital markets.

			At first British economists and politicians tended to think that the state should maintain balance by introducing import duties, sharply reducing the state budget deficit, and borrowing from abroad, although some also favoured a devaluation. Actual events ran away from political desires however, partly because of the Belgian central bank enthusiastically exchanging all its sterling reserves for gold in July and August. The faith of financiers in the stability of the exchange rate of the pound was also shaken by the change of government in Britain at the start of September and the measures taken to balance the budget, which led even Royal Navy sailors to demonstrate against wage cuts. The Invergordon mutiny on 16 September, which was widely reported in Europe, may have encouraged the flight from the pound, which eventually backed the Bank of England into a corner188.

			On 21 September 1931 the Bank of England decided to abandon the gold standard. This pushed the global economy even deeper into crisis and caused problems for Estonia too, as Eesti Pank held most of the reserves covering the kroon in British pounds.

			The meeting of the supervisory board of Eesti Pank on the day that the pound fell was full of confusion, but at the meeting on 22 September it was agreed to start quoting the pound at the exchange rate on currency markets and to end the free purchase and sale of foreign currencies. Strictly speaking Eesti Pank was breaking the law on money by doing this, as the law required Eesti Pank to buy and sell foreign currencies at a fixed rate, but there was nothing else that could be done. The supervisory board announced that Eesti Pank no longer considered itself to be bound by the exchange rate for the pound that was published in the state gazette.

			Estonia hangs on to the gold standard

			At that time Eesti Pank, like many others involved in economics and politics, believed and hoped that the exchange rate of the pound would return to its previous level, and so no need was seen to devalue the kroon.

			This opinion did not change much when Sweden, Norway and Denmark followed the example of Britain and left the gold standard on 29 September. Finland did not follow suit on that day and limited itself to introducing restrictions on currency exchange, in the hope that cooperation between the large countries would save the gold standard189.

			It was reported on 30 September that voices could be heard calling for Estonia to follow the example of Britain, Sweden and Norway190, though only in limited circles. All those with prime responsibility for the economy were firmly in favour of maintaining the exchange rate of the kroon.

			The Governor of Eesti Pank said that the coverage of the Estonian kroon was quite sufficient, and so there was no problem at all for Eesti Pank in remaining on gold, and so the kroon should do so for as long as it was possible for it to. As long as the British pound did not collapse completely, and there was no reason to fear that it would, it was in fact possible that it would rise in value. He said that it was only a handful of exporters who were interested in devaluing the kroon but this interest was only temporary and the Estonian economy could not be driven by the short-term interests of one small group.

			Former head of state Otto Strandman was reported as saying that those living in the country could not be fully informed about international events and so may not be able to contribute well to the ongoing debates around the coverage of the kroon and the exchange rate. He concluded, however, from what information was made available to the public that the exchange rate should not be changed under any circumstances. Future sales to Great Britain would come from the currency having fallen low, but the prices of products on the British market would have to rise by the same percentage.

			Georg Westel, the former Minister of Finance and director of Krediit Pank, said he saw no reason why the value of the currency should fall and that the reserves of Eesti Pank were strong enough. He thought it would be impossible to earn anything from agriculture if the kroon floated freely, as farmers were now earning only five cents for a litre of milk rather than six cents since the pound had fallen. The litre would still cost six cents but those six cents would no longer be the same as the current five cents.

			Joakim Puhk, Chair of the Chamber of Commerce and Industry, also called for the Estonian kroon to remain on gold, because the Eesti Pank statutes required it, and that understanding was built into Estonian foreign loans from America, the Netherlands and Great Britain. He said that a fall in the kroon would destroy the balance in the economy, causing massive and confusing reorganisation of it. Those who had put something aside for a rainy day would be trying to save whatever they could in their fear. If Eesti Pank had to write off some of its reserves to maintain the exchange rate of the kroon, then the losses would be relatively small and would be borne only by the shareholders of Eesti Pank, who would receive less in dividends. A falling exchange rate of the kroon would cause general chaos in the economy though he said.

			Despite all these calming words, the devaluation of the pound still caused an outflow of deposits from Estonian banks. The pressure was especially high on the most international bank in Estonia, Scheel & Co, where payouts were stopped on 9 October by a decree of the Ministry of the Interior and the special Scheeli Pank moratorium law passed by the Riigikogu a couple of days later. Moratoriums were also applied to the Tööstuse Pank in Tartu and the Krediit Pank in Pärnu at the same time.

			Eesti Pank was affected by these moratoriums as the banks needed short-term credit from it to restore their liquidity. In autumn 1931 the management and the supervisory board of Eesti Pank repeatedly discussed the conditions for recovering Eesti Pank’s discount credit to Scheeli Pank, bills that were acceptable as collateral, and the conditions for purchase and resale of foreign currency. Partly using credit from Eesti Pank and loans taken abroad at the initiative of the owners of the bank under a moratorium, Scheeli Pank was able to open its doors again in December 1931.

			The question of the exchange rate for the pound and the gold standard was not resolved so easily and the pound had fallen by some 35% against gold by the end of the year. At the start of 1931 there had been around 50 countries on the gold standard, by the end of 1932 the only ones that remained were Belgium, France, Italy, the Netherlands, Switzerland, Poland, the USA, Estonia and Latvia191.

			The former adviser to Eesti Pank, Walter Williamson, calculated the total loss to the bank from the devaluation of sterling was of 5-6 million kroons192. Eesti Pank put the figure somewhat lower in 1931 at 3.8 million kroons of loss, after it had made a profit of 2.7 million kroons in 1929 and 1.3 million kroons in 1930.

			Jüri Jaakson discussed the loss at the general meeting of shareholders in May 1932 and made the comparison that in 1928-1931 Eesti Pank had earned interest of 4.5 million kroons from its foreign currency reserves, which was about the same amount that had been lost from the fall in the value of the British pound. He said that it had been argued that the bank should have held its reserves in gold and while he did not want to argue against that, it should be remembered that if they had been in gold they would have earned no interest and holding the gold would have attracted its own costs193.

			Eesti Pank was in no hurry to exchange its British pounds for gold. At first the bank was certain that the exchange rate of the pound would stabilise, and when this had not happened at the end of the year, Jüri Jaakson got support from a letter from Otto Niemeyer of the Bank of England, saying that it was not a good time to sell pounds because the loss could be excessively large194.

			Why Estonia trusted the Bank of England and the British pound

			There were several reasons for the faith that Eesti Pank and the government had in the British pound and the Bank of England before the devaluation.

			Firstly, they followed the recommendations given in 1928 by the League of Nations and its financial adviser Walter Williamson. A presentation by the management of Eesti Pank on the losses resulting from the fall of the pound noted that the decision to base reserves principally on the pound was taken in 1928 after Williamson recommended with reference to authoritative opinions that reserves equivalent to around 10% of current liabilities should be held in gold and all the rest could be exchanged for foreign currency195. The question appears to have arisen for the managers because the Eesti Pank statute adopted in 1927 under the guidance of the League of Nations stated that all the bank’s reserves without any restrictions could be in foreign currency based on gold.

			A second reason was the respect and gratitude that was felt towards Great Britain. Jaakson said that Britain was the country that came to Estonia’s aid during the war of independence, sending ships and lending money for military equipment. Later it was Britain that helped Estonia get foreign loans and where Estonia was able to export more than it imported. Given this, Estonia could not have increased the difficulties at a difficult time for the Bank of England by withdrawing its capital early and without careful consideration196.

			Thirdly, Estonian statesmen and bankers did not believe that Britain would devalue the pound. The report by the management of the bank was appended by a letter dated 4 August 1931 from the government commissioner to Eesti Pank, Nikolai Köstner, in which he recommended that to guard against the dangers of the problems of private banks in central Europe, Britain and America being transmitted to Estonia, the currency reserves of Eesti Pank should be concentrated mainly in central banks, first and foremost the Bank of England, where the reserves could also earn interest at good rates. He also pointed out that by doing so the management of the bank would finally start to meet the terms of the agreement signed in 1928 for an exclusive relationship with the Bank of England197.

			The bank also noted that nine days before the devaluation of the pound the financial committee of the League of Nations discussed Eesti Pank and the state of the Estonian economy and whether to change the statutes of the bank. Otto Niemeyer from the Bank of England also attended the meeting of the financial committee. The heads of Eesti Pank later argued that some members of the financial committee must certainly have known about the state of the Bank of England at that time, but despite this the financial committee again approved the statute saying that the reserves could continue to be held in foreign currency with no restrictions.

			The financial committee of the League of Nations had started to lose authority in the eyes of Eesti Pank when it recommended that the kroon should be decoupled from gold, and Niemeyer noted in his letter to Jaakson that he believed it would be in the interests of Estonian trade and industry to unpeg the currency from gold for a time, like most of Estonia’s neighbours had done. Minutes of the meetings of the supervisory board of the bank and later presentations by the management on the losses suffered from the devaluation of the pound show that the advice by Niemeyer and similar advice from Walter Williamson was decisively rejected without consideration.

			The position of the management of Eesti Pank, which it held to in subsequent years, was that the losses that would follow from the kroon abandoning the gold standard would be much larger than the benefits and successes from staying with it. Those benefits were becoming even more questionable at that time as the exchange rate of the pound was very volatile and uncertain. Any decision that threw doubt on the reliability of the kroon would cause uncertainty and confusion among deposit holders, making it unavoidably necessary to protect all banks with a moratorium, and that would hit the economy painfully. Equally, there was little hope that this would ease the burden for industry and increase exports, because it would make a rise in the low rate of wages inevitable, which would raise production costs and eat away the gains from the exchange rate, and because other countries had taken measures against the dumping of imports that would overshadow the outlook for increased exports straight away. Furthermore, a devaluation of the kroon would pose great difficulties for the state budget, as there would be a general rise in the cost of living that could not be offset by higher incomes, as it was not possible to raise taxes or introduce new ones in the tight economic circumstances198.

			The management of Eesti Pank was so angry with the financial committee of the League of Nations for the advice that it gave before and after the devaluation of the pound that in autumn 1932 they rejected the new adviser that the financial committee recommended to Eesti Pank and the Ministry of the Economy to replace Williamson, who had left his post. They wondered aloud what an adviser to the bank appointed by the financial committee would be able to do in Estonia if they were in favour of devaluing the kroon. They also noted that it was external advisers who bore most of the responsibility for Eesti Pank holding its reserves not in gold but largely in pounds, and that the biggest institutional weakness of the advisers appointed by the Financial Committee was that no one took responsibility for losses that the bank could suffer from following the advice of the adviser199.

			As the reserves backing the kroon had been reduced by the devaluation of the pound and were being further drained by the increasing negative balance of trade for Estonia, the leaders of Estonia tried to maintain the exchange rate of the kroon by introducing a series of laws limiting the import of goods and the use of foreign currency.

			A law on imports of goods was passed on 6 November 1931 giving the government the right to set up an importing monopoly to limit imports of certain goods and help Eesti Pank control the movement of foreign currency.

			On 18 November 1931 a law on the movement of foreign means of payment and precious metals was passed that required all transactions with foreign currency or gold to go through Eesti Pank.

			A decree on the movement of foreign means of payment on 19 December 1931 clarified and broadened that law so that foreign currency could only be sent or taken abroad with a licence from Eesti Pank, and it required exporters to sell any foreign currency they received from exporting to Eesti Pank or a credit institution nominated by the bank within seven days of receiving it.

			On 10 January 1932 a law came in on the movement of domestic means of payment, under which domestic means of payment could only be taken abroad with a licence from Eesti Pank, and Eesti Pank was no longer obliged to sell anybody foreign currency for Estonian kroons.

			A passionate fight for and against devaluation of the kroon 

			A major argument soon erupted about maintaining the exchange rate of the kroon and it became a point of tension between the parties in Estonian economic policy. Different political groupings had different opinions about devaluation, as historian Jaak Valge described: 

			The Estonian political group most fiercely opposed to devaluation was the Socialists, who mistakenly feared that such a move would make things worse for wage earners. The state intervention in the economy that would inevitably follow from maintaining parity artificially was seen by the socialists as a good thing.

			The representatives of farmers from major farms which were set up before the land reform of 1919, believed that the only way to solve the crisis and allow for production to continue as before, especially the production of grain for the domestic market, was to introduce customs barriers and production bonuses, and not to change the parity of the currency, which was linked to a more liberal trade policy.

			The association of the veterans of the War of Independence, a considerable political force outside the Riigikogu that had been steadily gaining more and more supporters during the crisis, did not take any position on the question. It said its general concern was that Estonian pockets should actually contain these kroons that could supposedly fall or rise in value. This allowed the party to keep its supporters from both sides and attack its political opponents for not having an active economic policy and for planning a devaluation, even though either one of these was impossible without the other.

			More members of the party representing the workers were opposed to devaluation than were in favour of it at first, and the nationalist party led by Jaan Tõnisson was also divided on the issue. Over time though, the national central party that was formed out of these parties in 1932 started to recognise the need for a devaluation.

			The party of the reformed farmers came to the conclusion fairly quickly after the devaluation of the British pound that the same step must inevitably be taken in Estonia. The reformed farmers were laden with debt and sent a lot of their farm produce to the market for export, and so they suffered more than anyone else from the over-valuation of the kroon. They did not have strong and recognised leaders however, and so their demands in the Riigikogu were drowned out after they made a temporary alliance with a party of old farmers in early 1932200.

			One camp among those defending the kroon was so passionate in condemning those opposed to it that in November 1932 changes were debated to criminal law that would make it an offence punishable with prison to call for the kroon to be devalued. The law was passed on 25 November.

			Now anybody who called for the value of the kroon to be lowered below the level set in the law on money, in speech or writing, in a public presentation or address, or by publishing writings or designs, could face four to seven months in prison. Doing so in a non-public way risked arrest of three weeks to three months.

			The consequence was that newspapers started to say nice things about the kroon. One reported on the day after the law was passed that the exchange rate had fallen some 10% on the black market in a day when the government of Konstantin Päts had taken office on 1 November and declared that the primary task of the government was to do whatever was necessary to support the kroon. This was said to have calmed the public giving them greater faith in Estonian money so they no longer wanted to hold foreign currency as insurance201.

			Discussions about devaluing the Crown did not just disappear though. One of the few who was actually taken to court over this was Nikolai Hellat, the editor of the Tartu newspaper Herold, which published an article on 15 January 1933 on the gold standard and the economy. Hellat was sentenced to 3 weeks in detention but appealed to the supreme court and escaped punishment because when the court heard the appeal in the autumn the kroon had already been devalued and the law no longer applied202.

			Governments changed frequently in Estonia in those years and the fourth government of Konstantin Päts, which had made it illegal to discuss devaluation of the kroon, fell on 18 May 1933. It was replaced by the fourth government of Jaan Tõnisson, which finally carried out the devaluation. The devaluation was helped by the departure of the US from the gold standard in April 1933, leaving the shrunken gold bloc even smaller, and by the absence of any signs of improvement in the Estonian economy.

			According to Jaak Valge it is probable that Tõnisson planned at first to devalue the kroon by direct government regulation, bypassing the Riigikogu, but later changed his mind. As Eesti Pank had demonstrated that Governor Jüri Jaakson was opposed to devaluation, Tõnisson may have concluded that Eesti Pank would not have accepted a government regulation alone.

			The economist Raimund Hagelberg suggested that Jaakson opposed devaluation for two reasons. The first was psychological, as it would have hurt the public reputation of the kroon, which had only recently been launched, and the second was economic, as the main burden of the sharp rise in prices would have immediately fallen largely on the general public203.

			Jaak Valge noted a psychological aspect too, as Jaakson probably feared novelty, as did the socialists and many other politicians. They already had experience of currency restrictions from the War of Independence, but moving to a floating exchange rate and devaluation was something quite new for them204.

			Nikolai Köstner, who had left his position as government commissioner to Eesti Pank in 1932 and become a League of Nations commissioner to the Bulgarian national bank, explained that autumn that Eesti Pank’s rigidity came about because the bank did not necessarily focus on the national economic consequences, as its primary responsibility was to maintain the value of the kroon205. He said that Estonian economic policy had reached an impasse, and that it was not the duty of Estonian economic policy to maintain the exchange rate of the kroon and the 40% coverage by reserves, but to use them as a means for ensuring the welfare of the people. He thought that Eesti Pank seemed to show no interest in such issues, and sent those in trouble off to see the government. He also said there was probably not much the government could do though as it was clear that the Ministry of the Economy could not possibly meet the demands of the national economy for foreign currency, as all the power to do so had been handed by the legislature to Eesti Pank.

			Konstantin Päts, who was a solid defender of the kroon and a skilful political operator, and who had argued for a loose monetary policy in the debates of 1924, tried to defend the kroon, probably to increase his popularity and smooth his way to greater power. Public opposition to devaluation was strengthened by the fear of a repeat of the currency fluctuations and inflation of the first half of the 1920s.

			The final act in the debate about devaluation came in an extraordinary session of the Riigikogu on 27 June 1933. The Minister of the Economy explained that the devaluation plan was to target the Swedish krona, which on 16 June was 35.8% below its level on gold, while the Finnish mark was 41.5% down. He stated that a cheaper national currency would not cause prices to rise on the domestic market by anything like that amount, but rather that the rise would be much smaller. He said this had been seen in all the countries with a weak currency and that while exchange rates in Britain, Sweden, Denmark, Norway and Finland had fallen by between 30.9% and 42.1% from 1 September 1931 to 1 January 1933, prices had risen by only 0.9 to 13.9%206.

			The Riigikogu session started at half past five on the evening of 27 June and ran until five o’clock in the morning on 28 June and the decision to devalue passed, barely, with 47 votes in favour and 45 against.

			The decision of the Riigikogu left Eesti Pank with no choice but to accept the instructions issued by the government for a change to the organisation of the movement of foreign currencies and keep the exchange rate of the Estonian kroon at a level not below the lowest quoted on the London stock exchange for the Swedish krona after it had left the gold standard207.

			Eesti Pank did not tie the Estonian kroon to the Swedish krona for long. Following a fall in the value of the Swedish krona, the supervisory board decided on 14 July to return the exchange rate of the Estonian kroon gradually to where it was against gold immediately following the devaluation on 28 of June.

			The Estonian kroon did not stay tied to this anchor for long either, as Eesti Pank still preferred the stability of currencies backed by gold like the French franc. Pressure from the government led the kroon to be tied to the pound from 1 November that year at a rate of 1 pound to 18.35 kroons, reinstating the rate to the pound of before the crisis. The supervisory board of Eesti Pank accepted this decision by six votes to three after a fierce debate208. The deciding factor was that pound had fallen so far against gold-backed currencies that it was causing difficulties for industrial and agricultural exports, a large part of which went to Great Britain.

			The main task is to keep the balance of payments in equilibrium

			Like in other countries that had let their currencies fall, the devaluation in Estonia restored the competitiveness of Estonian goods to its earlier level, but it did not mean an end to the restrictions on the use of foreign currency that were introduced after the devaluation of the pound. The general trend globally was to abandon the principles of free trade. Countries passed various measures so that imports, if unavoidable, would come as much as possible from countries to which export goods would go in return.

			After the devaluation of the Estonian kroon in November 1931, the principle was still applied that the government had a right of monopoly over imports and some goods could only be brought in with permission from the Ministry of the Economy, while all foreign currency was handled through Eesti Pank, meaning exporters had to sell all the foreign currency they earned to Eesti Pank or another bank licensed by it, while importers had to get permission from Eesti Pank to use the foreign currency they needed.

			In 1932 the state controlled some 70% of imports, but by 1934 this had fallen to 30%209 as the economic circumstances of Estonia and the world in general improved enough that more could be exported and import restrictions could be eased.

			Earning foreign currency, or rather avoiding giving it away, and maintaining the balance of payments had by this time become the central function of Eesti Pank, as it had for most other national banks. The idea was to import only that which could not be produced locally, and then only to the extent that the country was able to export, so that imports did not exceed exports and turn the balance of payments negative.

			Among Estonia’s trading partners, Germany had the most difficulty in maintaining its balance of payments, as it needed large amounts of foreign currency to service its foreign debt and to buy inputs for industry, while its exports were obstructed by the currency and customs policies of other countries. In consequence Germany used strictly limited bilateral trading treaties to help it achieve balance. Estonia also had such a treaty with Germany as the money earned from exporting goods to Germany could only be used for buying goods of the same value from Germany. If those goods were not immediately available though, Estonian importers had to wait and hold the money on a German clearing account without earning any interest on it. Estonia had a similarly restrictive treaty with Latvia, but Estonian companies were not able to trade really freely using foreign currency with any country.

			Jüri Jaakson commented in 1935 that the principle earlier was to buy wherever it was cheapest and to sell wherever conditions are best for selling. This principle could no longer be followed though as all the countries where Estonia wanted to sell goods demanded that Estonia buy from them too210. He noted that currency controls had still benefited the Estonian economy a lot, as in 1928-29, when there were no controls and the economy was doing well, Estonia managed to export three or four times as much as in the crisis years 1932-33, but the national balance of payments was negative and Eesti Pank’s stock of foreign assets shrank. The balance of payments turned positive in the years of currency controls though, and the reserves of foreign currency started to grow, easing the burden on the state finances and the economy.

			At the same time though, restrictions on foreign trade and foreign currency meant that Eesti Pank and the Ministry of the Economy often had to work out what to do with the amounts of money that had built up on bilateral clearing accounts. This issue was particularly acute with Germany, where the trade balance was continually straining to be in surplus.

			In December 1934 the supervisory board of the bank proposed to the Ministry of the Economy that until payments in the form of foreign currency or other foreign bills had been received for insured exports of goods to Germany, exports to Germany should be significantly limited and goods sent there only to the extent that goods could be imported from there. The board also decided that Eesti Pank should limit the risk of larger exchange rate losses by buying German Reichsmarks from fixed accounts only to the extent that the bank thought it would be possible to sell them on to pay for imports and other payments that needed to be made to Germany211.

			Eesti Pank often had to search for solutions to such questions of trade concerning Germany, and also clearing accounts with Latvia, Sweden and Finland, during these years.

			The prime mover in the strict regulation of foreign trade was Germany, which did not want to take the mark off gold officially and devalue it, partly for the sake of its prestige and partly out of fear of inflation. Instead it built a complicated system of import restrictions and export subsidies that in many ways resembled the organisation of foreign trade in the Soviet Union and the Eastern Bloc in the 1950s and 1960s.

			Eesti Pank did not want to take on for itself the currency exchange risks that accompanied this system of foreign trade. The larger risks were at first hedged using a separate agreement signed with the government, but in 1935 a law was passed under pressure from Eesti Pank on the organisation of clearing accounts that made the state take full or partial liability for the losses that Eesti Pank may have suffered if the foreign currency received from clearing accounts for exports were to fall in value.

			The management of Eesti Pank also regularly ruled on such questions as whether to allow Estonian exporters of bacon to sell live pigs to the Soviet Union for Estonian kroons, August Toll to sell live fish to Denmark for Estonian kroons, or J Puhk & Sons to import products sold by the Estico Taani rubber factory as intermediate goods for vehicle parts for General Motors212.

			As the years went by Eesti Pank had to handle more and more various questions of foreign trade and the amounts held on clearing accounts with limited access, as global trade became ever more inclined towards autarky and European countries became more autocratic.

			According to the economic historian Karl Stern, Eesti Pank frequently came into conflict with the Ministry of the Economy over currency controls, as the ministry was not happy that companies were being obstructed from getting supplies of commodities. On occasions Eesti Pank did not consider even medicines to be sufficiently important goods and did not always release foreign currency for imports of them.

			The currency controls were not introduced smoothly at first and they affected almost everybody who might have any need of foreign currency. The purchase of even relatively small amounts of currency had to be justified. After the kroon was devalued, the ministry and the central bank started to work better together, and the currency commission accepted almost all applications made to it. An important criterion for issuing currency to importers after the devaluation was the trade balance of the partner country with Estonia. It was easier for merchants to get currency if they were bringing goods from countries with which Estonia had a positive balance of trade213.

			Tokens policy and discount policy

			Eesti Pank did not have an active monetary policy of managing the money supply using the discount rate and other standard tools of the central bank in the 1930s, and was criticised for this by the press. One newspaper complained that by saying the currency restrictions could not be lifted, the Governor of Eesti Pank was confirming that he could not regulate the movements of currency by raising or lowering the central bank’s interest rate214. It said that Eesti Pank’s misunderstandings about discount rate policy arose because the bank lacked the necessary specialist knowledge at a time when good advice and expert management of the central bank were vital, as the actual heads of the bank were not specialists in banking.

			Leo Kuus215 wrote in his thesis at the University of Tartu in the mid-1930s that the discount rate policy was being replaced by a policy of tokens, which was taken to mean the management of gold and other reserve assets. He noted that a change in the discount rate would affect legitimate and illegitimate credit in the same way, and that practice had shown that a stable interest rate had a more beneficial impact on the economy than one that often changed, while the ability to keep the discount rate stable depended primarily on the reserves, though also to an extent on the economic development of the country216.

			The Eesti Pank statutes stated that if the reserves fell below 40% of the total value of bank notes and current liabilities of the bank, the government could at the request of the bank temporarily suspend the provisioning requirement of the bank if the progressive issue tax had been paid, but the bank could not make such a request until the supervisory board had raised the discount and lending rates by at least 1%.

			Eesti Pank never made such a request and only changed interest rates three times during the 1930s under normal procedures.

			Before cutting interest rates on 1 September 1933, the management of Eesti Pank held long discussions with the Ministry of the Economy and the Association of Tallinn banks, as Eesti Pank agreed to cut the interest rates only if the state treasury would cut its deposit rate, and then only for those banks that did not charge interest of more than 7% a year for loans or pay out more than 5% a year on deposits.

			The supervisory board was worried about the transfer mechanism for discount rate policy of the time, noting that Eesti Pank did not have any measures for cutting interest rates evenly as some monetary institutions had no intention of using the rate cut offered by Eesti Pank and some banks did not use central bank credit at all and had never participated in joint efforts217. The board proposed to the Ministry of the Economy that the commercial banks should be obliged to follow the interest rate cut of Eesti Pank, by law if necessary, so that it would apply equally and simultaneously. The proposal was rejected and private banks were left to choose whether to follow the policy of Eesti Pank.

			The private banks argued that they would not be able to escape their costs if Eesti Pank did not cut interest rates by a full two percentage points. Eesti Pank responded that loan rates were not below 5% at any central bank of neighbouring countries and that the reduction in income for Eesti Pank from the cut in interest rates meant that the lending rates to credit institutions could only be reduced by 1% a year218.

			After this decision the discount rate for bills from credit institutions was 4.5%, and the interest rate for borrowing on current accounts was 6%.

			A year later, in autumn 1934, Eesti Pank cut those interest rates by half a percentage point for other borrowers too, to 5% and 6%. The reason given this time was the expected income and expenditure of the bank in the current year with new interest rates, rather than such macroeconomic considerations as inflation and growth219. The discussion at the supervisory board was the eleventh of 14 points on the agenda, indicating that it was of low priority.

			Certain elements in the press accused Eesti Pank of focusing on peripheral targets such as paying a high dividend of 8% and covering the overheads of large departments. They blamed the large expenses of the bank primarily on what they called the new luxury buildings that the bank had built and was still building.

			The luxury building the press was referring to was the new head offices of the bank in Tallinn at Estonia pst 13, which cost some 500,000 kroons. The building was one of the largest and most impressive bank buildings in the Baltic states, with an operations room that ran through two floors and was 33 metres by 22 metres, and seven metres high. It had a vault in the cellar that was described as a real fortress with floors, walls and ceilings of iron, steel and concrete. The cellar also contained a large hall used as a changing room for staff, that could provide protection from gas attack in the event of war220.

			The press may have overstated the importance of expenses and buildings though. In September 1935, Eesti Pank cut the discount rate for securities and the interest rate on current account loans for banks and others by 0.5%, bringing them to 4.0% and 4.5% for banks and 5.5% and 6% for others, on the grounds that sufficient money had accumulated in the banks. The bank did not cut its rates in order to increase its portfolio of bills, but it did want to encourage private banks generally to reduce their own interest rates. The larger banks in Tallinn had already largely done what Eesti Pank wanted, lowering their discount rates for securities to 6% in August and September, and the best quality commercial securities were discounted as low as 5.5%, it was reported221.

			This reasoning resembled the earlier attitude commonly held about central banking that the bank simply recorded interest rates but did not actually set them222. Many central banks at that time had an active discount policy but Eesti Pank was not among them. The lack of attention paid to this can be explained partly by the shortage of appropriate, modern skills in central banking in Estonia at the time and by the global movement away from market economies.

			Nikolai Köstner wrote that the crisis of capitalism was fading as far as the data could show, but capitalism itself was wobbling as a basis for organising the global order. Planned economies or bureaucratic commerce, primarily in international trade, were coming to the fore, and this was inevitably passing into domestic commerce and into distribution in general, he said223.

			The Dean of the faculty of economics at the University of Tartu, Eduard Poom, said of the 1930s that the inevitable end of capitalism as a way of organising the economy had been predicted and was still being predicted. Communist Russia was completely removed from the capitalist order, Fascist Italy was trying to use state power to eliminate the downsides of capitalism while preserving the upsides, and similar efforts could be seen in Nazi Germany224.

			In 1936, rising star of economics John Maynard Keynes published his most important book The General Theory of Employment, Interest and Money. Over time this became one of the foundations of modern macroeconomic policy but at the end of the 1930s Keynes’s opinions provoked fierce discussions. Nikolai Köstner, who was mainly working abroad at that time, wrote that theories based on modern and highly developed money markets could not simply be applied in less developed countries. Countries that did not have stock exchanges and money markets needed to be extremely careful about adopting modern theories and should perhaps prefer to develop more appropriate alternative theories for themselves even if they did not go off on a completely independent path. He felt there was no point in using Keynes’s theories developed for the City of London to describe or assess the economic situation in less advanced countries225.

			CHAPTER 5. THE INTERRUPTION TO EESTI PANK OPERATIONS AND THE SECOND WORLD WAR

			Governor of Eesti Pank Jüri Jaakson told a meeting of shareholders in March 1939 that there were no values left in the world that could be considered absolutely certain226. Eesti Pank still put its biggest hopes in gold, which had fallen in price after 1937, leading some central banks to start to reduce their gold reserves, but was now rising because of political tensions and the threat of war.

			The same meeting of shareholders approved the decision to revalue the gold reserves of Eesti Pank, which the management of the bank and the supervisory board had been discussing quietly with the government for almost a year227. The gold on the Eesti Pank balance sheet had not been revalued since the devaluation of 1933. It was widely agreed that this should be done, as having more collateral meant that more money could be issued into circulation, reviving the economy. Eesti Pank was opposed to it for a long time though as it found no pressing need to take such a step.

			Now, however, it was decided to use this bookkeeping move to increase the reserves behind the kroon. A new exchange rate was set at 3.569 kroons to the gram of gold instead of the earlier 2.480 kroons. The revaluation added 6.62 million kroons to the balance sheet of the bank, of which 4.1 million kroons was put aside as special reserve capital, and 2.5 million kroons was given to the government to spend. The government spent one million kroons of the money received on buying arms for the state, while 1.5 million kroons went in loans to agriculture and for other purposes.

			The meeting also discussed whether satisfying the government’s demands would create the risk that after some time it would come back to Eesti Pank to ask for another revaluation. The gold had after all been repriced at a lower exchange rate than the market price, which at the time was 4.3 kroons to the gram of gold. The shareholders did not get any cast-iron promise from the government that it would not do this, but they still approved the revaluation with nobody against and four small shareholders abstaining.

			The threat of war and the increase in other risks meant the leaders of Eesti Pank and the Minister of the Economy discussed frequently that spring where the gold reserves should be kept. The question was raised at a meeting of the supervisory board in March of whether the gold deposited at the Bank of England through the Bank for International Settlements should not be reassigned to Eesti Pank228. It was decided to consider this further and no decision was taken at time229.

			A week later the question was again on the agenda for the supervisory board under circumstances that may seem strange in retrospect. The Governor of the bank informed the board of negotiations with the Ministry of the Economy and the government, which apparently declared that part of the gold could be brought to Sweden and a part of it as far as Tallinn. Following this, enquiries were made to the Swedish central bank about whether and on what terms they would agree to store the gold in Stockholm and if necessary, take it to America in their own name. Just as earlier, the supervisory board decided simply to note the information and postpone any decision on the question until later230.

			In subsequent weeks the management of the bank reached the conclusion that part of the gold would have to be brought closer to home and taken to Stockholm. On 27 April the supervisory board approved the management decision that up to 75,000 ounces, or 1.98 tonnes, of the gold held in London on the account of the Bank for International Settlements should be brought to the Swedish state bank in Stockholm on the Eesti Pank account as soon as conditions were right, which meant when it was possible to make an exchange so there would be no costs for transporting the gold231.

			It is possible that this decision may have been prompted by the policy of appeasement towards Germany that Britain and France were following in order to avoid war, and their efforts to make contact with the Soviet Union once they had seen the failure of their efforts to control Germany. Just as there were no fixed values in the world any more, there were no allies who could be trusted.

			A year earlier, in March 1938, Germany had annexed Austria, and at the end of September 1938, Britain, Germany, France and Italy had signed the Munich agreement under which Czechoslovakia had to give up its Sudetenlands to Germany, after which German forces moved into Czechoslovakia in March 1939, establishing the Czech state as a German protectorate and Slovakia as a puppet state. Germany had also taken the Klaipeda region from Lithuania.

			Sweden was holding firmly to its long-established neutrality, giving some hope that it would be sensible to store assets there in time of war. Equally though, the Swedish central bank moved its own gold reserves from London to New York in spring 1939232.

			The faith that Estonia’s financial leaders had in Sweden is also shown by consultations with the Minister of the Economy at the start of September, when the quotation of the exchange rate for the kroon was discussed. The question arose because of the steady weakening of the British pound. Those involved in the consultations believed that it was in the interests of the economy to ensure the exchange rate of the kroon so as to maintain popular confidence in the currency, and so it was felt that the kroon should be quoted against the currency of a non-combatant nation and that the most appropriate choice was to make the Estonian kroon equal to the Swedish krona at a rate of 1:1233.

			The start of the Second World War

			The political shocks that were shaking Europe were escalating dramatically at the same time. On 23 August 1939, the Soviet Union and Germany signed the Molotov-Ribbentrop pact dividing spheres of influence, and in September those countries moved into Poland and so the Second World War started. On 28 September Estonia and the Soviet Union signed a treaty about military bases, and the Soviet Union moved over 20,000 soldiers into Estonia. The German Führer Adolf Hitler called on all Germans living in foreign countries to return to their historical homeland, and a treaty was signed in October between Germany and Estonia regulating the relocation, within a few months of which over 10,000 Germans had left Estonia.

			These alarming events led to large amounts of deposits being withdrawn from bank accounts in autumn 1939. No partial moratorium was put on the banks, as happened elsewhere in Europe, as the banks were able to borrow enough from Eesti Pank to maintain their liquidity. Estonian merchants were relieved that officials did not lose their nerve in September and place restrictions on withdrawals of deposits, as this meant that confidence in the Estonian banking system did not shake, and deposits could grow again and the banking system could continue to develop234.

			Issuing new temporary credit to help the banks was on the agenda for meetings of the supervisory board almost every week in autumn 1939. At the end of 1938 Eesti Pank had lent 13.2 million kroons to private and cooperative banks, but by the end of 1939 this had risen to 30.8 million kroons. Credit to trading companies had also almost doubled from 4.4 million kroons to 7.8 million.

			Eesti Pank was once again heavily involved in issues concerning foreign trade. The currency controls that had been introduced during the economic crisis at the start of the 1930s had been loosened a little over the decade, but now they became stricter again. In October 1939 the laws and decrees regulating the use of foreign currency and export of goods were extended by a law that allowed the export of precious metals and items made of them only with a special licence from the Minister of the Economy.

			Jüri Jaakson, Governor of Eesti Pank, later said of those times that until the war broke out on 1 September 1939, the Estonian economy was developing quite normally but immediately after that the belligerent nations introduced strict controls on the movement of goods and a lot of goods were simply confiscated. He said that Estonia had to do everything possible to get goods that were vitally necessary, whatever the price or terms of trade, and that the price of goods was affected very much by the rise in the cost of transport235.

			The management and the supervisory board of Eesti Pank had to handle several issues of foreign trade and foreign currency at this time. On 13 June 1939 the management discussed the proposal of the Nazi organisation Kraft durch Freude and the German embassy to allow the costs of German tourists visiting Tallinn in ships to be covered through the Estonian-German clearing account. They decided that as the clearing account had already been overloaded with marks for a long time because the German authorities refused to issue an import licence for Estonian oil shale oil, Eesti Pank could not agree to transfer the marks of German tourists onto the clearing accounts. On 14 September Eesti Pank opened a credit line of 640,000 dollars under the special conditions for importers at the request of the Ministry of the Economy, to buy large emergency stocks of sugar from America. On 12 October, at the request of the Kreenholm Manufactory, they discussed paying 10,000 pounds to Great Britain as part of the debt for cotton of 70,000 pounds, but decided that as it was questionable whether new goods could be imported from Britain, it was not possible at that time to issue foreign currency for paying off old debts. Problems with Finland were discussed on 26 October after the Finnish central bank refused to convert the 13.6 million Finnish marks earned by Riigi Viljasalv, the national grain board, for exporting rye into freely convertible currency. As a result, the marks remained unused on the account of Riigi Viljasalv and sales of rye to Finland had stopped.

			Given the wide-ranging currency controls and its partial intervention in the everyday activities of commercial banking, it is no surprise that at the start of 1940 there were more than twice as many people working at Eesti Pank as there are today. There were 485 officials and staff working for the bank, of whom 238 were at the head office in Tallinn and 247 in other branches elsewhere in Estonia.

			For the year as a whole, the Estonian foreign trade balance had a small surplus in spite of everything. The foreign currency reserves of Eesti Pank diminished rapidly in the second half of the year though as companies had to start paying in advance rather than using trade credit or instalment payments. The reserves were 19.3 million kroons on 30 June, but by the end of the year they had almost halved to 10.6 million kroons.

			The press at the time discussed the war and political tensions relatively little. They published colourless reports of Eesti Pank’s activities focusing on the day-to-day work. Newspaper headlines said that Eesti Pank was successful in one month or another, which was because of the interest income earned from increased credit volumes, and they reported on the ongoing construction of the impressive new central bank building in Pärnu.

			The relocation of the gold reserves

			In January 1940 the press focused on the 70th birthday of Jüri Jaakson, Governor of Eesti Pank. Newspapers described him as an old school economist, who prioritised maintaining the stability of the currency and who stood strongly against anything that in any way could have hurt the liquidity of Eesti Pank, or in any other way cause the exchange rate to change236. Jaan Tõnisson described him as one of the most constant, resilient and heroic men working in the Estonian public sector, the sort who would rise above all others in times of need237.

			Unfortunately, such times of need were now at hand. From late autumn 1939 onwards, Eesti Pank and the government were again engaged in discussions about relocating the gold reserves and about making them more liquid. Unlike at the start of the year, the discussion was now about how the gold deposited in Sweden and Britain could be moved elsewhere. The supervisory board was told that the Minister of the Economy believed that in such exceptional times, when there were difficulties in disposing of gold in London or Stockholm, it would be wise to move some of the gold held at the Bank of England to a branch of some American bank in Britain. Similarly, the central banks of Denmark and Switzerland should be contacted to transfer part of the gold held in Stockholm onto their accounts238.

			The Minister also recommended that the gold held in the Bank of England should be exchanged for US dollars, Danish kroner or Swiss francs. The supervisory board of Eesti Pank agreed to exchange gold worth around two million dollars, but only to buy other currencies as much as they were needed for current transactions. The government was interested in ways of holding gold that allowed it to borrow against gold collateral if necessary.

			Eesti Pank and the government repeatedly looked into and discussed ways of relocating the gold. The first real change was made on 4 January 1940 when 1000.24181 kg of gold held on the account of the Bank for International Settlements in Stockholm was exchanged for gold of the Bank for International Settlements held at the US Federal Reserve in New York. Commission of 3.5% was paid for this transaction239.

			The reports of the Bank for International Settlements reveal that on 4 January 1940 one tonne of gold in Stockholm was exchanged for a tonne in New York, and then on 31 January the Bank for International Settlements helped exchange some 500 kg of gold in London for gold in New York. On 30 January Eesti Pank had used BIS transport to send 500.8 kg of gold from the vaults of the Bank of England in London to the Federal Reserve in New York, and it sent another 555.9 kg in the same way on 28 May240.

			Eesti Pank was later commended for its management of the reserves backing the kroon in the 1930s by the economist Raimund Hagelberg. He found it especially noteworthy that gold had increased as a share of the reserves from 23.5% in 1929 to 83% in 1939, and thanks to Jüri Jaakson and Eesti Pank, Estonia was still benefiting from this half a century later241. The stores of gold built up by 1940 were to prove unexpectedly important decades later. Having a large part of the reserves in gold helped preserve those reserves, as other central bank assets based outside Estonia had much less protection from the invaders of the country. The first months of 1940 were the last chance for the gold to be relocated. Eesti Pank was given notice of the approach of new times by the Soviet state bank, with which Eesti Pank had not had many dealings in the 1930s. At the start of 1940 it started to demand blank cheques from Eesti Pank in the form of unsecured loans.

			Blank cheques for the Soviet state bank

			In February the Soviet state bank, Gosbank, wrote to Eesti Pank to say that their import and export transactions with Estonia did not coincide and so they had need of Estonian kroons given the large amounts being imported at the time. It asked whether it was possible for five million kroons to be overdrawn from its correspondent account at Eesti Pank and under what conditions242.

			The management and supervisory board of the bank took the position that its statutes did not give Eesti Pank the right to issue such unsecured credit. However, the Minister of the Economy asked Eesti Pank to find a certain amount, perhaps two million kroons, to offer to the Russians as it was in the national interest to have good relations, and he asked that someone from the bank go personally to Moscow to discuss the question in greater depth with the heads of Gosbank.

			In mid-April, before the negotiations had been concluded, Eesti Pank received two payment orders from Gosbank by telegraph for 1.5 million kroons for the Soviet trade representative in Estonia and 263,000 kroons for Estonian railways to be transferred to its account. After speaking to the Minister of the Economy, the management of Eesti Pank agreed to acquiesce to the Russian request and transfer the amount for 30 days at an annual interest rate of 5%. The bank requested that future transfers be agreed in advance with Eesti Pank243.

			Almost immediately a new telegram came from Gosbank requesting confirmation that they had the right to ask for credit of five million kroons. Eesti Pank answered that it could not confirm that at the present time as it wanted to receive an equivalent amount of dollars on its own account in Moscow. By the end of May, Gosbank had agreed to transfer the dollars to Eesti Pank’s account in Moscow, but in return wanted Eesti Pank to provide permanent interest-free credit, not the exceptional sort that had been under discussion. Gosbank essentially got what it wanted.

			The Soviet Union had effectively occupied Estonia when the treaty on military bases was signed, and after it took political power from 21 June 1940, the question of credit also changed. At the start of July, the five million kroons of credit had already been fully used up, and the Soviet state bank announced that it required a further five million kroons in credit. It also wanted to convert the Eesti Pank dollar account in Moscow into a rouble account and use a new exchange rate for calculations of 100 kroons to 70 roubles, even though the official rate at the time was 100 kroons to 126.19 roubles244.

			In effect Eesti Pank had no right of reply to any of these questions. The supervisory board said that if the government of the republic considered it necessary, then it was in principle prepared to open an interest-free credit line to Gosbank of up to 10 million kroons to be used within 60 days245.

			The government, which was now led by Johannes Vares, who had been installed by the Soviet Union, considered it necessary, and on 9 July it ordered Eesti Pank to give Gosbank an interest-free loan of 10 million kroons246.

			Three days later the government further ordered the gold deposited by Eesti Pank in Sweden and Britain to be sold to the Soviet state bank and the Eesti Pank foreign currency reserves held in banks in those countries to be transferred to the Eesti Pank account at the state bank in Moscow. The Tallinn branch of Gosbank started to process the demand for the Eesti Pank gold and foreign currency to be transferred to the state bank.

			On 17 July Jüri Jaakson announced he was stepping down as Governor of Eesti Pank. A year later, on 14 June 1941, he was one of more than 10,000 Estonians deported by the Soviet authorities to Russia. He was condemned to death and shot in the prison of Sverdlovsk on 20 April 1942.

			Takeover by the Soviet state bank

			Jaakson’s replacement as Governor of Eesti Pank was Juhan Vaabel, Professor of financial law at the University of Tartu and financial adviser to the Minister of the Economy in 1936-1939. He was said to have been in fear of arrest after the deportations of June. In the middle of July, a car came for him one day and he was ordered to go with it. The people in the car did not know where he was to go or why. They took him and the suitcase that his wife had already packed for him, not to be interrogated or to prison, but to see communist leader Johannes Lauristin, who made him a non-negotiable offer that he was not allowed to refuse of becoming the Governor of Eesti Pank. Vaabel did not expect this, and the proposal seems to have come because he was an internationally known specialist in financial law247. 

			The bank’s legal consultant Hugo Pärtelpoeg was appointed as acting director of Eesti Pank, and communist activist Harald Raesaar was appointed as deputy director248.

			To stop money flowing out of bank accounts, the government introduced a month long general moratorium on all banks until the mood had calmed and what it called suspicious elements had been paralysed. Under the moratorium, withdrawals or transfers to other accounts of up to 100 kroons per person per month were allowed from deposits and other bank accounts. Withdrawals were also allowed for paying wages and salaries, for buying necessary raw materials, consumables and tools, and for paying commercial bills issued before the moratorium came in249.

			Elections organised by the Soviets saw Estonia become a Soviet Socialist Republic, which on 23 July declared all the banks and large industrial companies nationalised. Eesti Pank was nationalised on 26 July.

			At the same time the Soviet Union made its first attempts to get its hands on Eesti Pank’s assets abroad. On 27 July Eesti Pank had 4813.4 kg of gold in the Bank of England in London, 2906.7 kg in the Swedish state bank in Stockholm, 1033.3 kg held through the Bank for International Settlements at the Bank of England in London, and 2556.6 kg held through the Bank for International Settlements at the Federal Reserve in New York. There were also smaller amounts of 19.5 kg at the Bank for International Settlements in Basel, and 22.1 kg of foreign gold coins in the vaults of Eesti Pank together with 151,271 gold roubles250.

			Under pressure from the Soviet Union, the Swedish state bank handed over the gold even before Estonia’s takeover by the Soviet Union had been officially formalised. The Bank of England and the Bank for International Settlements were not yet prepared to write off independent Estonia fully, and indeed the Bank for International Settlements never did.

			Newspapers in Estonia published the official and categorical announcement by Eesti Pank and the Ministry of the Economy that the economy was functioning perfectly normally and that the measures being taken would ensure the exchange rate of the Estonian kroon and that any rumours to the contrary were baseless251.

			An order came on 14 August to consolidate the accounts of all the nationalised companies at Eesti Pank within one month at the latest. Eesti Pank’s workload close to doubled during the takeover. It had previously managed 1316 payment accounts, excluding those of banks and the government, but 1124 more current and time-limited accounts were added during the reorganisation. A further 10,381 discounted securities were added to the 20,000 or so held previously. To cope with the work, Eesti Pank employed 18 more officials at its head office and 10 more in its branches, some of them on temporary contracts252.

			There was not really sufficient time to assess the quality of the loans and securities that had been taken over at such short notice. The immediate impression of the branch managers of Eesti Pank was that not many of the securities were liquid, and many were already in default. The branch head in Kuressaare noted that the nationalised companies that were taken over were not generally overloaded with debt, but they had difficulties in meeting their short-term liabilities because of the fall in their revenues and the excessively short-term nature of their financing253.

			The Eesti Pank report said that this now ended the unhealthy situation where individual companies could be financed by many banks at the same time, thus taking on too much debt as the banks had no data on the content of those debts and financed them only in good faith. Another advantage of the new organisation was said to be that the bank had a clear picture of the state of corporate financing and this made it much easier to take decisions on questions of issuing credit. A third benefit was supposedly that bookkeeping would become less time-consuming for companies as they only had to deal with one bank now. It would also reduce the workload for the banks, as earlier companies would have accounts in many banks, often five or six, but now the accounts would only be in one bank254.

			There is some economic logic in these arguments, though it is undermined by the way that the new system distributed credit, which was often on a political basis. This was even stated in law, as the act passed on 21 August organising the operations of Eesti Pank gave the Prime Minister the right to issue operational orders to the management of Eesti Pank at the proposal of the Minister of the Economy255.

			An example was the loan of 200,000 kroons to the management of state-run estates. The process started in August 1940 when the People’s Commissariat for Agriculture wrote to the Estonian Soviet authorities that because a large number of households had come under the management of the state estates, the payment of benefits to working class children that had come in from 1 July and the rise in wages had increased the organisation’s outgoings so much that current income and its ability to borrow were no longer sufficient to cover them. The letter said that the loan was necessary not only for paying wages but also for paying off debts for fertilisers and seeds and for purchasing potatoes for distilleries256.

			It also noted that its statutes permitted the institution for state-run estates to take loans of up to 50% of the value of its equity with permission from the Soviet of People’s Commissars, and the financial results of 1938-1939 and the current amount taken in loans meant that up to 1.2 million kroons more could be borrowed. Given the importance of agriculture and the state-run estates at that time and in the future, the letter said that an additional loan of up to 200,000 kroons was entirely reasonable.

			On 4 September the Soviet leader Johannes Lauristin approved the loan, and so the estates turned to Eesti Pank on 16 September to ask for the money. Eesti Pank responded on 19 September that it could issue the loan if the Soviet of People’s Commissars could provide collateral of the same amount to guarantee the loan. Collateral was received of 160,000 kroons as on 2 October the Soviet treasury sent Eesti Pank a debt certificate promising to repay the loan by 1 January 1941 at the latest and pay interest of 4.5% a year.

			Afterwards such loans were issued more quickly. On 3 October Johannes Lauristin sent Eesti Pank a short letter marked secret requesting a loan of 300,000 kroons to pay wages for building workers, saying the People’s Commissar for Finance would send additional guarantees to Eesti Pank257.

			On 4 October the Finance Commissariat issued a debt certificate stating that it had to pay 300,000 kroons to Eesti Pank by 3 January 1941 at the latest with an annual interest rate of 4.5%, and on 5 October the management of Eesti Pank decided to accept the debt certificate.

			At the same time Eesti Pank was being reorganised as a branch of the Soviet state bank, which was completed on 9 October when the act transferring Eesti Pank was signed. Eesti Pank as a branch of the Soviet state bank was headed by men from Russia who left no significant traces in the history of the Estonian economy.

			As well as nationalising Eesti Pank and other banks, the Soviet authorities also managed to replace the Estonian kroon with the rouble before the war started. The exchange was done between 25 November and 16 December at a rate of 1.25 roubles for the kroon.

			The branch of the state bank operated in Estonia for less than a year. After the war started between the Soviet Union and Germany in June 1941, the branch of the state bank in Tallinn was evacuated to Narva in July and to Moscow in September. The gold and other precious metals of Eesti Pank and other Estonian banks had already been handed over to the Soviet People’s Commissariat for Finance. Other assets, which were mainly roubles held for operations, and documents were sent to Leningrad on 24 July 1941 aboard the military ship Kirov and on 26 July aboard the transport ship Atis Kronvalds. Only the Kirov reached Leningrad as the Atis Kronvalds was sunk by the Germans258. The documents of the Estonian branch of the state bank were evacuated from Leningrad to Vologda in 1942.

			Some of the roubles and documents held in the regional branches of the state bank were not evacuated to Russia. The report on the evacuation from the Pärnu branch states that there are no data on what happened to the assets held there, but the roubles held in the Võru and Tartu branches were partly spent at the orders of political leaders on recruiting Soviet supporters or anti-German Estonian residents for the Soviet internal security forces.

			Reopening under German occupation

			Eesti Pank started to operate again in September 1941 when the Soviets were replaced on the territory of Estonia by German forces. The head office in Tallinn and all the 11 regional branches were reopened and Hugo Pärtelpoeg returned as director of Eesti Pank. Juhan Vaabel, who had been Governor of the bank for a couple of months under the Soviets, had left for Russia ahead of the war.

			Later data from the head of the Estonian branch of the Soviet state bank, Arkadi Terski, showed that Eesti Pank had two balance sheets at first, one for the operations taken over from the Soviet state bank, and one for the restarted operations259. All the other banks that had been nationalised and liquidated were also restored.

			As well as serving clients, Eesti Pank’s role under the Reichkommissariat Ostland was to organise the circulation of currency under the guidance coming from Riga or Berlin, supplying the military marks issued by the German authorities for use in the eastern territories and the roubles already in circulation and exchanging damaged roubles for military marks at the rate of one mark to 10 roubles.

			There were not as many different currencies in circulation in Estonia as there were after the First World War, but the values of those that were circulating were not entirely clear even so. Oskar Angelus, who was part of the Estonian authorities under the German occupation, said that the military marks were worthless ersatz money that could only be sent or taken to Germany in limited amounts. As this money was used to pay wages and to pay the military for food, the countries where this currency was used were effectively helping to finance the war effort260.

			Things were no better with the rouble as the German military authorities had issued unknown amounts of fake roubles in the areas behind the front. This was done so that when the notes reached the Soviet side, they would help to destabilise the circulation of currency there even further261.

			The German authorities were in no hurry to return large enterprises nationalised by the Soviets to their former owners, but instead set up state enterprises to manage them, of which there were over 50 in Estonia. This made it easier to direct the economy to the needs of the military. There were also a number of large German private companies like Krupp and AEG operating in Estonia. The Estonian natural resource that the Germans were most interested in was oil shale, which was used to make fuel for U-boats, and a consortium of German banks gave a very large loan to the German organisation managing this process.

			State companies often monopolised entire branches of the economy and bought produce like flax and lambswool from Estonian farmers at a long way below pre-war prices, while semi-finished and finished products were sold at much higher prices than before the war262. Sales quotas were set for agricultural produce from farmers, which they were often late to meet as they thought prices too low, and in any case, there was almost nothing to buy with the money that they received.

			In consequence, barter accounted for a large amount of trade during the war years. The economist Uno Mereste, who was a teenager at the time, recalled that there was so little food that people went to the country to try to get extra supplies from the farmers. They took everything that they could to the country and little by little the stack of fabric for dresses and suits that his mother had stored in reserve in her wardrobe disappeared, followed by other clothes. His father had a friend at the power station who was a smith, who made a knife for slaughtering pigs, to which his father attached a wooden stock. They took that to the farmers in the country and came back with rich baskets and bundles full of food263.

			The 1942 report on banking by the Estonian security police said that banking and lending were hindered by the lack of any resolution to the question of ownership of banks and the blocking of old deposits, and that deposits were generally significant, while there were no opportunities to invest in industry or agriculture and so there was little demand for credit. It also noted that roubles were constantly being removed from circulation in the money market, but that despite that, large sums of roubles kept on reappearing in banks for payments264.

			Although the Estonian economy was fully subjugated to the interests of Germany, the Germans had remembered that Estonia was eventually to become a part of greater Germany, and so it would have been foolish to bleed the economy dry and steal everything265.

			The German authorities started to introduce changes in banking in January 1943 to prepare for the future, and they reorganised the operations of Eesti Pank into the Gemeinschaftsbank Estland as a branch of the main bank of the eastern territories, the Gemeinschaftsbank Ostland in Riga. This was supposed to become the central credit institution in Estonia, taking in deposits, lending to industry, agriculture and trade, handling re-privatisation, and reviving cooperatives. The director of the bank was the banker Hans Skribanowitz, who had left Estonia for Germany in 1939 and had returned to Estonia after the change of government266.

			Shortly after, on 1 April 1943, the Notenbank im Ostland, which had its head office in Riga, started operations in Estonia using the network of state deposit banks. This was intended to become the currency issuing bank for the German eastern territories, and would handle the issue of Ostmarks and the organisation of currency circulation. The role of the Gemeinschaftsbank was to provide credit for industry, agriculture and private individuals, and to be a central settlement bank.

			By autumn 1943 the Gemeinschaftsbank Estland and the Notenbank had taken over a large part of the operations of Eesti Pank, and only three small branches of Eesti Pank in Võru, Kuressaare and Haapsalu continued independent operations to a small extent.

			Banking was controlled and organised by the banks department of the general commissariat for Estonia, but only partially. Gemeinschaftsbank Estland was responsible for the bank based in Riga, while branches of German banks in Estonia were guided mainly by orders received from their head offices. This meant the banks department of the general commissariat mainly monitored local cooperative banks, but in June 1943 the system of finance accounts that handled the expenses of German state institutions, tax collection and similar came under its purview too. No meaningful role in banking was envisaged for the local Estonian authorities in the new system.

			In November 1943 the general commissariat announced that deposits made to banks before 1 September 1941 would be paid out267. The depositors of banks that had been liquidated, which had happened to a large number of co-operative banks during the reorganisation of the system, would be paid by the Gemeinschaftsbank Estland against a deposit book or certificate of deposit, while re-privatised banks would decide themselves about their depositors.

			The security police report of June 1944 stated that around 60% of the old deposits were registered and withdrawn in Tallinn, around 50% in Kuressaare, 45% in Paide, 30% in Pärnu, and 10% in Rakvere and Kiviõli. It said that paying out the old deposits did not have any positive impact on the public mood, mainly because of the unfavourable exchange rate for the depositors. It was notable though that the majority of those applying were old people for whom even small sums had some significance268.

			The report noted that there was very weak demand for new loans at the time, as building work had stopped and there was no way to make large purchases of inputs. Loans were mostly used for purchasing livestock, and notably also for paying off fines for failure to pay taxes in full.

			International banking was even less visible at this time. Branches of German banks executed a few transactions such as opening letters of credit through Germany. Monetary transactions in the eastern territories of Latvia, Lithuania and Belarus could be settled through the Gemeinschaftsbank Estland and its head office in Riga. The Gemeinschaftsbank Estland tried to set up clearing accounts between Estonia and Finland, but it did not succeed in this.

			The future plans of the German authorities for banking in Estonia were brought to a sharp stop as the war turned against them. Fighting came again to Estonia in the winter months of early 1944, and by the end of September German forces had retreated from mainland Estonia. The German occupation was again replaced by Soviet occupation, which again led to major changes in finance and banking.

			There was great monetary confusion across a large part of Europe at the end of the war. To avoid the mistakes made after the end of the First World War, the USA hosted a conference of the Allies in Bretton Woods on 1-22 July 1944 to discuss how economic difficulties could be resolved after the war and what international system of payments should be set up. The Soviet Union also sent a delegation to the conference but in 1944-1945 it was not yet clear what new international financial system would emerge and what the place of the Soviet Union in it would be.

			CHAPTER 6. EESTI PANK IN EXILE DURING THE COLD WAR

			On 1-22 July 1944, while the German and Soviet armies were preparing for the decisive battles in Estonia, 44 countries that were fighting against Germany met in Bretton Woods in the USA for a conference to discuss the post-war financial system and organise the recovery of their economies. No representative was invited from Estonia, as it was still under German rule, but one Estonian did make it to the conference even so, the economist Ragnar Nurkse, who attended as an observer for the League of Nations269.

			The framework for organising international economic relations after the war had already been outlined in the early years of the war by the British economist John Maynard Keynes and the American finance official Harry Dexter White. Leaders of both countries wanted to avoid a return to the economic rivalry of the 1930s, which was popular in the short term but damaged international trade and ultimately domestic markets too, and contributed to the outbreak of war. The outlines drawn by Keynes and White were turned into firm plans in 1942-1944 by officials from both countries in numerous working groups, and this was the basis of the Bretton Woods conference. The plan proposed a system of fixed exchange rates as this was considered better for world trade than floating rates.

			Our man at Bretton Woods

			Convinced that fixed exchange rates were the best approach, Nurkse contributed enthusiastically, and the results of his work were published in the book International Currency Experience issued by the League of Nations in 1944. Nurkse argued in it that experience from before the war had shown clearly that exchange rates could not be left to fluctuate from day to day driven by demand and supply in the market. “If currencies are left free to fluctuate, “speculation” in the widest sense is likely to play havoc with exchange rates – speculation not only on foreign exchanges but also, as a result, in commodities entering into international trade”, he wrote270.

			Nurkse wrote this before the Bretton Woods conference, but presumably after the American and British experts had published their first drafts in 1943. It has been noted that this makes it hard to know how much Nurkse affected the negotiations at Bretton Woods and how much he was affected by the proposals of Keynes and White271. It is clear though that he approved of the agreement reached at Bretton Woods and his book makes clear his support for the consensus among economists at that time.

			It was agreed at the Bretton Woods conference that the new international monetary system would be based on gold and the dollar, and the dollar exchange rate was fixed against gold at 35 dollars for 1 ounce of gold, with all other currency exchange rates being fixed against the dollar so that the dollar became a reserve currency equivalent to gold.

			To ensure the stability of this system the International Monetary Fund (IMF) was set up with the power to grant loans to member countries to fund balance of payment deficits where imports of goods were larger than exports, and to permit a depreciation in the exchange rate of a currency against the dollar if a country was in particularly serious difficulties. Alongside the IMF, the World Bank was set up to give long-term loans to countries for post-war recovery, and it was envisaged that a global customs and trade agreement would be signed to prevent trade wars breaking out in future.

			Some months after the Bretton Woods conference, the German occupation of Estonia was replaced by the Soviet occupation and it appeared possible that Estonia would become part of the international monetary system being established by the USA and Great Britain, together with the Soviet Union that was occupying it. The Soviet Union attended the Bretton Woods conference and the meetings preceding it and engaged in serious negotiations over the conditions proposed to it, though this episode was later not mentioned in the Soviet Union.

			In broader politics at that time, the US President Franklin D Roosevelt favoured the idea of world peace being maintained by the USA, Great Britain, the Soviet Union and China as the four policemen, but his finance minister Henry Morgenthau jr dreamt of convergence in international finance. A lot of progressive Americans and Europeans believed in convergence at that time as a lot of capitalist countries had started to move in the direction of socialism during the depression with state planning and price controls and similar, while the Soviet Union was thought to be becoming more pragmatic and less ideological. White and Morgenthau believed that the self-interest of the Soviet Union, which needed loans to rebuild its economy, together with the goodwill of America would lead the Soviet Union to join the new monetary arrangements.

			In the negotiations the Soviet delegation wanted to gain conditions where the Soviet Union gave as little gold and economic information as possible over to the IMF but received as many loans as possible on favourable terms and the largest possible voting rights in the new institutions. The Soviets succeeded in this as the US adopted a conciliatory position and White helped them by informing them secretly about the negotiating strategy and positions of the USA272.

			Under the Bretton Woods agreement, the Soviet Union was to receive an IMF quota of 1.2 billion dollars, which was smaller only than the 2.75 billion dollar quota of the USA and the 1.3 billion of Great Britain. The size of the quota decided how much each country was able to borrow from the IMF and how many votes it would have, so the Soviet Union had 12%, the USA 28%, and the United Kingdom 13.5%. According to Raymond Mikesell, an economist who worked on calculating the quotas, the Soviet Union demanded a quota that was little related to its participation in global trade but was based almost entirely on its political importance and its possible future economic importance273.

			On top of its large quota, the Soviet Union got the right to revalue the rouble without asking permission of the IMF if it had no international impact, the right to reduce its initial payment into the capital of the fund by 25% on the grounds that it was the country that had suffered most in the war, and the promise that unlike any other country it would be able to hold a part of the gold reserve promised to the IMF in Moscow rather than New York. The deadline for ratifying the agreement signed at Bretton Woods was 31 December 1945.

			An important topic for Estonia was the question of closing down the Bank for International Settlements (BIS), known as the club of central bankers, because a large part of Estonia’s gold reserves were held in New York at the BIS. The US had frozen the BIS accounts as the BIS was accused of carrying out gold and currency transactions for Germany during the war. The Norwegians proposed that the organisation should be disbanded as quickly as possible and a commission set up to investigate its operations during the war. No delegation defended the BIS publicly, but it had its defenders behind the scenes in the US State Department, Wall Street, the Bank of England, and the British Treasury and Foreign Office274. Morgenthau wanted to make leaving the BIS a condition for joining the IMF, but Keynes took a decisive stand against this and so the idea was abandoned, and the conference resolution gave only the goal of liquidating the bank as quickly as possible with no actual target date.

			The Bretton Woods negotiations were also reported in the press in German occupied Estonia, and on 19 June it was reported that the international currency conference called by the Americans in Bretton Woods, which was slowly drawing to an end, had heard a sensational announcement from Stalin’s personal adviser on economic affairs, Professor Leonidtsev. He was said to have stated that the Soviet Union would not abandon its policy of autarky even after the war and would participate in global trade only inasmuch as it was directly beneficial for its own reconstruction. Financiers in New York were reported in consequence to have remembered that the Soviet Union already owed US industry three billion dollars before the war, to which several billion dollars of lend-lease shipments had been added during the war275.

			The front line was rolling across Estonia

			Estonians did not have much time to go deeply into questions of international finance though, as the front was moving across Estonia. At the moment when the German forces had retreated from Estonia and Russian forces had not yet arrived in Tallinn, Estonian leaders tried to re-establish independence, and on 18 September acting president Jüri Uluots appointed a government under Otto Tief and nominated Martin Köstner as Governor of Eesti Pank.

			Köstner was the only member of the supervisory board of Eesti Pank present in Tallinn at the start of September 1944, and so Uluots spoke to him to ask if he would agree to take on the role of Governor of Eesti Pank. The previous Governor of Eesti Pank Jüri Jaakson had been dismissed in July 1940 by the Soviets, after which he was deported and had disappeared without trace. Of the directors, Kaarna was arrested in July 1940 and Raudava died in April 1944, and while the legal adviser Pärtelpoeg had survived among Eesti Pank’s senior officials, he was expected to be Minister of the Economy in Otto Tief’s government. Köstner was the only person in Tallinn who had been active in a leading position at Eesti Pank as a member of the supervisory board, and it is probably for that reason that Uluots and Tief chose him.276

			Estonian soldiers were not able to stop the Red Army but on 21-22 September some members of the new government managed to flee Estonia, together with Köstner, while those who remained were arrested and sent to prison camps.

			New times were ahead for banking though, and the local press reported that following Estonia’s liberation from the German occupation by the Soviet forces, branches and offices of the world’s most powerful bank, the Soviet state bank, would start to operate again in Estonia and that since 1943 it had had permission of the Council of People’s Commissars of the USSR to take deposits from the public.

			Newspapers said that handing over savings to the socialist state, owning a savings book from the state bank, and in this way helping strengthen the armed forces of the country and rebuild the economy shattered by the war was a question of honour and the duty of every Soviet citizen277.

			At the same time there was a fight in the Kremlin between two camps arguing how closely to cooperate with the West after the war. The revisionists, led by politburo members Georgi Malenkov and Lavrenti Beria and the influential Marxist economist Eugen Varga, said that the founding treaties for the IMF and the World Bank showed the USA taking steps towards the Soviet Union, and they believed that cooperation with the West could prove beneficial. With its state monopoly on foreign trade and its large gold deposits, the Soviet Union was not very interested in the currency framework of the IMF, but was interested rather in the ability to borrow that membership of the IMF had given. Varga believed that the economic motivation for the US in offering aid to Europe was to capture new markets to avoid or ease future crises from capitalist overproduction, and the Soviet Union would be able to use the USA for the benefit of its own economy278.

			The revisionists were opposed by head of the Soviet planning committee Nikolai Voznesensky, politburo members Andrei Zhdanov, Vyacheslav Molotov and Anastas Mikoyan. The approaching victory in the war had convinced Voznesensky of the supremacy of the planned economy, and he believed that to support this, post-war reconstruction should proceed without the capitalist countries, where the economy was managed by an anarchic law of supply and demand and the law of crises279.

			The old Marxist-Leninist line was not held in full, but the Bretton Woods agreement remained unratified by the Soviet Union. Some believe that this was not primarily for ideological reasons, but rather because of a desire to squeeze better lending conditions out of the USA280. There were various other factors though that led relations between the Soviet Union and Western allies to cool to the point of Cold War, and so the Bretton Woods agreements remained unratified by the Soviet Union. In 1947 the Soviet Union condemned the agreements as a means of capitalist exploitation.

			For Estonia, the start of the Cold War meant that the annexation of the Baltic states remained de jure unrecognised by the USA and other Western countries. The de facto recognition in the final years of the war when relations between the USA and the Soviet Union were friendlier could have been followed by full legal recognition had those relations remained good. Washington was prepared to make some concessions to Moscow and Roosevelt stated this, though only temporarily in Tehran on 1 December 1943. The Baltic question was put on the backburner at the summit and was only returned to later in the context of a new confrontation when the annexation was not to be conceded281.

			Representation of Eesti Pank during the years of occupation

			Estonia and Eesti Pank were represented on official questions in the international arena primarily by Consul Johannes Kaiv in New York and ambassador August Torma in London, as diplomats in those countries recognised them, and not the government in exile, as representatives of the Republic of Estonia. Martin Köstner, who had been named Governor of Eesti Pank by Uluots, succeeded in escaping to Sweden before the Soviet forces arrived, but he represented Eesti Pank as a member of the supervisory board, not as Governor of the bank, as confirmation of his appointment had not reached the outside world282.

			In the first few years after the war, Estonia’s representatives abroad did not deal much with questions concerning Eesti Pank. There was pressing work to be done in protecting the interests of Estonian refugees and in the circumstances, there was nothing to be done for Eesti Pank except to watch that the assets of the bank were not handed over to the Soviet Union.

			Estonia was lucky that the Bank for International Settlements survived after the decision of the Bretton Woods conference to liquidate it, as it held around one third of the gold reserves of Eesti Pank, and by 1946-1947 it had quietly resumed its position as the central bank of central banks. This meant the Estonian gold was held by an institution that before the war had repeatedly refused the demands of the Soviet Union to hand the gold over.

			The Estonian diplomats started to pay more attention to the assets of the bank in 1950, when a decade had passed since the cessation of Eesti Pank’s operations and the former bank officials became worried that the standard expiry date of 10 years would apply to the bills of Eesti Pank, which would pose a threat to the preservation of the assets of Eesti Pank. The procurator of Eesti Pank Johannes Künnapuu wrote to Ambassador August Torma in London that the last executive board of Eesti Pank no longer physically existed as the last Governor Jüri Jaakson had been deported and since declared dead, and director Christian Kaarna, and deputy director Ludvig Parkas had been arrested in 1940 by the Russians and there was no information on their whereabouts. This meant the management of Eesti Pank could not renew its claims if this should be necessary. Künnapuu noted that if the threat could not be lifted by diplomatic means, the organisation of Eesti Pank could need to be reconstructed with the help of bank officials with the right of representation, of whom three were living in Sweden at that time283.

			The enquiries sparked by this letter made clear that the remaining gold of Eesti Pank was not initially at risk. Ambassador Torma contacted a London lawyer’s office about the assets that were held by British banks. The lawyers responded that firstly there was no reason to fear the expiry of the claims, as Estonia had been declared enemy territory at the outbreak of the Second World War, and the assets of institutions from there had been frozen. The claims of Eesti Pank could not expire until the status of enemy territory had been removed from Estonia or even until 12 months after that284. The Bank of England did not respond to the enquiries by the ambassador.

			The Bank for International Settlements replied to Karl Selter, an Estonian diplomat living in Switzerland, that they had received his letter with the request to keep the assets deposited by Eesti Pank at the bank until a new executive board of Eesti Pank was formed in accordance with its statutes. Selter wrote to Johannes Kaiv, the Estonian Consul in New York, that the bank could not write any more to him as he was not a representative of the client, but of the Estonian state, and the same had applied when he had tried in 1940. He said that even so he had travelled to Basel and visited the bank and had been told that nothing had changed or would change until the legal representatives of Eesti Pank appeared285.

			Another issue that affected Eesti Pank at this time was the court case Buxhoeveden vs Estonian State Bank in the USA, where the Baltic German Anatole Buxhoeveden286 was demanding 104,000 dollars from Eesti Pank (equivalent to about a million dollars today) with interest. The case had started in 1941 and had reached a default judgement in 1943 as representatives of Eesti Pank and the Estonian state were unaware of the claim, and the Eesti Pank accounts had been seized at the National City Bank of New York.

			Kaiv wrote that the claim was speculative and evidently made on the assumption that Eesti Pank had no representatives in the United States who could fight it287. Long debates in court following the default judgement centred around whether Kaiv, as Estonian Consul, had the right to represent Eesti Pank in court cases. The court decided that he did, as the Republic of Estonia had been occupied by German and Russian forces since 1940 and the state was under the control of the Soviet Union. This meant the Consul had the right to speak for the defence in the case for the absent Estonian citizens.

			Buxhoeveden demanded that Eesti Pank pay half of an alleged inheritance of 800,000 Estonian kroons from the assets of the bank in America. Kaiv wrote dismissively that there was a will by an Alexander von Buxhoeveden in 1837 setting up a special fund, and the initial sum had been placed with a credit institution for nobles in Estonia, which later became a rural credit association. The connection to Eesti Pank came from an unusual document from that credit association written in German that mentioned the Eesti Pank and using an unknown exchange rate between the Russian rouble and the Estonian kroon288.

			To get the claim quashed, Kaiv searched the world for former employees of Eesti Pank and the rural credit association and experts on Estonian law, whose evidence helped convince the court that the claim was groundless. There had indeed been a Buxhoeveden fund but it was a tenth the size that had been claimed at 10-12,000 Estonian kroons. Buxhoeveden had converted the original sum in tsarist roubles to a claim of more than 100,000 dollars by using an exchange rate where tsarist roubles were converted to marks and marks to kroons in a way that never actually happened. Furthermore, the copy of the document showing the disputed sum being transferred to Eesti Pank had clear signs of forgery. The original document was supposed to have been lost in Italy during the war, but the Estonians pointed out that there was no war there at that time.

			Such an obvious fraud was surprisingly difficult to prove in the American courts. The Estonian newspaper in New York, Vaba Eesti Sõna, suggested that this was because jurors in the American legal system made decisions based not on legal facts but on their own understanding of cases289. The circumstances of Estonia with multiple currencies and changes of government were not easy for the jury to understand, and so in spring 1951 they accepted the principal claim. On 31 May the Supreme Court of Queens County in New York annulled that decision, but the case was finally settled only in autumn 1954 when the plaintiff dropped the case. Defending these claims cost the Estonian consulate somewhere in the region of 20,000 dollars over the years290.

			The National City Bank of New York, where the money that Buxhoeveden was claiming was held, was the main correspondent bank in America for Eesti Pank, and when Eesti Pank ceased activities there were around 900,000 dollars there and at least 1.3 million dollars in total in banks in America291. The government of the United States collected that money together and took responsibility for it. Under a special permit issued each year by the US Secretary of State, the Estonian consulate in the US used those sums to cover the operating costs of the Estonian representation abroad.

			The fight to keep Estonia’s gold in Estonia

			As most of the Estonians who had reached the West had no accurate information about the fate of the gold and other assets of Eesti Pank, rumours began to circulate about who had access to these assets and how they were being used. The rumour spread among refugees in 1948 that the US authorities had waived the interest on 250,000 or 300,000 dollars of the Eesti Pank or other Estonian assets in US banks in order to help Estonians who were suffering in camps in Germany.

			The rumour circulated again and again among Estonian émigrés that the Estonian consulate in New York was sitting on a great pile of gold. A group of students of Estonian origin in Montreal called a meeting that wrote a letter to Consul Kaiv begging him to access the assets of the Republic of Estonia held in free countries to use them to support higher education for young Estonians292.

			One August Purga wrote to Kaiv in 1963 to say that the actual owner of the gold was the citizens of the Republic of Estonia and so it should somehow be used to benefit their interests. He asked rhetorically who would inherit the gold of the Republic of Estonia if the communists were to Russify or kill all of the Estonian people.

			Kaiv responded shortly that the Consul of the Republic of Estonia had no right to use the gold and that the people of Estonia have survived through difficult times and it is hoped that they would also survive the current difficulties293.

			There is no documentary evidence that Kaiv applied for the right for the Estonian Consul General to use the Eesti Pank gold, but Ernst Jaakson, who became Consul General after Kaiv’s death in November 1965, certainly did so. He wrote to August Torma on 14 January 1966 that they should find ways of using the assets that had been sitting for 25 years without earning any income as this would benefit their budget substantially and without it they would face difficulties in the future. He said the financial collateral was melting away and so the State Department did not want to issue amounts even for necessary purposes294.

			Jaakson contacted the US State Department about the Estonian gold held at the Federal Reserve on behalf of the Bank for International Settlements, but they responded that the United States had no legal grounds for taking any steps in such matters. He also tried to meet members of the management of the Bank for International Settlements when they came to New York, but with no success. His letter trying to start an informal discussion about the future of the Estonian gold received a response that the Bank for International Settlements could do nothing until there was a general agreement295.

			Torma considered that by general agreement the bank meant a comprehensive peace treaty that would resolve all the issues still left open from the end of the Second World War. He said it was hard to find a legal argument supporting the demand for the gold to be handed over to a person who had no legal authority over it if it was not actually in danger. He noted that the question was largely political rather than legal and predicted that Estonia had no real prospect of accessing the gold without the direct intervention of the US State Department296.

			Next to the concerns about the gold held at the Bank of England, it was only a very minor problem. The United Kingdom followed the same policy as the US of not legally recognising the annexation of the Baltic states, but claims were made on the gold in Britain not only by the Soviet Union but also by groups of investors in London who held pre-war bonds from the Baltic states.

			The possible settlement of bonds issued by the Estonian state and the cities of Riga and Vilnius had been under discussion since the start of the 1950s. At the end of 1952 it was claimed that six billion pounds of Baltic assets were held in Great Britain but the British claims from bonds and other debt against the Baltic states and their citizens were around 10 billion pounds. It was argued that it would be fair under international law for Britain to divide that money amongst the creditors or to use it to buy the claims against the Baltic states from the markets, which would be a worse but quicker way of settling the claims297.

			The British government of the time was not convinced that the matter was quite so simple under international law. The Foreign Office argued that settling the claims would imply legal recognition of the annexation of the Baltic states, but representatives of the investors kept lobbying, and in 1959 the British authorities announced the registration of claims against the Soviet Union. This ended in October 1964. The British authorities were also reported to have had more than 100 meetings with the Soviet Union to discuss the mutual settlement of financial claims298.

			From the mid-1960s relations between the Soviet Union and Western Europe, including Great Britain, moved towards detente. When Harold Wilson became the Labour Prime Minister in 1964, he was keen on the idea of closer trade and business relations with the Soviet Union, as Britain was worried about its large trade deficit with the USSR, and cooperation to reduce the danger of military confrontation. In these circumstances the British government agreed with the position of the creditors that settlement of their claims could be treated separately from the political question of whether or not to recognise the annexation.

			On 6 February 1967 the chair of the Council of Ministers of the Soviet Union Aleksei Kosygin came on an official visit to London, and travelling with him was chair of the Council of Ministers of the Estonian SSR Valter Klauson, who appeared on the list of visitors without his work title, simply as Mr Klauson. British newspapers speculated whether the presence of Klauson meant that Great Britain was planning legal recognition of the annexation of the Baltic states, though this was considered unlikely. Investors thought that the meeting could agree the next phase of official negotiations over the settlement of the Baltic bonds299.

			However, Kosygin and Wilson went much further than the settlement of claims. On 12 February, the penultimate day of the week-long visit, an agreement was signed by which Great Britain abandoned claims that had arisen after 1 January 1939 on assets in Estonia, Latvia, Lithuania, Belarus, Ukraine, Moldova and Russia. In return the USSR abandoned its claims on the assets of citizens and businesses of the Baltic states in British banks. The Kosygin-Wilson Agreement covered a loan of 588,000 pounds at 7% interest made to cover the banking and monetary reform in Estonia in 1927, a loan to the city of Vilnius in 1931 of 376,000 pounds at 5% interest, and a loan to the city of Riga in 1913 of 760,000 pounds at 4.4% interest. This was a total of 1.724 million pounds, to which was added 12.4 million pounds of assets of British citizens and companies that the Soviet Union had expropriated in 1940. The claims of the Soviet Union were for 5.7 million pounds of Baltic gold in the Bank of England and other claims making a total of 7.5 million pounds. Under the agreement Great Britain was to give the Soviet Union half a million pounds worth of consumer goods, while the assets of the Baltic states could be used to settle the claims of British citizens.

			Speaking for investors, The Spectator wrote that the agreement could be seen as realistic but far from fair. Before the agreement Baltic bonds were trading at 38 pounds for an Estonian bond with a nominal value of 100 pounds, 42 pounds for the Riga bonds and 47 pounds for the Vilnius bonds but the bondholders were now worse off in some ways. The exchange halted trading in the bonds, saying it wanted to wait until the situation was clearer, which The Spectator considered strange given that the bonds had been traded for years on the market without any information while now that the main principles were clearer trading had been halted.

			The Spectator predicted that it would be a year and a half or possibly two before the long-suffering investors received the first payouts since the dark days of the war300.

			It took several years for the final decision to be enacted, as the agreement had to be approved by the British parliament. Baltic émigré groups worked on several fronts to stop this happening, organising protest meetings, writing to the British government and parliament, and taking legal advice.

			At first the Estonian representatives worried that the agreement might also cover the gold held at the Bank of England on behalf of the Bank for International Settlements, but in fact it did not. The Bank for International Settlements responded in its usual enigmatic way to enquiries from Johannes Künnapuu, Aleksander Margiste and Karl Mumm, who had worked for Eesti Pank before the war and had right of representation, that it had received their letters and would consider them carefully, but it currently had no new information301.

			August Torma, who was the primary Estonian representative responsible for question of the gold in the Bank of England, stated that the losses caused by the war in Estonia to British citizens and other losses were not caused by the Republic of Estonia or by the Estonian people. This meant it would be really unfair to ask Estonia to compensate those losses, and any such claims should be sent to the Soviet Union.

			Further, the government of the Republic of Estonia always had abided precisely by the terms of the foreign loans issued with the support of the League of Nations. The servicing of the loans was stopped by the illegal occupation of Estonia in 1940 by the Soviet Union. This meant Estonia could not be responsible for the losses suffered by holders of securities for those loans, and the Soviet Union must bear the responsibility.

			He added that the Soviet Union had no right to any of Estonia’s assets in London. The annexation of Estonia was illegal and did not create any rights. In any case the gold and other assets deposited in London were not national assets, but belonged to private banks and private individuals. Eesti Pank was also a privately owned bank and even legal recognition of the annexation would not give the Soviet Union the right to those assets302.

			The British made two points to back up their decision, that the assets of the Baltic states had no owners, and so certain organisational procedures became necessary for them, and as Estonia was occupied by the Germans during the war, the British had taken control of the Estonian assets under the law on enemy assets, which gave them wide-ranging authority over those assets. So as the Baltic assets had no owners and were in any case already under government control as enemy assets, they could easily be used to compensate the injustice suffered by the investors.

			During the debates about the Estonian gold, Eesti Pank got its first new Governor in a long time. The Estonian government in exile, known as the Oslo government, had not earlier taken a great interest in the Estonian assets, but on 27 January 1968 under acting Prime Minister Tõnis Kint it decided, given the risk of the assets of Eesti Pank being confiscated in Britain, to propose to the Prime Minister that Oskar Kerson be nominated to fulfil the role of Governor of Eesti Pank303.

			Kerson, who was an Estonian industrialist and businessman in Great Britain, told the Prime Minister of the government in exile Aleksander Varma, who was sceptical about appointing a Governor for Eesti Pank, that his actions would not appear to the Bank of England or the British government to have any concrete results at the current time, but that there may come a time when these actions would have some significance, and so he as an Estonian could not refuse to help304.

			His help was not appreciated by Varma and especially not by Jaakson. Varma pointed out that as the British government did not recognise any Estonian government in exile, it would not recognise any Governor of Eesti Pank appointed by such a government. Jaakson worried that if Kerson was planning to act in the name of Eesti Pank in the USA as well, it could provoke unwelcome reactions and new public debates, as bonds issued by the Republic of Estonia in 1927 were also to be found in America.

			Against the recommendations of Torma, Kerson contacted the Bank of England at the initiative of the government in exile, and the government in exile contacted the International Court in The Hague. Like letters of protest from Baltic embassies and organisations everywhere, these efforts did not get the result they were looking for.

			It was planned that the agreement would be ratified in second half of 1968, but it got its third reading only on 22 January 1969. Although it had long been known that the decision would pass, it did so with 161 votes for and 115 against, indicating that the opposition to it had had some effect. The Foreign Office had been quite offhand about it in the first reading, but by the third reading it made more careful preparations and made promises to its supporters for the future. The opposition Conservatives called the whole process grotesque and the debate was longer and sharper than had been expected. The invasion of Czechoslovakia by the Warsaw Pact only five months earlier certainly had some impact on relations with the Baltic states305.

			The British government said in the parliamentary debate that whatever may happen under the current law would not prevent any future independent Baltic government from submitting a claim to the British government of the time if it felt it had grounds for doing so306. No promise was made, and no one could foresee the circumstances in which such a guarantee should apply. Nobody could know when or whether independent nations would appear in the Baltic states that would be recognised by the British government307.

			After the fight for the gold held at the Bank of England, the topic of the assets of Eesti Pank faded into the background, as now only the gold held on behalf of the Bank for International Settlements remained. Ernst Jaakson, the Estonian Consul in the USA continued to make quiet efforts to arrange the right to use the gold deposited at the Federal Reserve through the Bank for International Settlements. This could not be done with sound and fury, as there were investors in the USA, like in Britain, who had lost money from the annexation of Estonia and had submitted claims for compensation.

			In 1982 Jaakson wrote to the US Secretary of State George Schultz asking for US help in proving the right of representation to the Bank for International Settlements and in transferring Eesti Pank’s gold held at the Federal Reserve to the name of Eesti Pank. Jaakson planned to sell part of the gold, invest the money from it in US Treasuries, and use the interest earned from the investment to maintain the Estonian foreign representation.

			No progress was made though and in 1984 Jaakson wrote that there were around 660,000 dollars on the account of the Estonian government at the Federal Reserve which would only cover spending in the budget for a few years more. This made it the right time to make a real effort to release the Estonian gold held in the bank and held by the Federal Reserve, as had been done with all other Estonian money. He said that the Bank for International Settlements had only ever acted as an agent for Eesti Pank and could not have any claim of ownership on the gold308.

			He returned to this topic again in 1986 and 1987 when it became clear that the money would run out in 1988. He received an answer from the State Department in early 1988 that without the agreement of the BIS there could be no question of making a transfer, but the BIS had not given its agreement in any earlier similar cases without the approval of all the affected parties, which would include the Soviet Union309. New winds had started to blow in the Soviet Union though, which were to change completely the situation for Eesti Pank and its gold over the next couple of years.

			CHAPTER 7. SOVIET CENTRAL BANKING AND THE DEVELOPMENT OF CENTRAL BANKING IN THE WEST

			With Eesti Pank banished in exile and its activities halted during the years of Soviet occupation, its role in Estonia was taken over by the bank of the Estonian Republic, which was part of the Soviet State Bank. At least, its offices were taken over if not its operations, as the Soviet State Bank had a completely different role in the economy to that which Eesti Pank had had in the 1930s.

			The Soviet authorities had in any case declared that money would disappear entirely once communism had been fully built under Lenin’s flag and Stalin’s leadership. Banking and the circulation of money were almost entirely wiped out in Russia after the revolution, but hyperinflation soon made it clear to the country’s leaders that no economy could be managed without stable money.

			By the time the Second World War ended, Soviet Russia had largely established how to manage circulation of currency until communism was achieved. The fundamental principle had been set out by Karl Marx and Friedrich Engels in the Communist Manifesto in 1848, which called for the working class to take all the capital from the bourgeoisie step-by-step and to centralise all the means of production in the hands of the state. They said that the state would centralise credit through its own capital and a national bank with an exclusive monopoly.

			As the move to a utopia where all wants could be peacefully satisfied without any money changing hands and on the principle of from each according to his means and to each according to his needs had turned out not to be as simple or quick as the revolutionary leaders had imagined, there still remained a need for specialists in finance even under Soviet rule.

			The Soviet monetary reform of 1947

			Nikolai Voznesensky, head of the USSR planning committee during and after the Second World War, argued that the amount of money in circulation could not be increased without limit, as having too much money in circulation would raise demand and if the supply of goods was insufficient there would be less material stimulus for increasing productivity and prices would rise too high on markets for farmers. However, he said that a war economy could not cope without issuing currency, which was a source of financing for the war effort, though a smaller one than the mobilisation of profits and the financial resources of the public.

			He said that money as a measuring stick for the costs of production and turnover was a way of controlling and calculating input costs, production costs and prices. As a means of transaction, it was the main tool for keeping the national retail prices for consumer goods stable and as a means of payment and accumulation it was a tool for mobilising the savings of the working people for the war effort310.

			Voznesensky applauded the fact that during the three years of the war the circulation of currency in the USSR increased only 2.4 times, which was much more stable than the 14-fold increase during the First World War in Russia.

			The purchasing power of this relatively stable Soviet currency was still very low after the war though. The minimal supply of money was first backed up by an additional system of ration cards but despite the low value that a command economy placed on market relations, the rouble did come to play some role as currency and means of payment. This mainly happened after the monetary reform of 1947311.

			In the reform of 16-22 December 1947 roubles in cash were exchanged for new roubles at an exchange rate of 10:1. Deposits of up to 3000 roubles were exchanged at a rate of 1:1, those of 3001-10,000 roubles had an exchange rate of 3:2, and deposits of over 10,000 roubles were exchanged at 2:1. Cash was exchanged at a much worse rate, as it was thought that the majority of it had been collected by speculators, including farmers who had been selling goods on the market. Money on the accounts of cooperative companies and collective farms was exchanged at a rate of 5:4. Taxes, debts and other financial obligations remained unchanged, while the ration card system was removed and single national prices were set for food and consumer goods.

			According to historian Monika Levikin, the reform achieved the goals of the state by removing money from circulation, eliminating large deposits, and reducing the state debt, but it did not do much to improve access to food or consumer goods. The national stocks of goods and reserves that had been built up before the ration system was removed inflated sales during the days of the reform and created an impression of plenty in the big cities, principally Leningrad and Moscow. Most people in the country had nothing to buy though, and there were shortages of food and manufactured goods312.

			Heino Siigur, who was 17 at the time but later became a professor of economic law at the University of Tartu, wrote in his memoirs that paid workers, whether industrial workers, office workers or officials, did not lose much from the monetary reform because they did not have any money in any case, and they bought what they needed from government shops where food and manufactured goods were available but at notably higher prices than in normal shops. The economy recovered after the monetary reform and life became a little more normal, though still politically difficult and full of uncertainty about the future313.

			The elimination of money in theory and in practice

			Political uncertainty, which at that time meant the risk of being murdered or sent to the Gulag, touched almost everybody and every part of life, including finance and banking. Voznesensky, who had led the Soviet economy during and after the war, and in 1948 received the Stalin award for his book on it, was condemned to death and shot in 1949 for treason as his economic views were considered anti-Marxist.

			The year 1949 is most remembered in the history of the country for the mass deportations, but it was also the year that admission to university to study finance and credit was ended in Estonia. It was argued that such courses were no longer needed as the steady reduction in the role of money made them irrelevant. The faculty of economics at the University of Tartu, which taught industrial and trade economics as well as finance and credit, had moved to the Tallinn Polytechnic Institute after the war, where economics was regarded as irrelevant. The heads of the Polytechnic Institute considered that only industrial economics was worth teaching as a subject314.

			The supposedly correct treatment for all this, including money, was given by Joseph Stalin in 1952. He wrote that preparation for a true transition to communism, not a superficial one, needed the circulation of goods to be gradually replaced by a system of exchange of production so that central authorities or some other social and economic centre could manage the production of the whole of society in the interests of all, and that in the second phase of a communist society the work expended to produce output would be measured directly and immediately through the amount of time or the number of hours spent on production315.

			The first textbook on finance in Soviet times in Estonia was Finance and Credit in the Soviet Union, which was translated from Russian and published in 1950, and which explained that there would still be money in Soviet society for a long time.

			It was explained that money could only disappear once there were sufficient consumer goods for the society to be able to move over to the new higher principle of distribution of from each according to his means and to each according to his needs. Eliminating money needed the opposition between town and country, the difference between the working class and the peasantry, and the difference between mental and physical work to be eliminated first. In such conditions it would not be necessary to consider labour costs indirectly by measuring product output using money. The disappearance of money also required the distribution of products throughout society to be organised at a high level, which Stalin said was only possible through an ideally organised apparatus for the distribution and forwarding of goods that could account for and fully meet the consumption of all of society316.

			Until Stalin’s death in 1953 it was necessary to think very carefully what ideological spin to put on any opinion concerning money, as the guidance given by Lenin and especially Stalin was very confused. Lenin had not taken any systemic position on financial questions but had simply expressed a few diametrically opposed thoughts in various articles over time. This was referred to in the 1920s as the flexibility of Leninist revolutionary tactics, and Stalin turned out to be even more unpredictable and flexible than Lenin had been. An illustration of this is that first four heads of the USSR’s People’s Commissariat for Finance and three heads of the planning committee under Lenin and Stalin were condemned to death and shot317.

			Experts in finance remained necessary though, as money had not yet disappeared from society. The central authorities turned more frequently on the planning bodies, especially after Stalin’s death. His idea that trade and monetary relations would gradually be replaced by a system of exchange of production was forgotten quite rapidly, even by theoretical thinkers. In 1954 a course teaching finance and credit was reopened in Estonia at the University of Tartu318. The highest level of education for finance specialists in Estonia at that time came from the Tallinn branch of a USSR institute for finance, though most of the students were people already working in the industry and no new specialists were being taught.

			The majority of the leaders of the Soviet Estonian branch of the USSR State Bank and of the other banks, and the most important employees, came from Russia. Hagelberg, who was the head of the finance and credit department at the University of Tartu in 1958-71, wrote that students studying in the finance and credit faculty of the University of Tartu did not really want to go and work in banks, especially the State Bank. Even the Russian-speaking students did not want to go there, although the working language of the State Bank was their own native language. This was because salaries for people working in finance and especially in banking were very low. Young educated specialists were put off by the requirement for staff in banks, especially the State Bank, to follow instructions to the letter without having any chance at all to think for themselves.

			At least having a senior job in finance by the middle of the 1950s was no longer life-threatening in ideological terms. The narrative that money would disappear under communism remained, but as the arrival of communism was pushed ever further away into the future, this narrative was no longer considered in the practical organisation of monetary matters.

			The exchange of currency of 1961 and the devaluation of the rouble

			A description of central banking in the USSR written in 1961 said that money under socialism was one of the most important means for developing the economy. It further noted that the role of money in trade and monetary relations had expanded and declared that the Communist Party and the Soviet government were focusing a lot of attention on the circulation of currency, on strengthening the Soviet rouble, and on increasing its purchasing power319.

			The central bank took strengthening the rouble and increasing purchasing power to mean changing the overall price level and the nominal gold content of the rouble in 1961. On 1 January, old roubles were exchanged for new ones at a rate of 10 old roubles for one new, and the same ratio was used to recalculate all prices and wages so that the face values of the currency would be smaller.

			Ülo Kauer and Heino Siigur, lecturers at the University of Tartu, described the situation in the late 1950s that lead to the exchange of roubles:

			Several billion roubles in cash were moving every day through the State Bank, and adding in the non-cash settlements between companies, institutions and organisations pushed that into the trillions of roubles. Bookkeeping at the USSR State Bank often had to handle 14-15 digit numbers, which made it hard to use the calculating machines that were generally available. The price level at the time meant too much money was in circulation, and this made cash operations very large in volume. In the larger shops it took the bookkeepers an hour or more to count all the cash of an evening, and counting money in banking institutions took even more work. Metal coins were counted by machine in banks, but machines were not able to count paper money. The costs of one, two and three kopeck coins were higher than their nominal values320.

			Unlike the change in the price level, the other part of the 1961 reform, the increase in the gold content of the rouble, was essentially notional, as the ability to exchange the rouble for gold or foreign currency at its nominal gold content was extremely limited. The tsarist rouble had officially been worth 0.7742 gram of gold, while the official exchange rate of the Soviet rouble from 1937 was 5.3 roubles to the US dollar, or one rouble to 0.167674 gram of gold, and in 1950 it was four roubles to the dollar or one rouble to 0.222168 gram of gold. From 1961 the Soviet Union introduced a new exchange rate of one rouble to 0.987412 gram of gold and one dollar to 90 kopeks321.

			This made it possible to announce in the Soviet Union that the new gold content of the rouble was 27.5% higher than in 1913, while the gold content of the US dollar was only 59.1% of its 1913 level322. In reality there was a devaluation of the rouble in 1961 as the change in the price level meant the gold rate of the new rouble should have been 2.22 grams and the dollar should have been worth 40 kopeks. Following the devaluation, the Soviet Union abandoned the tourist exchange rate that it had introduced for currencies from capitalist countries in 1957. This had seen roubles sold to tourists at 10 old roubles for the dollar, which was 2.5 times higher than the normal rate. As foreign trade and general communication between the socialist and capitalist camps was minimal, this change remained unnoticed for most of the residents of the Soviet Union.

			Although money and monetary relations were rehabilitated by the end of the 1950s, it was usual and even compulsory to note throughout the Soviet times that monetary relations were something completely different to capitalism. 

			Estonian economists wrote in the 1960s that changes in the price level and the exchange of old money for new was completely different from the changes of denomination in capitalist countries that were frequently caused by inflation and lowered the living standards of the general population. The Soviet change came at a time of unprecedented growth in the national economy, stable circulation of currency and a large budget surplus, they said323.

			In the 1970s they wrote that in a society with money the state uses monetary relations to ensure itself the means for its own survival. In a capitalist society this happened for the benefit of the ruling class, but in a socialist state it happened for the benefit of the whole people. The sphere of monetary relations is widest in a socialist society, because socialist ownership by the state means the state regulates the use of monetary funds even by companies. In the way that money has been used to give equivalent values for other goods since its first creation, finance in all its forms performs the same function of distribution. The Soviet economists explained that the result of this under capitalism was further exploitation of the workers, but under socialism, finance was used to increase the welfare of workers for the benefit of the whole of society324.

			In some sense the cases actually were different and was not just ideological mimicry, since both the State Bank and the whole monetary and banking system really were different from those in capitalist countries. For most of the time that Estonia was under the Soviet Union, there were only two other banks operating alongside the State Bank, these being the Construction Bank of the USSR and the USSR Bank for Foreign Trade325.

			The roles of the USSR State Bank

			The State Bank came under the Council of Ministers of the USSR and was both a currency issuing bank and a short-term lender to companies and institutions, and their clearing bank and treasury service. There was a branch of the State Bank in every regional centre and in 1961 it had 50 units in Estonia, including cash depositories, and 6122 in total in the Soviet Union326. The State Bank also ran the deposit system, which took deposits from individuals, and was part owner of the Bank for Foreign Economic Affairs of the USSR (Vnesheconombank or VEB) together with the Ministry of Finance, the Ministry of Foreign Trade, and the State Committee for Foreign Economic Relations.

			Unlike the Western central banks, the USSR State Bank could not be described as leading or directing the economy. The economy was directed by a group of five or ten people in the Communist Party Politburo, who based their economic decisions primarily on data from the State Planning Committee and the Ministry of Heavy Industry, the Ministry of Defence and other ministries. The State Bank was clearly down in third place with responsibility for funding and monitoring the fulfilment of the production plans of the ministries and the planning committee.

			When the plan called for a company to buy and pay for production inputs before it received the income from selling finished goods, the State Bank gave that company a short-term loan for the appropriate amount. When the plan required a company to buy new equipment, the State Bank or the Construction Bank gave that company a long-term loan for the appropriate amount. When a company supplied finished products to other companies, the State Bank credited its account with the amount dictated by the state and debited the account of the company that had received the goods. Retail companies that sold goods to the public for cash took that cash to the State Bank. If a company had to pay wages to its workers, it received the planned amount from the State Bank.

			This meant that almost all financial transactions in the Soviet Union went through the State Bank, which in principle gave it a very good control over fulfilment of the state plan. The bank could see if a company did not supply the goods planned at the right time or in the right amount, and observed that payments were made only for the reasons given in the plan and for the planned goods.

			A book presenting the future prospects for graduates of the department of economics at the University of Tartu who went to work at the State Bank said it was the job of the credit inspector at the State Bank to monitor that economic relations between companies conformed to the plan and were rational. If they were not, the inspector could intervene by issuing guidelines or applying sanctions327.

			The USSR State Bank did not run monetary policy in the same way as in countries with a market economy. The State Bank produced cash plans that covered the issue of cash into circulation and its removal from circulation, and it had short and long-term credit plans, but these were derived from the production plans rather than production plans being derived from them. In an economy where prices and production volumes were set not by the market but by the planning committee, there was simply no space for monetary policy.

			This led to two phenomena that deepened with every five year plan. The first was widespread barter between companies, which occurred because the state plan frequently gave companies too little of one production input, say steel, and too much of another such as glass. The companies could not sell the input that they had too much of in order to earn money to buy that which they needed, because the State Bank only permitted payments according to the plan and would not issue cash for anything much other than paying wages328. In consequence barter trade outside the state plan and informal supply networks became an inseparable part of the planned economy, without which it would not have been possible to fulfil the plans, and which often became used for personal enrichment. The unfortunate outcome was that being more or less corrupt allowed company managers in the Soviet economy to achieve better results than they would have had otherwise329.

			The second phenomenon, which became particularly noticeable at the end of the 1970s and in the 1980s, was the issue of unbacked cash into circulation. As the production of consumption goods was unsuccessful in the Soviet Union, part of the roubles paid out in cash as wages did not return to the State Bank through trade or the deposit bank, but was held on to by people waiting to find something to buy. As there were never enough consumer goods though, the State Bank had to issue more and more cash into circulation each year to pay wages than it received back through trade and deposits. This did not particularly raise the general price level, as prices were fixed by the state, but it did worsen goods shortages and raise prices on farm markets and the black market.

			Descriptions of the Western financial system

			It has been said that comparing the Soviet banking system with that of, say, the USA or France makes as much sense as comparing plants with animals. This does not mean though that Estonia knew nothing of the Western financial and banking system, as courses on the circulation of money and credit in capitalist countries and the financing of capitalist countries were taught at the University of Tartu. These gave students some idea of how finance operated elsewhere in the world.

			Studying finance in university was not necessarily the only way to get some idea of what was happening in banking and finance in countries on the other side of the Iron Curtain. Some books and newspaper articles were published in Soviet times that followed the compulsory statements about the worsening contradictions in Western countries and their deepening crises with good explanations of what was actually happening in financial matters over there.

			A book by Vello Volt published in 1970 described the history of money, the theories of Keynes and the monetarists, the work of the International Monetary Fund, and the moves to base the international monetary system on something other than gold. It compared the performance of the post-war currencies in East and West Germany, begging the question of whether it was not better to live under the deepening crisis of capitalism than under socialism. Monetary reform had been carried out in both East and West Germany in 1948. In the Soviet zone in the East the import and export of foreign currency was strictly prohibited and residents could only buy fixed amounts of foreign currency for visiting other Eastern Bloc states. Strict restrictions on foreign currency transactions were also introduced in West Germany at first, but by 1970 there were only restrictions on payments for goods produced in the Eastern Bloc. The German Deutschmark, which some 20 years later became the anchor of the monetary system of independent Estonia, was unusual in the capitalist world. While Germany’s main competitors in France and the United Kingdom were searching for ways to avoid another devaluation, economists in Germany fought for a long time against an upward revaluation. The mark was revalued for the first time in 1961, by the new West German Chancellor Willi Brandt with almost his first major decision. This was probably partly because of domestic policy considerations, as the revaluation raised the living standards of the population, but also as a concession to France and the United Kingdom330.

			Information on Western finance published in Estonia during Soviet times mainly concerned the contradictions in setting currency exchange rates between states, the role of the US in the international monetary system, the collapse of the Bretton Woods system, and the efforts of the European Economic Community to keep exchange rate fluctuations within tight limits. There was no particular discussion of Western theories of monetary policy and the development of central banking, as this was extremely remote for people living in the Soviet economic system and would have required the admission that the capitalist system also attempted to improve the welfare of its people and stability of its economy in contradiction to what Soviet propaganda said.

			The development of central banking in the West

			Governments and central banks in the West had from the 1950s adopted the position of John Maynard Keynes that the economy could be managed through fiscal and monetary policy. Both these levers were used in the 1960s in the US to stimulate the economy and reduce unemployment. The consequent higher inflation in the USA worried those countries that had fixed their exchange rate to the dollar under the Bretton Woods agreement at the end of the war, as the dollar was now the only currency directly based on gold. It was feared that high inflation would erode the purchasing power of the dollar and that the US, which was issuing ever more dollars even though its gold reserves were not increasing, would take the dollar off gold.

			The recovery of international flows of goods and capital also started to cause tension, as some countries were consistently importing more than they were exporting and their fixed exchange rates came under speculative attack, leading several of them to devalue their currency against the dollar. In August 1971 the USA announced that it would stop exchanging dollars for gold until its trading partners agreed to revalue their currencies against the dollar. An agreement was reached on this at the end of the year where the ounce of gold was officially priced at 38 dollars instead of the previous 35 dollars, which meant a devaluation of about 8% in the dollar. Speculative attacks on fixed exchange rates continued though, and in March 1973 Japan and the larger European countries let their exchange rates float. Fixed exchange rates were replaced by floating exchange rates as the new standard under the pressure of market forces, though many countries with weaker or smaller economies held on to fixed exchange rates.

			Inflation was high and rising in the 1970s in the West, partly because of the oil price shock, and partly because the US and other Western countries maintained an expansionary monetary policy as central banks held interest rates low and showed no inclination to use the brakes. This policy was followed for political reasons like elections and competition with the Eastern Bloc, and also because of mistakes by economists.

			According to economic historian Neil Irwin it was firmly believed at the time that policy-makers could fine-tune the economy and do away with unemployment completely, even if the cost of this was higher inflation. The two leading economists of their generation, Paul Samuelson and Robert Solow, argued that unemployment of even 3% was an imperfect target, even though it was extremely low in historical comparison. Inflation in the US averaged only 2% in 1950-1968, but the efforts to achieve extremely low unemployment led the Federal Reserve to permit higher inflation of 4.7% in 1968 and 5.9% in 1969. Companies and consumers started to look at continually rising prices as the new status quo331.

			Inflation in the West reached such a level that by the end of the 1970s it started to become gradually accepted that constantly using monetary policy to stimulate the economy would cause more harm than good in the long term. Both economic theorists and practitioners concluded that central banks should follow clearly expressed rules and targets in their monetary policy and should explain to the public how they were doing so. There was also growing support for central banks becoming completely independent of governments as politicians had a tendency to prefer short-term targets over long-term ones.

			In the 1980s several central banks, including those in the US, the United Kingdom, Germany and Switzerland, set the target of managing the economy not through the price of money set by interest rates but through the growth of the money supply. It was argued that if the money supply grew at the same rate as the economy, there could not be an excess of money in the economy that would cause inflation pressures in the long term.

			The Federal Reserve in the US started to manage the growth in the money supply from October 1979. The Chairman of the Federal Reserve at the time, Paul Volcker, started to use all the tools of the central bank, interest rates first and foremost, to limit the growth in the money supply. Interest rates had to rise a long way to achieve this, but it finally put an end to high inflation in the USA, and in the United Kingdom, which followed a similar policy.

			Despite the initial success, management of the money supply as the central target was abandoned in the mid-1980s, as it became apparent that the relation between economic activity and the money supply was unstable. The Bundesbank in Germany, which had also set an inflation target and consequent targets for the money supply, continued to use those monetary policies successfully in the 1990s.

			Several central banks were using inflation targets as the anchor of monetary policy when the winds of change were starting to blow in the Soviet Union, though not the US Federal Reserve which took a more eclectic approach. Some small countries where foreign trade played a large role or the economy was based on uncertain foundations used the exchange rate as the anchor of monetary policy, meaning the main goal of monetary policy was to keep a fixed exchange rate against some other currency, usually the dollar.

			Overall, central banking in Soviet countries and the West were entirely different in conception during this period, as Western central banking developed long way in the 1970s and 80s in its theoretical bases, the terminology used, and its practical organisation, and by the 1990s central banking was very different from when Eesti Pank had ceased operations 50 years earlier.

			CHAPTER 8. THE RETURN OF ESTONIAN CENTRAL BANKING UNDER PERESTROIKA AND SELF-MANAGEMENT FOR ESTONIA

			In June 1987, Soviet leader Mikhail Gorbachev announced a package of political and economic reforms that came to be known as perestroika. The first step in this was that a law on national enterprise was passed that reduced the role of centralised planning. Businesses gained the right to sign contracts directly with consumers if they had time and capacity left over having fulfilled the centralised orders from the state. The concepts of self-sufficiency and self-financing became fashionable in discussions about economics. On the other side of the Iron Curtain it was the obvious way to organise an economy, but in the Soviet Union it was a revolutionary change in economic arrangements.

			IME – The proposal for self-management for Estonia

			Under cover of perestroika, a dozen of the sharpest Estonian economists and sociologists issued a proposal in September 1987 that can be seen as the starting point for the return of Eesti Pank. On 26 September 1987 an article by Siim Kallas, Tiit Made, Edgar Savisaar and Mikk Titma was published in the newspaper Edasi calling for the idea of self-management for enterprises, which had the approval of the Communist Party, to be expanded to the entire economy of the Estonian SSR. It said that the whole economy on the territory of the Estonian SSR should be controlled by the Estonian SSR, including the railways, sea transport and enterprises that were run centrally by the Soviet Union. The whole structure of the economy could be reorganised to favour development in areas that were based primarily on local resources, and that were economically beneficial, culturally acceptable, and in line with local economic traditions332.

			The article did not discuss money and especially banking beyond a proposal to adopt a convertible rouble as an internationally accepted means of exchange that could be used for settlements with institutions and companies in all the other areas of the Soviet Union. Banking did not circulate the blood of the planned economy but depended on the planning committees of the whole Soviet Union, and the Soviet planned economy was a system that was obsessed with indicators for physical production volumes333. The focus was on tonnes of output, not on the money supply, inflation or any other economic indicator. A job in a bank was not prestigious at all as it had been low paid work for decades, and university graduates tried to escape being sent to work in a bank because it was more profitable and interesting to work in industrial or service companies. Banking was dominated by the Russian language and few Estonians worked there. This explains why there were so few details about banking in the first draft of the proposed self-management for Estonia.

			There were four banks operating in Estonia in the first half of 1987, or strictly speaking Estonian departments of Soviet banks. The Estonian department of the USSR State Bank had the central role, as it collected money from state enterprises and sent it to the head office in Moscow, where it was divided according to the state plan and returned to the departments of the State Bank. Rouble settlements for companies were processed through the State Bank, and companies could get short-term loans from the bank, though only if it was required by the state plan. Long-term loans for investment were handled by the USSR Bank of Construction, while foreign currency settlements were run through the Bank for Foreign Economic Activity. Settlement in foreign currency was not available to everybody who wanted it, but only for exporting and importing companies, of which there were some 100 around the Soviet Union. The Bank for Foreign Economic Activity also issued loans in foreign currency in accordance with the state plan. The fourth bank was the savings bank system that everybody could participate in. As its name suggests, the main function of the savings bank was to take in savings from individuals. Loans to citizens were negligible, and at the end of 1985 for example residents of Estonia held 1612.3 million roubles in the savings bank, but had taken loans of only 14.3 million roubles from it334. The savings bank system was barely involved in settlements, as individuals made most of their transactions in cash.

			In mid-1987 the central authorities of the Soviet Union reorganised the system. Three banks specialising in different areas of the economy, the USSR Bank of Industrial Construction, the USSR Bank of Residential Construction, and the USSR Agricultural Bank, became responsible for settlements for state companies and for lending to them. The USSR Savings Bank remained responsible for individuals, while the Bank for Foreign Economic Activity started to accept clients from among ordinary companies as well as international trading cooperatives. The functions of the State Bank became narrower, as the reforms transferred a large part of settlements for companies and credit issuance to the three new banks, so the main role of the State Bank was to coordinate the activities of the other banks. At first these reorganisations in banking did not lead to any major essential changes, as state companies generally remained as constrained as before, as they had to keep their money and transact their settlements at the bank that the planning committee had appointed for them.

			At the same time Estonian economists were forcefully advancing the idea of self-management for Estonia. The programme for it was being developed into competing working groups, one at the Institute for Economics of the Estonian Academy of Sciences under Rein Otsason, while the other called itself the Self-Management Problem Council and included Edgar Savisaar, Erik Terk, Liina Tõnisson and Ivi Proos among others. The introduction of an independent currency started to be discussed more and more and in autumn 1988 the working group from the Academy of Sciences stated that banking and the circulation of cash should be the responsibility of the Estonian Soviet authorities, and this should cover issuing their own currency and setting the terms and exchange rate for exchanging it for any other currencies, including the rouble as currency for the whole Soviet Union. Only the currency of the Estonian Soviet republic was to be used in the Estonian domestic market335. The problem council was less convinced about a separate currency and favoured instead a convertible rouble, which the Council of Ministers of the Soviet Union should issue and the USSR State Bank should back for all foreign financial transactions. That currency should also be valid for all transactions made within Estonia. The foreign exchange rate and settlement rate should be set by the USSR state bank, but the cash rouble rate by Eesti Pank. They said that if the Soviet authorities did not agree to issue a convertible rouble into circulation, then an Estonian kroon which would not be convertible against foreign currency would need to be issued to protect the economy of the Estonian region, and roubles would then be used for exchanging kroons for foreign currency336.

			The proposals were driven not only by considerations of economic practicality, but also by questions of how much independence was politically possible for Estonia and what the best way to move towards it would be, or perhaps how much independence for Estonia one or other political leader actually favoured. The debates became quite heated, but by spring 1989 the working groups managed to join their two concepts together and a draft law on the basis for self-management of the Estonian Soviet Socialist Republic was created and passed by the Supreme Soviet of the Estonian SSR on 18 May 1989. It said that banking and the circulation of cash should be the responsibility of the Estonian Soviet authorities, and this should cover issuing their own currency and setting the terms and exchange rate for exchanging it for any other currencies, including the rouble as currency for the whole Soviet Union. One goal of developing the economy of the Estonian SSR was to make the money of the Republic freely convertible against the currencies of foreign countries.

			The draft law said the banking system of the Estonian SSR would comprise Eesti Pank as the central bank, commercial banks, and other specialised credit institutions, with Eesti Pank as an independent organisation whose statutes would be approved by the supreme Soviet of the Estonian SSR.

			The Supreme Soviet asked the government and the local authorities to introduce the self-management of the Estonian SSR in full by 1 January 1990.

			Otsason had become chair of the Estonian Soviet planning committee and he thought that self-management was genuinely possible, though whether it would it be achieved by 1 January 1990 was a different question that was under debate. He said the question was not whether self-management was wanted, but whether it could be introduced when Estonia was tightly bound by the Soviet constitution, and how such a small nation could influence the large nations living in the Soviet Union337.

			The question of economic self-management for the republics had also arisen in Latvia and Lithuania, and their cooperation led to the Congress of People’s Deputies of the USSR passing a law on 27 November 1989 on economic independence for the Latvian, Lithuanian and Estonian Soviet republics. Edgar Savisaar, who was at the time a deputy to the Congress and shortly afterwards replaced Otsason as chair of the planning committee, later described the law to the newspaper Edasi.

			He said that the law contained both a political and an economic declaration and that though the Baltic republics seemed to be receiving important rights, those rights were being taken away at the same time as everything had to happen within the framework of USSR law. The law from Moscow granted local authorities management over banking and the republic-level financial system, but this was within the USSR legal system, which reserved the right to issue currency to the level of the whole Soviet Union338.

			The law was not entirely useless as it gave Estonia a better starting point for dealing with the authorities at the level of the whole union and for creating parallel structures.

			Economists were driven in those years to consider questions of the currency at least as much by the fall in the purchasing power of the rouble as by dreams of political independence. Estonians hoped that having their own currency would allow them to live better in Estonia than others elsewhere in the rest of the Soviet Union. Not all Estonians believed at the time that political independence could be achieved, but the worsening shortage of goods and even of cash was becoming unavoidable in everyday life. 

			To protect the domestic market against outsiders coming to buy everything up, and as an alternative to cash, the local government worked for a time in 1989 on a plan for a Visa type payment card, but the lack of a proper communications network and the cost of the card meant it was abandoned. In summer of that year the government went further with a plan to issue purchase notes in Estonia, organising a design competition and signing printing contracts. Adviser to the planning committee Uno Mereste was behind the idea and it received support from Savisaar, while the main opponent to it was Otsason. The plan was abandoned at the last minute as Otsason persuaded the leader of the council of ministers Indrek Toome that it would be better to press on to the final stage of a separate currency and not waste time and expenses on intermediate stages.

			Life in Estonia at the time seemed to foreigners from the west to be strange and depressing, as a Swedish Estonian newspaper described in August 1989.

			Foreigners cannot walk around the centre of Tallinn for long before a young man appears walking beside them and offering to exchange money. The conversation is usually in Finnish and they are asking for Finnish money. Exchanging currency is of course strictly forbidden, but there seem to be a lot of young men doing it.

			If the first offer of, say, a mark for rouble is rejected then a new offer is made of one and a half roubles for a mark. This is equivalent to one Swedish krona for one rouble, while the official exchange rate is 10 krona for a rouble. It is said to be possible to get two and a half roubles for one Finnish mark in Leningrad.

			The economic crisis has clearly worsened in the past year and there are even fewer goods to be bought. A local newspaper argues that some hundred billion roubles of goods are missing in the Soviet Union. To get rich quickly is to buy and sell goods abroad at their official prices and then resell them at home at the black market exchange rate, making a 20 fold markup on the transaction. Scrap metal bought for 2000 roubles could be sold in Finland for 15,000 Finnish marks for example, and that money could be used to buy a personal computer that has an unofficial price on the Estonian market of around 60,000 roubles.

			The result of all this is not just the collapse in the value of the rouble on the black market, but a strange situation where nobody seems to care how much money they have, even though wages are much lower than in Sweden, simply because money cannot be used for anything. The shortage of goods means that a used car costs three times as much as a new one while foreigners find almost nothing they can buy with roubles.

			What happens next? Talk continues about self-management, but there is no longer any great belief that the economy can be fixed quickly and there is general pessimism about economic development. Economic problems continue to be seen as secondary and it may even seem a good thing if the economy gets worse because then Russians have less reason to come to Estonia and more reason to leave it. How long can this go on? What will happen when the economy finally collapses completely? It is worrying to think that this is entirely possible339.

			From the first commercial banks to the rebuilding of Eesti Pank 

			At the time when Estonians were fighting for self-management, important changes were being made in the economy by laws introduced for the whole Soviet Union. In May 1988 the Supreme Soviet of the Soviet Union had passed a law on cooperatives in the USSR that opened a narrow pathway for the development of private enterprise. Estonians were quick to seize on the new opportunity and by the end of 1988, within half a year of the law being passed, over 10,000 people, or 1.5% of all the people working in the Estonian economy, were working in cooperatives or for themselves. A year later, 20,000 people, or 3% of the labour force, were doing so.

			The reforms to business in 1987 and 1988 created a need for a new type of bank, as money no longer moved through businesses only according to the state plan. State-owned companies had the right to choose which bank to be a client of, and they were allowed to have multiple settlement accounts. New banks were set up as cooperatives or as joint-stock banks. In 1987 a group of business leaders in Estonia came up with the idea of establishing a joint-stock bank, which happened in August and September 1988 when Tartu Kommertspank was founded and registered. There were seven co-operative banks operating in the USSR at the time, and Tartu Kommertspank became the first joint-stock bank.

			An operating licence was needed from the USSR State Bank, which did not try to block the enterprise but rather was interested in it. By the end of 1989 there were five commercial banks operating in Estonia that were in some senses national banks but operating with a licence from the USSR state bank, as Tartu Kommertspank was joined by Esttexpank, EVEA Pank, Pärnu Kommertspank and Eesti Innovatsioonipank340. The head of the Estonian branch of the State Bank, Galina Litvinova, was generally in favour of the new banks, and Estonian banking depended to a great extent on how she and her sister, head of the planning and economics department of the State Bank, Zinaida Nikulikhina, presented materials to the head office of the bank in Moscow341.

			None of the new banks knew anything very much about commercial banking, but at least they were interested in acting outside of the planned economy. Another reason for establishing the banks alongside the need to provide services was that it reduced the influence of Moscow. At first this was mainly a theoretical point as the new banks could not manage without the USSR State Bank, through which all settlements passed. Moving outside of this system would have made it even harder than it already was to make payments between Estonia and the other republics of the USSR, which were Estonia’s main trading partners at that time.

			Given the development of commercial banking, it was more than time in 1989 to re-establish Eesti Pank as set out in the law on self-management. An institution was needed that would start to reorganise banking and the separation from the Soviet Union.

			Estonian specialists in finance, with help from Finnish and Estonian émigré experts, had already been working on drafting a law for this since the summer. The introduction of the law got a direct boost when the project for purchase notes was abandoned. A meeting of the government and financial experts on 11 November 1989 decided to issue the kroon immediately into circulation without using purchase notes as a surrogate currency. This meant there could be no more delay in setting up a separate Estonian banking system that was independent of the USSR state bank, as Uno Mereste later wrote342.

			On 15 December 1989 the Supreme Soviet approved the re-establishment of Eesti Pank and passed a banking law on 28 December to provide a basis for operations of Eesti Pank, the commercial banks and other credit institutions, and then on 29 December the Council of Ministers approved the proposal of chair Indrek Toome to nominate the chair of the planning committee Rein Otsason as Governor of Eesti Pank.

			The Supervisory Board of Eesti Pank was nominated by the Presidium of the Estonian Supreme Soviet on 22 January 1990, and consisted of Otsason, economist Raimund Hagelberg, former head of the savings bank and leader of Estonian trade unions Siim Kallas, Minister of Finance Endel Mändmaa, and banker Valentin Porfirjev, who was promptly replaced by economist Mart Sõrg. Otsason was appointed chair of the Supervisory Board even though he was already Governor of the bank.

			Mereste also wrote that the law on banking gives a historical window into the economic policy of the time, especially the uncertainty that surrounded monetary policy343. The law did not refer to the Estonian Supreme Soviet, though neither did it mention the Riigikogu, as that did not yet exist, and it referred to legislators only as the “highest organs of the state authorities of the Estonian SSR”. The law did not name the unit of currency as the kroon, even though the government had already decided to issue kroons, and instead it mentioned only the money circulating on the territory of the Estonian SSR, which was the Soviet rouble at the time the law came into force. It said that Eesti Pank was responsible for maintaining the purchasing power of the money circulating on the territory of Estonia, though understandably the law made no attempt to regulate how Eesti Pank could have supported the purchasing power of the rouble when roubles were being issued into circulation like confetti by the USSR State Bank.

			The law called Eesti Pank an independent institution that reported on its activities to the highest state authorities of the Estonian SSR. It required Eesti Pank to consult with commercial banks and banking associations on founding of commercial banks, norms for confidence, setting up a deposit insurance fund from profits of banks, and passing legislation regulating the winding up of insolvent banks. It was planned to use income from privatisation to increase the impact of monetary policy. The law said that Eesti Pank and the Ministry of Finance would manage the state’s assets to make the circulation of currency more stable and improve ownership relations, and would be solely responsible for organising the sale or lease of state-owned companies, institutions and organisations, or parts of them, or for transferring them to private companies or individuals, and for using the profits from doing so. It also called for Eesti Pank to regulate the amount of money in circulation, by changing the amount of credit available to commercial banks, buying and selling securities in foreign currency, changing the standards for the compulsory reserve that commercial banks had to hold at Eesti Pank, issuing cash, changing the interest rates on credit issued, and other measures allowed by law.

			This meant Eesti Pank had a lot of power and responsibility, but this was largely just a declaration and executing it was complicated, as the USSR State Bank did not want to transfer the work of its Estonian branch over to Eesti Pank. The main legal problem was that the law on banking in the Soviet Union passed in Moscow in 1989 said that each Soviet republic would have a central bank that was part of the Soviet system of central banks, meaning in effect a branch of the Soviet State Bank, but the Estonian law on banking called Eesti Pank the central bank of a sovereign Republic of Estonia. This contradiction was made harder to resolve because the means of payment in Estonia was still the Soviet rouble, and the connections could not be broken unilaterally as Estonia was still dependent on the rouble and circulation of it.

			Unfortunately, one inevitable practical consequence of the Soviet banking law was the slower circulation of money between the republics. The State Bank introduced a rule for the Baltic states from 1 March 1990 that the banks were not allowed to make settlements directly between themselves and that all transfers had to go through the settlement centre in Moscow. At the start of May Otsason wrote to the chair of the State Bank Viktor Gerashchenko to complain that payments had become many times slower and to ask for the former system of settlements to be restored. He sent as an example the list of payments of 26 April, which showed that on that day payment documents submitted in February and March were being processed. Gerashchenko and Nikolai Ryzhkov, Premier of the Soviet Union, received similar letters from Edgar Savisaar, the head of the Estonian government. This time the letters were successful and a couple of days later a telegram arrived granting permission for the Estonian branch of the State Bank to start processing payments again344.

			Otsason thought that the only certain way to take over the branch of the State Bank was for Estonia to regain its independence. Another solution was to set up a department for rouble circulation within Eesti Pank. While the rouble was still in use this would be under dual control and its head would be appointed in consultation with the USSR State Bank345.

			The shortage of space for the rapidly expanding staff at Eesti Pank was also waiting to be resolved by the takeover of the Estonian branch of the State Bank. The four people, Otsason, Rein Voog, Rain Lõhmus and Heldur Meerits, who were there in the first months of operation fitted into two rooms in Toompea Castle, but by the end of the year the staff of the central bank had increased to 37 full-time and 11 part-time workers. Eesti Pank was given rented space in an administrative building of the Communist Party at Kentmanni 13 as a temporary solution but this did not meet their needs of the bankers and they complained it could not be adapted for the nature of their work or to meet security requirements346. Taking over the branch of the state bank would allow Eesti Pank to move into its historical rooms on Estonia puiestee.

			Eesti Pank had initial capital of 10 million roubles, which was worth 16 million US dollars at the official exchange rate but about half a million dollars at the market rate. The Estonian Supreme Soviet set the initial capital of Eesti Pank at 400 million roubles when it was established, but the shortage of money meant that the government budget could not cover this amount. Eesti Pank proposed that it should receive a part of the income earned from privatisation of state assets in order to build up its core capital and it announced that without the promised amount of capital it would not be able to affect the banking system through the credit market. It said that the condition for Estonian companies taking loans abroad was generally that the central bank put up a guarantee or that the loan was made through the central bank, but the lack of capital had meant that several negotiations had been started but could not be completed and the foreign currency that was vital for Estonia could not be accessed347.

			The issue of building up the core capital of Eesti Pank was also affected by the complicated relations Eesti Pank had not only with the soviet-level banks, but also with the government. One cause of this was that the leaders, Otsason and Savisaar, did not get along for reasons that went back to the competing concepts for self-management348. More broadly the differences reflected the efforts of the government to increase its sphere of influence and the weak understanding of the role of the central bank in a market economy. The personal conflict between the head of the government and the Governor of the central bank was very evident, and Raimund Hagelberg described them as like fire and ice, and said the question of power was central to the conflict and was fought over through newspapers. He said the government wanted to run Eesti Pank but who knows where that could have led, and so it was vital to resist those efforts349.

			Eesti Pank said in 1990 that it did not receive full recognition from Moscow as the central bank of the republic until December 1990, as illustrated by the operation of two central banks within the country. At the same time the government of the Republic of Estonia350 and its executive bodies did not always recognise the legal rights of the central bank, as they saw the Europeanised and relatively independent central bank as a threat to their own freedom of operation and planned economic policy. Neither did the broader public entirely understand that some degree of conflict between the authorities and the central bank as was programmed in the banking legislation is a basis for a democratic society built on a European system of central banking and the separation of powers, not a mistake that needs to be fixed351.

			In the first half of 1990 the government passed a regulation on business licensing that gave the Ministry of the Economy the right to issue operating licences for banks, and it took some decisions on the circulation of currency and on settlements made abroad, even though the banking law gave exclusive responsibility for that to Eesti Pank352. When Eesti Pank protested, the Supreme Soviet annulled those regulations, but the government proposed amendments to the banking law in August with the same aim of putting Eesti Pank under government control.

			The government explained its proposals by saying the reason that banking had not advanced as much as hoped was that the banking law needed updating. Eesti Pank disagreed and said the main cause was the status of Estonia, which in practical terms remained part of the Soviet Union, as the Estonian banking system and Eesti Pank could not be more independent than the Republic of Estonia353. In its position on the changes proposed by the government the central bank said that even the Soviet Union, where the government-managed state bank had brought currency circulation to the brink of catastrophe, was planning a banking law that would move the state bank directly under the Supreme Soviet. In the end Eesti Pank did not lose its independence though the topic continue to be discussed for several more years.

			The relations between Eesti Pank and the government became very emotional at times. Rein Usin, who was responsible for foreign operations at Eesti Pank, wrote to Otsason that one regulation of the Ministry of the Economy that wanted to take a lot of foreign currency functions away from Eesti Pank was crazy and that the compilation of a project for extremely important issues was being given to a unit that took no responsibility for the fate of the republic354.

			The question of Soviet-level banks and commercial banks

			Just as it was unclear how Eesti Pank would take over the functions of the branch of the USSR State Bank and become the only central bank, it was equally unclear at the start of 1990 how and whether the Estonian branches of other Soviet Union banks and commercial banks licensed by the State Bank could be brought under Eesti Pank.

			Otsason said in one of his first interviews that bringing the commercial banks under the control of Eesti Pank would not be a problem, though there would be a problem with some of the specialised Soviet banks that at that time said they had no intention of recognising the law on the economic independence of Latvia, Lithuania and Estonia passed on 27 November.

			It was not easy even for commercial banks, even though they supported Estonia, as commercial banks needed to have good relations with the whole Soviet system to make settlements and get credit resources. The Eesti Pank 1990 annual report suggested that to some extent the situation allowed for both Soviet and Estonian republic laws to be bypassed, and where necessary, one centre of power could be played off against the other in the interests of business.

			Loan limits were set for companies by the head office of the state bank to match the demands of Soviet ministries, not the individual republics. Eesti Pank could have chosen to be part of the reserve system being set up under Soviet banking law, but this route would have been a bad move in terms of national independence, and so it looked instead for other ways to get money. In 1990 a two-year loan of 6 million roubles was taken from the Estonian state insurer, and 49.7 million roubles of loan certificates were sold to residents through the Estonian savings bank. The larger share of this money was lent out to Estonian and Latvian commercial banks so the bank could earn interest income to keep itself going. There was also discussion of interest policy, but only discussion as the loans issued by Eesti Pank were too small to affect the credit market and interest rates355.

			As Governor of Eesti Pank, Otsason saw two dangers from the Soviet state banks as Moscow might incite the groups of Estonian branches to break Estonian laws, and the head offices might decide not to allocate the Estonian branch offices their statutory and reserve funds as they were supposed to under the law on economic independence of 27 November 1989. In January 1990 he said that a war between the banks was in the offing356.

			The opening shot was fired in this war when the Soviet Bank for Foreign Economic Activity decided to remove from its Estonian branch the right granted exceptionally less than a year earlier to deal abroad directly through the 21 accounts opened in foreign banks, a right that was shared with the Leningrad branch of the bank. Head of the Estonian branch of the bank Valentin Porfirjev said the result was that it now took 60 days for foreign transfers to arrive instead of 14 days357.

			This was a serious problem as the Bank for Foreign Economic Activity had in early 1990 again become the main window through the Iron Curtain for Estonian banking. The first Estonian bank to open a foreign correspondent account was Tartu Kommertspank, but its account at Svenska Handelsbanken saw little action as foreign currency was not yet circulating in Estonia358. Eesti Pank opened its first correspondent account in March 1990, also at Handelsbanken.

			It is no coincidence that Handelsbanken was chosen in both cases, as the head economist of the bank for many years was Rudolf Jalakas, who had been born in Estonia and had escaped to Sweden in 1943, and who now spent his retirement advising Estonia on economic policy. He started to come to Estonia at the invitation of the Deputy Chair of the Estonian Academy of Sciences, Arno Köörna. Jalakas said that the question for the Estonian economy was how much political leeway it would be granted, as the exchange rate for the rouble at the time made developing the economy impossible, since the rouble did not exist as a currency but only as a fictive unit of account. The rouble might be overvalued as much as 10 times and if Estonia were to remain in the rouble zone with the rouble at the same ridiculous rate then it would be unable to develop its own foreign trade. He said the only solution was for Estonia to set a currency border with the USSR and have its own currency359.

			Jalakas and another member of Svenska Handelsbanken staff Bo Kragh went on to become authoritative advisers to Eesti Pank and the Estonian government.

			There were at least four different exchange rates for the rouble in 1990. The first was the official rate of the State Bank of 0.65 roubles to 1 dollar, which was mainly used for statistical calculations. Then there was the commercial rate of the State Bank of 1.7 roubles to 1 dollar, which was used for compulsory purchase of currency from companies and for selling that currency to the businesses decided by the state plan. The third rate was the Eesti Pank sales and purchase rate of 27-30 roubles to 1 dollar, which was used for the free purchase and sale of currency with residents, and the fourth was the Eesti Pank currency auction rate of 38-40 roubles to 1 dollar, which was used for the sale and purchase of currency in Eesti Pank auctions for businesses and institutions.

			The currency auctions were a side activity run from June 1990 to January 1992 that Eesti Pank started to operate to breathe life into its financially strapped organisation. These were the only currency auctions in the Soviet Union where anybody wanting to buy or sell could take part whatever their background. Eesti Pank became known and recognised for its auctions across the whole of the Soviet Union, and it became a trailblazer in establishing the actual value of the Soviet rouble. The auctions gave Eesti Pank some actual income, though the general weaknesses in the economy were felt in Estonia too and in many cases the settlement of sales and purchase transactions was very slow, often being completed a month or two after the transaction was agreed in the auction360.

			The next major step towards full management of Estonia’s foreign currency flows was taken by Eesti Pank after the Soviet Bank for Foreign Economic Activity decided to close its Tallinn branch entirely. Eesti Pank described this work as a complete collapse over a long time. Under an agreement signed with the Bank for Foreign Economic Activity, the Estonian branch stopped serving clients from 1 December 1990. Eesti Pank set up its own foreign operations authority to replace it, and employed the staff of the closed branch there, but some of the staff including the former head Valentin Porfirjev had already gone to set up a new commercial bank Balti Ühispank.

			The agreement with the Bank for Foreign Economic Activity allowed clients of the branch to transfer their accounts to Eesti Pank where a correspondent account was opened with the Bank for Foreign Economic Activity, so in this way clients could carry out all the operations that they had earlier done through the Estonian branch of the bank.

			This brought 46 new employees to Eesti Pank, but Otsason found their qualifications and sense of responsibility insufficient. Generally though, he was pleased that the work of Eesti Pank had now established in Estonia a system of competing banking institutions that met the requirements of a market economy and gave companies in Estonia a real choice, even though the system was far from complete361.

			At the same time, setting up a large commercial unit blurred the nature of Eesti Pank, as it was no longer purely a central bank but was competing with some commercial banks. Otsason was aware of this and planned for the foreign operations authority to be converted into an independent commercial bank. The government committee on banking policy that was called together at the end of 1990 and chaired by Bo Kragh also strongly recommended to Eesti Pank that the new unit should be removed and that Eesti Pank should delegate the purely commercial functions of the former branch of the Soviet Bank for Foreign Economic Activity to an Estonian commercial bank chosen by the Estonian account holders during the first half of 1991362.

			Kragh’s committee also warned Eesti Pank about its foreign operations that it had not been able to persuade large Estonian exporters and importers to run their banking affairs through the Estonian banks rather than the Leningrad and Moscow branches of the Bank for Foreign Economic Activity. It said the reason was the poor client service, which had come about because the agreement between Eesti Pank and the Bank for Foreign Economic Affairs brought even stricter controls than earlier over Estonia’s foreign trade.

			There were also problems for Hoiupank, the savings bank, as the Council of Ministers of the USSR decided in early 1990 to bring the Soviet savings bank and its subsidiary units under the Soviet State Bank retroactively from 1 October 1989. This put the largest potential source of loans in the Estonian economy, the savings of residents, out of reach of the Estonian authorities. Otsason said that the Soviet condition for returning the savings to Estonia was that Estonia should accept an equivalent share of the internal debt of the Soviet Union. This was a very bad deal that effectively would have made the use of the deposits as a resource for lending in Estonia impossible, and would have left Estonia, as a Soviet republic that was quite rich in deposits, servicing a relatively large share of the Soviet national debt. Otsason’s plan was that before this offer could be accepted, the savings of Estonian residents in Hoiupank should be reduced by offering a different way of saving money, such as Eesti Pank loan certificates, the activation of commercial banks, or the establishment of a different savings bank.

			It was the government and bank clients, not Eesti Pank, that handled the takeover by Estonian banks of the USSR Agricultural Bank, the USSR Bank of Residential Construction, and the USSR Bank of Industrial Construction, which were the other three Soviet banks. On 5 March 1990 the Estonian government issued a regulation making the Estonian branch of the Agricultural Bank and all of its subsidiaries into Eesti Maapank and the Estonian Bank of Residential Construction and its subsidiaries into Eesti Sotsiaalpank.

			The banks with their assets, liabilities and clients came to Estonia, but their core capital did not, so share capital for Sotsiaalpank was raised by clients of the bank, who were state budget institutions, converting a part of their deposits into share capital, while the capital for Maapank was raised by clients of the bank and the government. The government’s contribution was made not in cash but in buildings and other fixed assets.

			There was a major dispute about taking over the Bank of Industrial Construction, as the bank served industrial companies that were centrally run by the Soviet Union and opposed to the independence of the bank for mainly political reasons. By November 1990 agreement had been reached where the management and clients formed a new bank called Eesti Tööstuse ja Ehituse Kommertspank with the approval of the Estonian government. The new bank left a large part of the loan portfolio on the balance sheet of the Estonian branch of the Bank of Industrial Construction, which continued to exist on paper.

			There were further arguments within Estonia because at the takeover of the Soviet branches of the Agricultural Bank, the Bank of Residential Construction, and the Bank of Industrial Construction, the Estonian government had lost control of the banks without receiving a single kopek for them. Not everybody understood that bringing the banks under the ownership of the government or of Eesti Pank would have brought more liabilities than assets, as the loan portfolio was weak but a government or central bank owning 100% of the shares would have felt at least a moral obligation to keep the banks going. That risk had now been passed on to the companies who were owners of the banks. In any case neither the government nor Eesti Pank had enough money to capitalise the banks.

			The Kragh committee was scathing about the former state banks, saying it was absolutely certain that three of the four state banks, with the possible exception of the Bank of Industrial Construction, had very few assets and so their core capital should be considered negative. Such a bank would immediately be declared bankrupt in any Western country and would be wound up unless somebody from the outside appeared with sufficient capital to compensate for the negative capital stock. They said that if such actually bankrupt banks had become a part of Eesti Pank with their assets and liabilities, as had recently been recommended, the consequence could have been the economic collapse of Eesti Pank363.

			Some local economists also understood the time bomb that Estonian banking was sitting on and one of them, Uno Mereste, wrote that it was necessary to reorganise thoroughly or close some 15% of all the companies in the economy as they could not be made to operate profitably. He acknowledged that closing whole factories would cause individual suffering for many people, even those who worked well and responsibly, but changing the structure of the economy and achieving rapid development meant that changing nothing was not an option364.

			The general conclusion of the World Bank mission to Estonia in the early 1990s was that there were not enough people who understood the principles of modern banking and that the legal framework was insufficient for organising banking activity365.

			Otsason acknowledged that Eesti Pank was only partly fulfilling its function of monitoring the operating practices of the banks, as the operations of any given commercial bank were analysed only in rare and unusual cases, which he put down to the shortage of staff. A further problem was that the first banking law allowed only one sanction, which was the cancellation of the operating licence, but no intermediate tools were available.

			Over time Eesti Pank’s toolbox and its ability to direct the banks improved. By 1991, enough progress had been made that the USSR State Bank would not issue an operating licence to an Estonian commercial bank before Eesti Pank had done so. As the state bank maintained its monopoly on settlements though, banks that had earlier received their operating licence were able to bypass Eesti Pank, but setting up an independent settlement centre, which would have increased control over the commercial banks, was again blocked by membership of the rouble zone. For funds to move, good relations with the State Bank was the top priority for the banks, and getting on with Eesti Pank was secondary to this. Tartu Kommertspank, the leader in Estonian commercial banking, only applied to Eesti Pank for an operating licence when it became obvious that the period of dual control by the central banks was coming to an end.

			In effect the new commercial banks in Estonia were operating in a supervisory vacuum in 1990-1991 as the USSR State Bank was no longer able to control properly everything that was happening in the state banking system, while Eesti Pank was not yet able to take over either.

			On top of all this, efforts were made in economic and banking policy in the early 1990s that did not sit well together with strict supervision. The head of Tartu Kommertspank, Ants Veetõusme, who shortly after chaired the Eesti Pank Supervisory Board, recommended in February 1990 that the minimum statutory reserves of the commercial banks should be reduced from the 5 million roubles of that time to 1.5-3 million roubles, and even less for savings and loan associations366. In his opinion this would help to build more quickly a banking system that was independent of Moscow and that served the interests of Estonia.

			The idea was also floated at that time that Estonia should try to raise inflation higher than elsewhere in the Soviet Union, for example by raising wages faster in order to improve the situation on the Estonian side of the rouble zone and to discourage shopping tourists from increasing the shortages of goods. As Eesti Pank could not issue roubles though, and credit resources were lacking, there were no effective levers for launching such a policy.

			The road to the Estonian kroon

			Although central bankers spent most of their time in 1990 on dealing with banking and settlements, the issue of most interest to the public was the central bank’s preparations for the launch of Estonia’s own money. As with many other questions, Eesti Pank struggled with the government for leadership in this. After the Estonian Supreme Soviet asked the government and Eesti Pank on 28 June 1990 to submit specific proposals and timetables for the monetary reform by 15 November, Eesti Pank immediately set up eight working groups, none of which contained a single member of the government. The government meanwhile set up a working group in August that did not contain a single person from Eesti Pank.

			These working groups did not want to cooperate and they criticised each other sharply, though to outsiders it seemed they reached remarkably similar conclusions, proposing that the new currency should reduce the amount of money in circulation, inflation should be brought under control, the rouble should be chased out of Estonia, and the transition to the new currency should be immediate without any intermediate stages. Neither group had specific practical proposals though, and Professor Mart Sõrg of the University of Tartu wrote that both proposals appeared to have been written by people stumbling around in a fog, believing that major changes were needed in the economy and in politics but not knowing how to make any specific proposals or decisions. As neither proposal had a real understanding of what reforms actually meant, they both agreed that a commission of leading experts should be set up which would use its own genius to find a way out through the fog367.

			The reason for this was the threats hanging over Estonian economic policy, which were summarised by the government proposal for monetary reform in autumn 1990. It said the USSR had still not recognised Estonia’s right to national independence; there were more than 100,000 soldiers based on Estonia’s territory; some parts of Estonian territory, notably Paldiski and the larger islands, were under the control of Soviet border guards; Estonia had no control over its Baltic border; some 85% of foreign trade was with the USSR; a large part of industry was controlled by the USSR; although the Estonian domestic banking sector was growing, 90% of banking was controlled by the USSR through branches of its banks; and Estonia’s reserves of foreign currency were effectively zero.

			Nobody expected these threats to fade away all on their own, so in February and March 1991 the Supreme Soviet debated a draft law submitted by the Estonian government for a monetary reform committee for the Republic of Estonia, and a draft decision submitted by the Supervisory Board of Eesti Pank for an Estonian monetary committee. Bo Kragh and Rein Otsason, who submitted the two proposals for monetary reform to the Supreme Soviet, criticised the fruits of each other’s labours bitterly. 

			Kragh disagreed with the Governor of Eesti Pank, who said the government proposal to carry out the monetary reform before the end of 1994 meant that the issue was being dragged out for a very long time. In Kragh’s opinion the two prior conditions of the Eesti Pank proposal meant that the monetary reform may never happen in the Republic of Estonia368.

			Otsason asked whether the idea was that Estonia should issue a new currency only so that the Estonian government could act in exactly the same way as the soviet government had been acting by printing money to cover its bills. He was opposed to that and so he believed that normal trade relations were a prior condition that would allow companies to work more or less stably369.

			Ants Veetõusme from the Supreme Soviet tried to reconcile the differences. He said that setting up a monetary reform committee in one or the other form did not at that point mean approving one or the other proposal, though it was evident that Kragh and Otsason would willingly interpret it like that. He continued that setting up the monetary committee in one form or another meant actually giving it the right to carry out monetary reform and the committee would at first contain the leader of the government and the Governor of Eesti Pank and the decision in favour of one or other proposal would be taken once a third member had been appointed to the committee370.

			The government’s draft law won in the voting, but this meant only that a monetary committee was set up and members were chosen for it, not that the choice was made between the proposals by Kragh and Otsason. How exactly the reform would be made was largely left to the monetary reform committee, which was given the right to decide on all questions relating to monetary reform.

			At the time of the vote the members of the monetary reform committee were to be Edgar Savisaar and Rein Otsason. The government wanted Rudolph Jalakas as the third member initially, but Siim Kallas of the Eesti Pank Supervisory Board later came forward as a candidate and was approved as the third member of the committee by the Supreme Soviet on 5 June with 64 votes in favour and six votes against.

			Asked whether he preferred the government’s proposal or Eesti Pank’s, Kallas replied that he could not answer which one he favoured as they both had their strengths, but also points that needed further clarification or improvement. He imagined that, as so often in life, some third option would end up being chosen371.

			However, the committee in this composition never carried out the monetary reform, because clouds had gathered around Otsason before the reforms could get going. The Supervisory Board of the bank learned at its meeting on 10 September 1991 that Otsason had in recent weeks been making preparations to transfer the foreign operations unit to Eesti Kommertspank, which had recently been registered by Otsason and Rein Usin, head of the foreign operations department. Otsason had issued an order to liquidate the foreign operations unit from 30 September and to release its employees to start work at Eesti Kommertspank and by the meeting of 10th September he had prepared the decision to sell the unit to Eesti Kommertspank. The Supervisory Board did not approve the decision but declared its lack of faith in Otsason and proposed to the Supreme Council that the Governor of the bank should be removed from office.

			The list of offences put together at the initiative of Veetõusme to explain the proposal contained more than just the attempt to hive off the foreign operations unit. Otsason was blamed for the central bank not yet being able to start fulfilling the functions of a central bank that it could have during the economic transition, for the absence of a controlling body and of standards of confidence for commercial banks, for a staffing policy that excluded young specialists, and for contradictory relations with the Supervisory Board of the bank.

			Veetõusme asked the prosecutor’s office to look into the planned transaction for the foreign operations unit, but nothing directly illegal was discovered. Indeed the laws on privatisation were full of loopholes at the time, and no best practice had yet been established. Moreover, the sale of the foreign operations unit had been written into Otsason’s strategy, and the same Supreme Council had been criticising Eesti Pank for its commercial activities.

			Neither was the picture for many of the other accusations quite so black and white as it appeared to Veetõusme in those weeks of dramatic change. Professor Sulev Mäeltsemees, a former colleague of Otsason, later described the preparations for the monetary reform as printing a high quality Estonian kroon as fast as possible to replace the non-existent money of a non-existent state372.

			In defending himself at the Riigikogu, Otsason highlighted how Eesti Pank had contributed its proposal for monetary reform to the question of organising currency circulation, but it had not been thought necessary to do anything about the circulation of the rouble as that was managed by another bank and so no strategy for it was needed in Estonia. On staffing problems, he said that he had done everything possible to find banking specialists, but there still were not enough, as bankers were highly sought after by commercial banks and various other businesses. To Veetõusme’s accusation that Eesti Pank had no strategy for credit and that the bank had issued loans outside Estonia, he replied that some members of the Supervisory Board thought it quite right that Eesti Pank sent some its excess roubles outside Estonia, and he said the question could be seen both ways373.

			His speech did not convince the members of the Supreme Council and he was removed from office as Governor of Eesti Pank by 65 votes to 6.

			A week later, on 23 September, an emergency debate at the Supreme Council saw Siim Kallas appointed as Governor of Eesti Pank. Veetõusme announced that one requirement among all the others was that the new Governor of Eesti Pank should be up to date with the operations of the bank. It was also important that the Governor should not provoke conflict and should be able to represent Eesti Pank in Estonia and in the West and the East, and he believed that Siim Kallas was the man who met all those requirements374.

			Kallas was appointed Governor of Eesti Pank by 63 votes to 10. Now the road was clear for him to introduce Estonia’s own money, as one month earlier on 20 August 1991 the Republic of Estonia had regained its independence. Earlier Eesti Pank had often had to demonstrate abroad that it was not some semi-underground organisation, but now it was the central bank of an independent nation.

			CHAPTER 9. MONETARY REFORM, BANKING CRISES AND THE INTRODUCTION OF THE KROON

			In autumn 1991 when the country had just regained its independence, the main public interest in Eesti Pank was in when an Estonian currency would be introduced. The central bank did not ignore this question, but its first priority was not directly monetary reform but rather how to keep control of the circulation of cash and of banking, as this would lay the foundations for the monetary reform.

			After the decision of the Supreme Soviet on 20 August about Estonian national independence, it became possible to complete several vital processes very quickly, such as taking over the Estonian branch of the Soviet State Bank. Negotiations for this started on 3 October 1991 and ended with the signing of an agreement on 4 December, with the transfer largely completed by 1 January 1992375. This process was made simpler politically by the establishment of a central bank for the Russian Federation in summer 1991, which in effect meant the Soviet State Bank disappeared. On 20 December the Russian central bank took over the assets and liabilities of the Soviet State Bank on Russian territory and State Bank ended its activities. From here on Eesti Pank handled its rouble affairs with the central bank of Russia.

			The takeover of the State Bank, and a year earlier of the branch of the Soviet Bank of Foreign Economic Activity, increased the number of staff at Eesti Pank substantially. Having started with four members of staff in 1990, the organisation employed 167 people by the start of 1992, of whom 101, or rather more than half, worked in foreign operations, while only two worked in bank inspection, which was an independent unit, and two others in the central bank policy department. The Eesti Pank debt collection centre was also an independent unit, and it employed 170 people.

			Negotiations were under way at this time to recover the Eesti Pank gold that had been left in 1940 in the Bank of England, the Swedish Riksbank and the Bank for International settlement, so that it could be used to back an Estonian currency in future. Negotiations with the British government started on 7 November and on 27 January 1992 an agreement was signed that the gold that remained in the Bank of England would be returned to Eesti Pank in early April of that year. In this the British government was holding to its vague promise made in the parliamentary debates in the second half of the 1960s that whatever happened under the law as it stood then would not prevent any future independent Baltic government from submitting a claim to the British government on this issue376.

			The Bank for International Settlements (BIS), which had refused to hand over the Estonian gold to the Soviet Union during the occupation, opened negotiations on 15 October and these were concluded successfully in spring 1992, although Eesti Pank was not able to use that gold before July that year. To reach this agreement, as Siim Kallas later noted, it was necessary to prove that Eesti Pank was the legal successor to the Eesti Pank that had deposited the gold in the BIS before the Second World War377.

			Negotiations opened on 16 September with the Swedish government, which had handed over the gold deposited in its vaults by Estonia to the Soviet Union in 1940. These negotiations took the longest because in spring 1992 Sweden argued that the gold should be requested from Moscow, not from Stockholm, as Sweden had given it to the Soviet Union in 1940. However, the Swedish government did finally decide to compensate Estonia for the gold on 15 June 1992378.

			As it was not yet clear in winter 1991-1992 whether the gold would be returned, it was decided then to back the Estonian currency in other ways. The obvious choice was the Estonian forests, which are not very liquid as an asset, but have undoubted monetary value and for Estonians at least a very large psychological value. It was decided on 23 January 1992 at the Estonian supreme council to set aside a block of state forest with a value calculated at 150 million US dollars for Eesti Pank to use as a currency reserve. From this decision was born the myth that Estonia’s money was mainly backed at first by the forests, though there was little discussion of forests in the financial reports of Eesti Pank at that time.

			By spring 1992 many of the key conditions were in place for the currency to be launched, but there had been no significant progress with the proposals for reform. Discussions swirled around the idea of kroon that was 100% backed and had a fixed exchange rate, but nobody could see how exactly this might be achieved. Even when the gold was returned, it was not clear how it should be connected to the kroon379.

			Preparation for monetary reform

			The leaders of the monetary reform managed to get past the roadblock in April 1992. Credit for helping with this has been given to visit in April 1992 by Jeffrey Sachs, a professor at Harvard University and well-known consultant on reforms, and Boris Pleskovic, who was an economic adviser to the Prime Minister of Slovenia380. Also credited was a book by Steve H Hanke, Lars Jonung and Kurt Schuler on monetary reform in Estonia and the International Monetary Fund, which was published in autumn 1991 and circulated widely in Estonia in spring 1992. However, the choice of the currency board system had already been made before those deciding the matter had had a chance to read the book, so it mainly had a reassuring effect.

			One model to follow was the monetary reform in Argentina in 1991, when the exchange rate of the peso was fixed to the dollar and the pesos in circulation were covered by the foreign currency reserves of the central bank. Another was the monetary reform in Germany in 1948, which held inflation down and the exchange rate stable through a strict monetary policy, a removal of price controls, and a balanced budget.

			Three laws on monetary reform were ready by the middle of May, and on 20 May the Parliament passed them. These laws were intended to come into force on the day the kroon was issued into circulation. The law on guarantees for the Estonian kroon required the issue of kroons to be fully backed by gold and the reserve of convertible foreign currency at Eesti Pank, and also called for kroons to be pegged to the German mark and Eesti Pank to have no right to devalue the kroon. The law on money declared the kroon the only legal tender in Estonia. The use of foreign currency was regulated by a law on foreign currency that obliged all legal entities to convert their currency, requiring them to transfer their foreign currency earnings to Estonia within two months of receiving them and convert them to kroons, though exceptions could be granted to companies by joint decision of Eesti Pank and the government. Estonian and foreign companies and people could only hold money in Estonian bank accounts in Estonian kroons.

			The introduction of the reforms was led by the Monetary Reform Committee, which consisted of the Governor of Eesti Pank Siim Kallas, Prime Minister Tiit Vähi, and Rudolf Jalakas, an independent economist. Jalakas’ ill health meant he was replaced on 11 June by Ardo Hansson, who came to Estonia through the World Institute for Development Economics Research (WIDER), which was working on the transition of Eastern Europe and the Baltic states to a market economy with the help of Hansson and other economists from Harvard University381.

			The arrival of the Estonian kroon 

			On 19 June 1992 Eesti Pank announced that as of 04.00 on 20 June the only legal tender on the territory of Estonia would be the Estonian kroon, which would have an exchange rate fixed to the German mark of eight kroons to one mark. On 20-22 June every person entered in the monetary reform register would be able to exchange 1500 roubles in cash into kroons at the rate of 10 roubles for one kroon. The rouble deposits in banks of people and companies were exchanged for kroons at the same rate. Amounts above 1500 roubles in cash could be exchanged for kroons until 1 July at the rate of 50 roubles for one kroon. Almost 16,500 people were directly involved in the massive operation of distributing the new currency across Estonia, exchanging it and collecting the roubles. Altogether 1 096 706 individuals exchanged their roubles for kroons in the 727 money exchange points, while nearly 300,000 people on the list of those entitled to exchange money, did not do so. One reason for this was that some people simply did not have any money to exchange. However, for some others the amount of 1500 roubles was quite insignificant, so they were hovering around the money exchange points, trying to get someone else to exchange their excess cash for them at a favourable rate. 

			The biggest arguments, especially later on, were about the choice of exchange rate. The market exchange rate of the German mark before the reform was 75-80 roubles for one mark, which was equivalent to the exchange rate introduced by the monetary reform. The government’s economic reform committee used the consumer basket method though and proposed an exchange rate of one to one. In retrospect an exchange rate of one to one was not considered appropriate, but it has been calculated that the correct and best exchange rate would have been between one to four and one to six382.

			Setting the exchange rate at one to eight meant that the kroon was a long way below purchasing power parity, but nobody argued against this. The market rate for the rouble at the start of 1992 showed that nobody wanted to hold onto a large quantity of roubles for long. Everybody wanted to change them quickly for a safer currency, as signs of improvement were hard to find in the economy of the rouble zone The same was unfortunately true of the Estonian economy, which was not able to escape overnight from the bad reputation of the rouble zone after leaving it. It would have been hard to convince people using the kroon that it was 25% or 50% more secure than the rouble. It would have been more likely that for some time at least the kroon would have had an unofficial exchange rate shadowing that of the rouble. Economic statistics of the time and uncertainty about the future meant that no exchange rate other than the market rate could convincingly be insisted on. All contradictory attempts to be wise after the fact are based on assumptions rather than watertight calculations. It is also easy to forget that the choice of exchange rate was limited by the backing for the kroon, as a stronger exchange rate would have meant the kroon was not completely backed, or would have required some assets, such as people’s savings in the savings bank Hoiupank, to be exchanged into kroons at a much worse rate.

			Eesti Pank also took advice on the monetary reform from the International Monetary Fund (IMF), which was at the centre of the international monetary system, and which Estonia had joined in April 1992. The IMF, from which Estonia took loans following the monetary reform and again later in the 1990s to offset the balance of payments, found at first that Estonia was not yet ready for monetary reform and recommended not to rush into it.

			The President of the IMF at the time, Michel Camdessus, noted that the three Baltic states were the only post-Soviet states with any experience of real independence and a market economy, and a real desire to regain them. They were the first to become independent, at least officially, and they wanted to join the IMF immediately, wanting to issue their own currencies at once, backed by gold that had been held in Western central banks. He said that the IMF had suggested that they advance slowly and steadily, but they did not want to do so, and were probably right not to, because Governor of Eesti Pank Siim Kallas was able to launch the new kroons successfully into circulation as early as June 1992383.

			Camdessus observed that the Baltic states were able to handle difficult challenges like increasing trade with the West and living with the Russian minority that remained after the years of occupation. Key reforms were quickly carried out and in 1994 the economy was already starting to grow. The Baltic states used technical support and funding from the IMF throughout the whole of the decade, which demonstrated to foreign investors that they were well run.

			 Stanley Fischer, First Deputy Executive Director of the IMF, said at a conference on the fifth anniversary of the kroon in Tallinn that he had long preferred exchange rate management as a method of controlling inflation, but thought it was a long way distant from the use of a fixed exchange rate committee. “In 1992 we knew it was theoretically possible, but keeping it constant and sustainable requires an exceptionally strict monetary policy and strong structural support. Thanks to the results achieved in Estonia and other countries like Argentina, we have now come to understand that the currency board system can achieve faster stabilisation of the national currency and can help maintain a stable financial environment”, he said384.

			The 1992 banking crisis

			The law on guarantees for the kroon and the monetary law did not give the commercial banks very many specific instructions, but rather set out a general understanding of the future of the Estonian economy. Some banks, like Tartu Kommertspank and Balti Ühispank were pessimistic, expecting that the kroon would only survive for half a year or less, after which things would be as bad as they were with the rouble, or even worse. In this scenario the majority of business transactions would have been very short-term in nature, covering one or two shipments; the depreciation of the kroon against foreign currencies would have allowed banks to make relatively easy profits by holding foreign currency instead of kroons for some time and then selling it later for kroons at a higher exchange rate; and though the share of trade that was with the West would have increased a little, trade with the Commonwealth of Independent States would still have dominated, because even though export and import restrictions were largely removed by the monetary reform, rapid growth in trade with the West would have been hindered by the competitiveness of goods and the lack of purchasing power.

			Even those who were more optimistic about the long-term survival of the kroon did not imagine that the trends of the rouble economy, notably the short-termism of transactions and the focus on trade with the East, would disappear within a couple of weeks or months. However, this was the direction in which events now turned. The trade deficit rapidly became a thing of the past and was replaced by a purchasing power deficit that required businesses to adapt as they could no longer simply sell everything they could lay their hands on. Businesses also had to learn to use the business channels that were opening up to the West. The ability of banks to earn quick profits from currency exchange diminished and it became a risky business, as unlike with the rouble, profits were now measured in a reliable currency so that holding the rouble for too long could lead to significant losses calculated in kroons.

			In any case there was increased fear of business transactions failing in the year of the monetary reform. Business partners to the east became ever less reliable, while there was still a lack of experience in dealing with the West, from where some very suspicious business proposals came that tried to take advantage of the inexperience in Estonia. The banks that financed the transactions of clients who failed also suffered for doing so.

			Ardo Hansson said of the economy after the monetary reform that reasonable bankruptcies had to start, because the lack of clarity where people did not know if they were supposed to be on holiday, or at work, or whether their employer had gone bankrupt created an atmosphere of uncertainty. If a bank said that it would not give any more credit to a company, that company would have to answer that in that case it could not pay its bills and consequently there would be an explosion in debt between companies. If companies gained credit by not paying their bills then there was no longer any strict credit policy to speak of, and this would ultimately be unsustainable. He said the only solution was for companies to understand finally that they would have to sell off everything in their warehouses at discounted rates otherwise they would go bankrupt. This was the only thing that could promote business, because money was simply standing still at the time. Company directors were demanding that the central bank issue credit to increase the circulation of currency, but that sort of credit would only allow more stocks to be built up in warehouses. In fact, he said, credit needed to be taken away to force people to act, because if the state let state companies come close to a vegetative state, there would ultimately be nothing left to sell to pay off debts with after bankruptcy385.

			Unlike the law on guarantees for the kroon and the monetary law, the law on foreign currency and its accompanying regulations had a direct impact on the activities of banks. This law obliged Estonian companies to bring home the money they had sent to foreign banks, meaning that a large amount of money started to move for a second time having been taken for safety’s sake to foreign banks in the months before the monetary reform when the terms of the reform were still unknown and were feared. This created favourable market conditions for gaining or losing clients. The banks that had been favoured prior to this found it harder to maintain their reputation, as at first they had more clients with foreign currency, meaning that more funds were taken out of them. This made it harder for them to maintain their liquidity and to settle client payments quickly.

			On top of this, the monetary reform caused a large amount of technical problems for the banks. Settlements with the rouble zone had to be rearranged, because where one currency had been used before, now each transaction required a currency conversion. Before the monetary reform there was no rouble/kroon market and partners had to be found who could help clients keep the balance of demand for roubles and kroons and make settlements in them. Settlement problems, and the work needed to resolve them, were multiplied by the changeover of all the former Soviet republics to their own currencies one after another during the eighteen months after the Estonian monetary reform. The increased complexity of settlements was not only a headache for the banks but also for their clients, as it increased the number of failed transactions.

			To make life even more difficult for the commercial banks, at first Eesti Pank only recognised the German mark as foreign currency and did not accept any other currencies, as the currency board system did not allow the central bank to take any currency risk with the coverage of the kroon. This meant that commercial banks often had to make an additional conversion to get kroons from the central bank, and this could take longer than the commercial bank was able to delay making the client payment, meaning the commercial banks had to hold additional liquidity buffers.

			In consequence, Tartu Kommertspank, which was already one of the largest commercial banks in Estonia before the monetary reform, had to take a liquidity loan of 40 million kroons from Eesti Pank, and at the end of August Eesti Pank had to extend the maturity on the loan because the ability of the bank to pay it back had not increased, but had in fact deteriorated. The end result was that a moratorium was declared on payouts from Tartu Kommertspank on 17 November 1992, when the bank had debts of 95 million kroons, or about one fifth of its balance sheet. The crisis programme drawn up by the management of the bank called for Eesti Pank to lend Tartu Kommertspank a further 50-60 million kroons to help it back to its feet. Eesti Pank feared however that the actual amount needed would be much larger, and so decided instead to liquidate Tartu Kommertspank.

			The next day, Eesti Pank declared a moratorium on two more large banks, Balti Ühispank (UBB) and Põhja-Eesti Aktsiapank (PEAP), which had been founded in June 1992 from the foreign operations centre of Eesti Pank. At first this did not create nearly as much fuss as moratorium on Tartu Kommertspank, as the reason why payments had stopped was quite clear, because the Russian Bank of Foreign Economic Activity (known in Estonian as VEB), which was the legal successor to the Soviet Bank of Foreign Economic Activity, had frozen the assets in the correspondent accounts of UBB and PEAP, which made up almost two thirds of their balance sheets.

			Siim Kallas commented that the only way to get the money back would be to declare war on Russia, because if Japan, Sweden and other countries could not get their money back from Russia, then neither could Estonia386.

			In fact, there was really no hope of getting the money back because after VEB had frozen the money of the Estonian banks in early 1992, there was no more chance of recovering it because effectively VEB was bankrupt. Things could have been quite bad even earlier, because in the foreign trade system of the Soviet Union non-existent foreign currency circulated alongside real foreign currency, as limited off-balance sheet accounts were created to encourage exporters. There was no guarantee of foreign currency being received on these accounts as actually receiving it depended on how much foreign currency the Soviet Union took in and on the indifference of the people working in the system. In Soviet times these limited accounts were from time to time simply closed down and eliminated.

			In 1992-1993 it was still believed in Estonia that this was a case of typical Russian disorder or hostility that could be resolved if only the right people could be spoken to properly. Even the Governor of Eesti Pank, who had been extremely sceptical when the moratoriums were declared on cash withdrawals from the banks, took a very optimistic view of the situation six months later in May 1993. Returning from a meeting with the heads of VEB, he said it was realistic that the frozen money would be returned to Estonia that same year as only a couple of decisions were needed at a political level for an agreement to be reached387. However, the progress that was hoped for did not actually materialise, and two years later Vahur Kraft, the successor to Siim Kallas, complained that all the letters that had been written and the efforts to find other routes and channels had proven fruitless388.

			Estonia’s position in the negotiations was weakened not only by the difficult political relations between Estonia and Russia, but also by Estonia not having taken on a share of the external debt of the Soviet Union when it regained independence, although according to the agreement with all former Soviet Republics, including Estonia, Russia was to take over all external debt as well as the external assets of the Soviet Union. Russia also reminded Estonia that 17 Estonian companies had received loans totalling 29 million dollars from VEB in 1989, and these loans had not been repaid. The chronic shortage of money in Russia also made finding a solution harder, because although the Estonian claim was very small next to Russia’s other debt liabilities, satisfying it would have set an unwanted precedent.

			It can be argued looking back that the heads of UBB and PEAP and also of Eesti Pank should have understood earlier how risky it was to hold such large amounts in the state bank of a country suffering economic difficulties that was not particularly friendly towards Estonia politically. That the risk was not appreciated or monitored at the time is shown by the payouts by PEAP and UBB to clients of over 30 million dollars from other funds after 76 million dollars had been frozen in early 1992, on the assumption that the problem of the frozen money was only temporary and would be resolved.

			Had they decided to, UBB and the foreign operations department of Eesti Pank or PEAP would have had about a year to withdraw gradually from the VEB. UBB was founded in October 1990, while PEAP was spun off from the foreign economic banking system on 1 January 1991, and the problems with accessing the money from Moscow arose at the end of 1991.

			The lack of foresight at UBB and PEAP is easier to understand though if it is remembered that both banks had roots in the Soviet foreign banking system, as their staff and skills and most of their clients came from there originally. Furthermore, the good relations with VEB were at first a major competitive advantage for both the banks over all other banks. For this reason, there was no change of direction even when Peeter Luik and Sulo Muldia, two businessmen of the new generation, bought 29% of the shares of UBB in autumn 1991.

			In any case, the money that was stuck in Moscow was not the only problem that UBB and PEAP faced, as their loan portfolios, like those of most other Estonian banks, contained many bad loans, which created a lot of work for Põhja-Eesti Pank, the successor to UBB and PEAP. The problems in the loan portfolios of UBB and PEAP were smaller than those that had affected Tartu Kommertspank, where loans were around 70% of assets in autumn 1992, as loans made up only some 30% of their assets.

			Unlike at Tartu Kommertspank, where bankruptcy proceedings were started, the government and Eesti Pank decided to save UBB and PEAP, though this attracted a lot of criticism and legal action at the time and especially later.

			Balti Ühispank had had 413 million kroons frozen in Moscow, and Põhja-Eesti Aktsiapank had had 477.5 million kroons frozen. These claims on the Bank of Foreign Economy Activity were consolidated in the VEB fund, which was set up to conduct negotiations with Russia about releasing the money. The banks received certificates from the VEB fund for the same amount as their claims, confirming they had the right to receive the money when Moscow released it in full or in part.

			The banks then used these certificates to compensate the money of clients who had made payments through the Bank of Foreign Economic Activity and whose accounts were also frozen in Moscow after the accounts of UBB and PEAP were. By the end of this operation UBB had VEB fund certificates of 132 million kroons and PEAP had 225.5 million kroons, and they managed to pay out this total of 357.5 million kroons of money held in Moscow from other funds. Clients of UBB and PEAP received certificates worth 533 million kroons.

			The two banks merged in Põhja-Eesti Pank (PEP), which held in total 357.5 million kroons of certificates. Eesti Pank gave PEP 100 million kroons in cash in exchange for 100 million kroons of certificates, after which PEP had 257.5 million kroons of certificates, Eesti Pank had 100 million kroons worth, and the clients of the banks had 533 million kroons worth.

			The government bought all the certificates from PEP in exchange for 6-10 year bonds paying 10% interest, at a time when market interest rates on deposits and loans were 30-40% a year or even more. It then used the certificates to buy shares in PEAP with a nominal value of three million kroons from Eesti Pank. It also bought shares in UBB with a nominal value of 10.5 million kroons using the certificates. The government also increased the core capital of the bank by 30 million kroons to 43.5 million kroons using the bonds issued to PEP.

			By the end of the bailout operation, PEP had 300 million kroons of government bonds and 100 million kroons in cash and the 533 million kroons in claims by clients were removed from the balance sheet of the bank. The result of this was that the government had 244 million kroons of certificates, Eesti Pank had 103 million kroons, the former owners of UBB had 10.5 million kroons and the clients of the two banks had 533 million kroons worth of certificates.

			This meant that those who were hit hardest by the bank rescues were the former clients of UBB and PEAP, who had to cover some 60% of the hole left in the accounts. The market value of the certificates was estimated at the time to be a maximum of 5% of the nominal value, meaning in total they were worth less than 45 million kroons.

			While the rescue scheme may have been a practical one given the financial capacity of the Estonian state at the time, it was legally rather dubious.

			Urmas Kaju, the Eesti Pank lawyer who wrote the documents on the resolution of the banking crisis and the VEB fund, later explained that the purchase of certificates by the Estonian government from the two biggest holders of them, UBB and PEAP, in exchange for bonds with real value to capitalise the creation of Põhja-Eesti Aktsiapank broke the universal legal principle of equal treatment of creditors. Those who were not treated as equally were left with their certificates, meaning in strict legal terms that the Riigikogu of the time took a very relaxed attitude towards application of the law, as the certificates, like any other uncovered documents, were not even considered as securities, meaning that legally they had the same value as a police docket for something that has been stolen by robbers.

			He continued, however, that the financial environment where the banks and other economic agents operated would have been destroyed by the bankruptcy of two large commercial banks and also of the central bank, given that PEAP came from the foreign operations department, which was strictly speaking part of the central bank. That environment survived and continues to be known as the Republic of Estonia. He argued that at the time there was a state of emergency that justified the legally dubious pooling of claims in one fund, though in fact the decision pushed the legal claims of depositors into a more distant and uncertain future389.

			Later investigation showed that under cover of this uncertainty Eesti Pank and the VEB fund had participated in some dubious transactions that did not profit all of the creditors of the VEB fund. An investigating commission set up by the Riigikogu in 2014 found that rumours persisted that individual creditors had their claims settled exceptionally.

			An audit of Eesti Pank found that the bank had sent a letter to VEB on 5 April 1995 containing inaccurate data on claims by TSL, a Russian resident business, as TSL’s claims on the VEB fund at the time were zero, but on 5 April 1995 Eesti Pank put those claims at 32.3 million dollars. One of the documents submitted to back the claims proved to be a forgery, and the Estonian Forensic Science Institute suspected that the other was also a forgery.

			The final report of the commission390 concluded that the letter with false data was written because the managers of the VEB fund knew that there was no hope of the money from VEB being recovered through negotiations with Russia, and so they decided to take unofficial steps. It was possible to have the claims settled under Russian law by using TSL, a business resident in Russia, as a creditor of the VEB fund. The report found that after the negotiations with Russia failed, Eesti Pank as the administrator of the VEB fund should have looked for alternative ways of settling the claims of all the creditors. By using back door routes to find ways of settling the claims of only the government, Eesti Pank and a small group of companies, Eesti Pank was not treating creditors equally. The Riigikogu commission was however unable to discover whether anybody working at Eesti Pank or the VEB fund made a personal profit out of taking this approach.

			A wide range of assessments have been written retrospectively about the 1992-1993 banking crisis. Siim Kallas unsurprisingly considered the decisions taken to have been correct, saying that the radical steps and harsh decisions taken in the first months of the year laid the foundations for an overall improvement. Failing banks were closed, clients survived the financial losses, and the painful lessons forced bank managers to raise their levels of risk analysis rapidly, while bank reporting became more normal as supervision over the banks was started391.

			Foreign analysts generally agreed, with the World Bank saying that the authorities must intervene quickly and decisively when a banking crisis arises, while any help given to banks must come with strict treatment of the people who have caused the crisis, with managers removed and shareholders’ shares wiped out. The liquidation of the private Tartu Kommertspank in Estonia was done in a way that signalled to commercial banks that they would not be treated with kid gloves392.

			Others were more critical though, and a banker of the time Jüri Mõis argued that liquidity assistance would have saved Tartu Kommertspank but it was not treated fairly. It was suggested that although the bank was the most successful financially, it was liquidated while others were saved because its manager, Rein Kaarepere, had spoken out strongly against the central bank393.

			It has equally been argued that Estonia escaped from the crisis quite cheaply as the rescue of two banks cost 400 million kroons, which was 1.9% of GDP in 1993. Even with the liquidity loans to Tartu Kommertspank and other small banks that were not fully repaid, the cost would have been a little over 2% of GDP, and adding the 500 million kroons that the clients of UBB and PEAP lost would bring the total cost to around 5% of GDP. When the Finnish government had to rescue its banks in the early 1990s meanwhile, it spent some 10% of GDP doing so394.

			Eesti Pank’s moves to strengthen the banking sector

			In the year the kroon was introduced, Eesti Pank also had to support the national savings bank Hoiupank, which had been separated out of the USSR savings bank system with liabilities to clients, who were the majority of the residents of Estonia, but no assets or funds. These were supplied by Eesti Pank, which became the owner of 100% of Hoiupank in spring 1992. Eesti Pank required Hoiupank to hold the majority of its assets, enough to cover 100% of the deposit claims on it, at Eesti Pank, which then held those funds principally in German government bonds. Hoiupank received interest from the central bank on the money it held there, which allowed it to pay 7% annual interest to depositors, though this was a great deal less than was being paid at the time by other banks.

			Given these circumstances it was hard to believe that only a few years later Hoiupank would be competing to be Estonia’s biggest, best and most dynamic commercial bank. At the start of 1992 it seemed more probable that the low interest rates and narrow range of services would make depositors leave to other banks while Hoiupank quietly faded away.

			However, most Hoiupank clients did not run to other banks. The banking crisis of 1992 made clients appreciate much more the state guarantee that Hoiupank could advertise for its low interest deposits.

			In 1993 Eesti Pank started to turn Hoiupank, which it was essentially supporting, into a bank that could manage itself, by replacing the whole of the management and selling 30% of its shares to Hansapank to expand its equity capital, but this led to a court case between Eesti Pank and the government.

			This was because Eesti Pank had made offered the shares to the five strongest commercial banks, from among which Hansapank had been chosen. The government argued that privatisation law meant that Eesti Pank should have announced a public competition for the sale of the shares, but Eesti Pank responded that the free market was not yet ready to be given access to the shares of the banks.

			As neither side was prepared to back down in the argument, the government decided in October 1993 to take Eesti Pank to court to have the sale of shares cancelled. The court case dragged on and in May 1994 the court had still not started to consider substantive issues but a majority of ministers voted that the government should continue the case. It was only in July, once the banking sector had again caught fire because of the crisis at Sotsiaalpank and the Minister of Justice had changed, that the two sides managed to reach an out-of-court settlement. Eesti Pank made some concessions to the government but was the main victor in the case as the sale of shares was not cancelled.

			In March 1994 Eesti Pank promised to reduce the amount of money that Hoiupank had to invest in the state-guaranteed bonds of Eesti Pank or the government from 100% of the volume of private demand deposits to 60%, of which 10% was the mandatory reserve that all banks paid and 50% was a special reserve required only from Hoiupank. In August 1995 Eesti Pank agreed to reduce the special reserve of Hoiupank gradually to 0% by December that year, and Hoiupank started operating on the same basis as all the other commercial banks.

			In June 1995 the European Bank for Reconstruction and Development (EBRD) became a shareholder in Hoiupank, which at that time was a seal of approval in Eastern Europe395. This, together with some earlier increases in equity, meant that Eesti Pank now held 34.4% of the 93 million kroons of equity capital of Hoiupank, the EBRD and Hansapank each held 30.1%, and the bank’s staff held 5.4%. In December 1996, Hansapank sold the majority of its Hoiupank shares to the Swedish Föreningssparbanken, later renamed Swedbank, which reduced Hansapank’s holding in Hoiupank to 4.3%, while Swedbank held 12.5%, and in June 1997, Eesti Pank also decided to sell it shares to Swedbank. This led to conflict between the ambitious management of Hoiupank and the new majority shareholder Swedbank, but it was a sign of how successful Eesti Pank had been at helping its charge stand on its own feet after the troubles at the start of the decade.

			Eesti Pank started to introduce more effective financial supervision and regulation to strengthen banking in Estonia. First came additional prudential requirements and the biggest change was to the rules for borrowing. This had previously been governed only by the rule that the total debt of one borrower to the bank could not exceed the equity of the bank, but three more detailed rules had started to apply from April 1993.

			The first was that large loans exceeding 10% of the bank’s equity individually could not in total exceed eight times the equity of the bank, meaning the total value of large loans to equity could not exceed 800%.

			Secondly, the total value of loans, collateral, letters of guarantee or any other credit issued to one client could not be more than half of the bank’s capital, meaning the total debt of one client to the bank’s equity could not exceed 50%.

			Thirdly, loans that had still not been repaid 150 days after the repayment date had to be considered hopeless and written off, meaning the reserves held against loan losses had to be reduced by the amount of the loan, and if the reserves were not big enough then profit had to be reduced.

			A completely new set of rules for Estonian banking were those that regulated currency risk. These said that the net foreign currency position of the banks, which was the difference between their foreign currency assets and liabilities once futures transactions had been included, could not exceed 30% of a bank’s equity. The rules also applied to individual currencies, so that the net position in freely convertible foreign currencies other than the German mark could not exceed 10% of equity and the position in non-convertible currency could not exceed 5% of equity, while the position in the German mark was limited to 250% of equity. These rules were designed to prevent unmanageable losses building up if currency exchange rates were to move in the wrong direction.

			The rules regulating the ratio of equity to operations at banks were updated and made more detailed. These had earlier been quite primitive as equity had to be at least 5% of the liabilities of a bank to its clients. The new standard was called the capital adequacy standard and said that the own funds of a bank had to be at least 8% of its risk-weighted assets. The risk weighting gave the riskiest assets a coefficient of one and less risky assets such as government bonds a smaller coefficient.

			The second direction that Eesti Pank had been driving the commercial banks in from the middle of 1992 was towards increased share capital. A lot of banks had been forced to close or merge in early 1993 because they were not able to increase their share capital to 6 million kroons.

			The guidelines issued by the central bank in April 1993 required commercial banks to increase their share capital to at least 15 million kroons by 1 April 1995, to 25 million kroons by 1 April 1996, and to 35 million kroons by 1 April 1997.

			This requirement together with relatively high inflation and the general improvement in the economy in Estonia pushed the commercial banks to search enthusiastically for ways of increasing their share capital. By March 1994 the commercial banks in Estonia had plans to double their share capital by the end of the year more or less by around half a billion kroons396.

			It is probable that the majority of the banks would have succeeded in expanding their share capital to this timetable but on 2 September 1994 the Supervisory Board of Eesti Pank approved not only the share capital standards but also own funds standards for credit institutions, which raised the ceiling much higher, so that by 1 January 1996 banks had to have at least 50 million kroons, by 1 January 1997 they needed 60 million kroons, and by 1 January 1998 75 million kroons.

			One reason for adding the own funds requirements was yet another banking crisis, this time at Sotsiaalpank, because of which the central bank wanted to reduce the number of banks, on the assumption that it would be easier to control a smaller number of banks.

			A second reason was that the economy in Estonia had become much more stable by this point and there was less need to spend time fighting fires and more could be spent bringing Estonian laws as quickly as possible into line with those of Western Europe. Banks in the European Union were required to have at least 5 million euros, or 75 million kroons, of own funds.

			A third reason was that inflation was higher than expected in 1993 and 1994 at 35-40%, which made it relatively easy to meet the new standards. The growth in operations at the largest banks, like Hansapank and Põhja-Eesti Pank, meant that they were already looking in 1994 to increase their share capital to 150-200 million kroons.

			Not all experts on banking approved the Eesti Pank own funds requirements unanimously. Professor Mart Sõrg noted that countries with transition economies have a lot of banks and those banks are small, but forcibly merging those small banks to make them bigger does not only have positive results but sometimes also negative ones. The IMF and the World Bank had recommended that Bulgaria merge its 80 banks into 8-10 large banks in 1992 and had even set up an agency to manage this, but in 1993-1994, 50% of the loan portfolio of Bulgarian banks consisted of uncertain loans, and later the state monetary and banking system and economic reform were not performing successfully. Although this was not necessarily directly because of the forced mergers of the banks, some were tempted to see such connections397.

			One of the reasons for the increase in capital requirements was Sotsiaalpank, which had become the largest bank in Estonia after the previous banking crisis of 1992, and was now to put the updated system of banking supervision to the test.

			The crisis at Sotsiaalpank

			The managers of Sotsiaalpank first noticed possible signs of danger from outside the bank in early spring 1993. The Ministry of Finance announced that it wanted to manage the state budget only through Põhja-Eesti Pank, which was fully owned by the government, while Sotsiaalpank was a commercial bank with mixed ownership398. The state budget and money from state budget institutions accounted for about a fifth of the balance sheet of Sotsiaalpank in 1993.

			Events took a turn for the worse at Sotsiaalpank a year later in winter 1994, as the government moved from thought to action. The government was not convinced to change its mind by the proposal of Sotsiaalpank that it would start to pay interest of 4-6% a year on government accounts and would make money transfers and provide other services for free. The Ministry of Finance informed Sotsiaalpank that all government money would be taken out of the bank over the next four months.

			Sotsiaalpank was not ready for this and the amount of state money on the balance sheet of Sotsiaalpank was even larger at the start of 1994 than it had been the start of 1993. Eesti Pank Governor Siim Kallas complained to the government that without giving any explanation the Ministry of Finance had not kept its promise of running a competition between the banks to hold funds from the state budget and it had essentially been impossible for Sotsiaalpank to make any bid399. The government ignored this criticism though, and money continued to flow out.

			Eesti Pank made Sotsiaalpank sell some of its branches in order to raise liquid assets, and so on 12 August Sotsiaalpank sold five branches with their assets and liabilities and one office to Põhja-Eesti Pank, Tööstuse ja Ehituse Kommertspank, Ühispank and Innovatsioonipank. To the satisfaction of Eesti Pank, Eesti Tööstuse Arengu Pank, or Arengupank, became involved in Sotsiaalpank, as it had ambitious owners who were among the largest industrial companies in Estonia and who were unhappy that their bank was one of the smallest in the country.

			The sale of the branches and the Arengupank transaction did not change much for Sotsiaalpank, and insufficient funds were added. Even the 70 million kroons in liquidity assistance that Eesti Pank transferred to the Sotsiaalpank account at the start of August did not help, as clients, including the government, continued to withdraw money from the bank.

			This left Eesti Pank with little choice but to declare a moratorium on Sotsiaalpank, and on 16 August the Eesti Pank Supervisory Board ordered all withdrawals from the bank to stop. The intermediate report on the operation of the moratorium showed the bank had 51 million kroons in uncompleted settlement liabilities, and total liabilities to clients of 320 million kroons.

			Eesti Pank revalued the 77 million kroons of Sotsiaalpank share capital that was covering loan losses at 7.7 kroons and invested 38.5 million kroons into the bank as equity. A month and a half after the moratorium was introduced, on 26 September, Sotsiaalpank started operations again under new management, who were mainly members of Eesti Pank staff. Eesti Pank did not entirely push the former owners of the bank aside, and in late autumn it invited them to make a new monetary injection to regain their previous share of ownership, but few of the former owners chose to do so.

			In the following months the managers of Sotsiaalpank attempted to regain the trust of clients but to the disappointment of Eesti Pank, Sotsiaalpank did not start to earn any profits, and efforts to sell the bank to somebody went nowhere. In consequence, Eesti Pank announced on 15 March 1995, a little less than half a year after Sotsiaalpank had reopened, that the majority of the bank’s assets, liabilities and private clients would be given over to another state-owned bank, Põhja-Eesti Pank. The worst of the loans and the liabilities built up to Eesti Pank since September 1994 would stay at Sotsiaalpank until its activities were wound up, and the bank would become an office for reclaiming bad loans.

			The lending office for reclaiming hopeless loans was not expected to perform any miracles, but the results were even worse than had been expected and the money that was reclaimed was barely enough to cover the costs of running the office. Eventually the office went bankrupt and closed down.

			The way that Eesti Pank and the government treated Sotsiaalpank did not receive as much approval from economic analysts as their handling of the 1992 banking crisis did.

			The World Bank wrote in 1996 that the message given by the bankruptcy of Sotsiaalpank was not as clear for bankers as the message of the 1992 crisis was. The managers of Sotsiaalpank had clearly made major errors, but Eesti Pank gave it liquidity assistance and looked for other ways to rescue the bank, and though the liquidation of the bank at the end sent a harsh message, the earlier manoeuvring rather softened it400. The Sotsiaalpank crisis was not seen as being as serious as the previous one though, as it did not affect such a major part of the banking system and there was no threat to the system as a whole.

			Hansapank and Hoiupank were quite critical of Eesti Pank in their assessments at the end of 1994401, saying that the problems at Sotsiaalpank became relatively clear after the decision in spring to withdraw the state budget money, and that Eesti Pank should have been aware of the state of the loan portfolio of the bank. They noted that Eesti Pank had declared since the spring that it was keeping an eye on Sotsiaalpank, and that all this showed that Eesti Pank was not up to the task and had failed to prevent the crisis, and that its failures had seriously affected confidence in banking in Estonia. They complained that Eesti Pank gave the impression of acting without a plan and of improvising, and that its supervision of the banks was not good enough.

			Both of these opinions suggest that the fundamental cause of the Sotsiaalpank crisis was the irresponsible lending policy of the bank’s managers. As always, some conspiracy theories circulated, suggesting that the government or Eesti Pank or Hansapank or somebody else had simply wanted to do away with Sotsiaalpank, but these cannot be taken seriously, especially in retrospect, given that some 200 million kroons of loans in the 500-million-kroon loan portfolio of Sotsiaalpank in July 1994 were very difficult or impossible to recover.

			Mart Sõrg, who was a member of the Eesti Pank Supervisory Board and later its chair, wrote in 1999 that the banking problems were caused not only by the difficulties in the economy, but also by a lack of experience and of ethical baggage.

			“Identifying new risks in good time and reacting to them adequately was made harder by the youth of the middle and top managers of the recently created banks. It was quite common at the time for university graduates to go straight into a job as a head of department in a bank. It was not at all unusual that people would work at a bank while still studying at university, so they had not enough time or energy to gain a proper education and nor to go deeply into risk management. Some of these young people did fulfil the hopes placed in them, but if the key positions in the banks were all filled with inexperienced people, the critical thinking that was so characteristic of the older generation would tend not to be applied much.

			The rich soil for converting entrepreneurship or skulduggery into large amounts of roubles, dollars or kroons was at first dependent on an attitude that the state or state ownership was something that could legitimately be resisted or even defeated, and even should be so in certain cases such as undermining the dominant position of Moscow.

			The leaders of state companies and local officials showed ingenuity in getting round the laws or exploiting them for their own benefit. One of the most common tricks was for managers to set up a small company of their own, which was primarily intended simply to suck the parent company dry.

			The questionable ethics of the behaviour of bank owners and employees that were revealed by the bankruptcies and scandals at banks showed the need to raise the ethical standards of the banking system in order to make it more trustworthy. For this reason, a clause was added to the credit institutions act at the end of 1994 that required credit institutions to follow best banking practice in monitoring their loans.

			Looking though at whether banks informed their clients and the public adequately about their actions and their problems revealed both baseless self-congratulation such as promotion of non-existent internationalisation projects that were presented as being rock-solid, and attempts to hide any negative information. This is shown in interviews and reports with banks, which portray everything as fine or at least getting better, when in fact it later became clear that things had been catastrophic for a long time”402.

			The Sotsiaalpank crisis was very much smaller in scale than the 1992 crisis. The state was not able to rescue all the deposits of bank clients in 1992, but in 1994 it had the financial capacity to do so. Sotsiaalpank was the first bank since Estonia regained independence to go bankrupt without causing depositors to lose their deposits.

			The case of Sotsiaalpank was a major influence on the credit institutions act that came into force at the start of 1995 and that the central bank finished drafting during the banking crisis, and it also affected the prudential standards for banks.

			Accusations were levelled that the entire law was written on the basis of one single case403, and this was accepted to some extent by one of the authors of the law, Raimund Hagelberg, who noted that because the law was written at a time when problems had arisen at Tartu Kommertspank, Sotsiaalpank and others, it tended to be stricter in regulating the operations of banks404.

			The fight against inflation and speculation

			Inflation was high throughout this whole period, and though it was no longer the hyperinflation seen during the monetary reform, it was still in double digits and rapidly reduced the reserves of the kroon.

			A report in Finland in 1994 by Seija Lainela and Pekka Sutela warned that inflation, especially in the sector that was not exposed to competition, was rapidly dissolving the competitive advantage that low costs provided. It said that the economy would now need to start moving towards becoming competitive through higher quality and efficiency, and that this would be the next major challenge not only for Estonia but for the other Baltic states too405.

			Estonian economist Raimund Hagelberg agreed that the work of processing foreign goods on the back of the relatively low cost of Estonian labour would inevitably be reduced by higher wages in the future, and so Estonia needed to search hard to find ways of using its production capacity better and more competitively406.

			Eesti Pank, which had to rebut the suspicions of both Estonians and foreigners that competitiveness in Estonia could not rise at the same rate as prices and so the kroon would have to be devalued, noted in 1994 that bringing the Estonian price structure into line with the international one was an objective and inevitable process given the distortions of the planned economy, which did not adequately account for the real world prices of various production inputs407. Examples of this included the extremely low price of energy in the planned economy and various other subsidised goods like utilities and rent.

			Although devaluation was whispered about more and more often outside of the central bank, Eesti Pank itself did not make any reference to it, but referred instead to various options for reducing inflation. One of these options was a revaluation of the kroon that would raise its value against those of other currencies, with discussion centring on a rate of one German mark to four Estonian kroons. Such a revaluation would have raised the international prices of goods and services produced in Estonia, at least in the short term, and would have reduced the prices in kroons of imported goods and services. Those arguing for revaluation said that prices rising at different rates in different sectors were the right circumstances for an administrative rise in all prices and wages measured in foreign currency.

			Eesti Pank rejected this idea, saying that unless the revaluation was accompanied by an increase in the Eesti Pank gold and foreign currency reserves, the kroon would no longer be fully backed and the current monetary system would not be preserved at all. Moving to an exchange rate of one Deutschmark to four kroons in April would have meant that Eesti Pank needed a further 3,910,262,729 kroons and 82 sents of foreign currency reserve and such a monetary policy step would have left a lot of the Estonian commercial banks unable to continue in business. A lot of their liabilities, such as customer accounts, were in kroons and would have had to be matched against assets that were largely made up of deposits and investments in foreign currencies or loans to exporting companies408.

			It also noted that a 100% revaluation of the kroon would quite probably cause the Estonian economy to collapse, but even a smaller revaluation would have serious consequences as increased imports and smaller exports would increase the balance of payments deficit and foreign investment and confidence in the kroon would fall sharply.

			Eesti Pank economists argued that those supporting a revaluation should look at the example of the East German economy, which collapsed despite the substantial assistance given by West Germany409.

			A second possible tool was a reduction in the money supply through Eesti Pank open market operations, by which Eesti Pank would start to buy up the money that was circulating in the Estonian economy. Central bankers found that an operation big enough to be successful would be more than Eesti Pank could manage, as the interest rate on the bonds issued to buy up the money would have to be much higher than the interest rate that Eesti Pank could earn in order to avoid volatility. Furthermore, the total of assets backing the kroon would not have been enough to pay the minimum amount of interest needed to affect the money supply on a global scale.

			A third suggestion was that the money supply could be reduced through fiscal policy. Eesti Pank poured cold water on this though, saying that the funds built up through taxes would only reduce the money supply for taxpayers if those funds were ultimately removed entirely from the economy and placed outside Estonia. Taking this step alone would undoubtedly reduce the efficiency of the economy and lower living standards in Estonia410.

			A fourth option was to raise the mandatory reserve requirement that Eesti Pank demanded of the banks, as this would reduce lending by the commercial banks and so restrain growth in the money supply, and hopefully also inflation. Eesti Pank rejected this too, as the consequence of a rise in the mandatory reserve would be that local banks would be less efficient, meaning that interest paid on deposits would be lower and interest rates on loans would rise. As this would hit only one of the sources of growth in the money supply, and not all of them, then rather than reducing inflation it would simply make it harder for the local banking sector to develop411.

			Overall the monetary policymakers at Eesti Pank concluded that inflation in Estonia was largely caused by rapid growth in the local money supply that came mainly from inflows of foreign currency. They said that inflation is self-correcting under a currency board system, though its dynamics are hard to forecast. In the meantime, it is important to maintain sensible fiscal and monetary policies so as to bring the inflation rate down through convergence of real and nominal exchange rates412.

			Within a year or two clear signs appeared that the self-correction theory had proved right, and the international media started to talk of Estonia as a Baltic Tiger.

			The investment bank Daiwa wrote in August 1996 in a report entitled A Tiger in the Making that having carried out a wide range of reform, Estonia appeared to be ready for a period of economic growth built on exports that would push it even further out in front of its Baltic neighbours. Estonia’s geographical location had given rise to a boom in re-exports that was reminiscent of Hong Kong, while the arrival of several large US corporations indicated that foreign investment would continue to arrive413.

			A report a couple of months earlier by Nomura was a little more restrained but equally optimistic, noting that the combination of a state budget surplus and the currency board system had created a fixed macroeconomic framework that could repair the errors caused by the planned economy. It said that integration with the Swedish and Finnish economies would advance the rapid changes in manufacturing and foreign trade, and this would be seen in growth in productivity and exports and in an orientation towards the Scandinavian and Baltic region that would encourage trade. Privatisation had proved particularly successful, and had placed a large part of the economy in private hands and encouraged large inflows of foreign capital. The report concluded that although Estonia had not fully escaped from its Soviet heritage, the reforms planned for the future confirmed Estonia’s position as one of the most successful of the transition economies.

			Official statistics did not yet reflect these great hopes in 1996. There was no great growth in industrial output, while inflation remained high, and foreign direct investment was declining as the peak of privatisation had been passed in 1994 and 1995. However, there was a sharp rise in portfolio investment as a securities market was created and a stock exchange opened.

			While almost all foreign economists and most Estonian ones were pleased with the economic figures, people living in Estonia remained critical. This was because foreign analysts took a broader perspective as they were looking at Estonia in comparison to other economies in transition, and they had little emotional engagement in the Estonian economy as it did not directly affect them. Estonians were less satisfied because falling inflation without any unsustainable leap in debt did nothing to satisfy their optimistic expectations, never mind the promises made by politicians, as Raimund Hagelberg explained414.

			The opinions of foreign economists produced not only warm words but also actual flows of money, and the largest commercial banks in Estonia became able to access new forms of financing from abroad in 1996. This was seen in the very rapid growth in the loan portfolios of the banks. It was also significant that loan maturities became longer, as this meant that companies that had earlier had to make investments with their own funds could now start to finance investments through bank loans.

			In 1997 the official figures for growth in the economy also started to illuminate the Baltic Tiger, as growth reached 10%. The growth in quarterly exports over the same quarter of the previous year leapt from 20% to 40%, while inflation fell to below the rate of increase in nominal wages.

			All this was accompanied by a sharp widening of the current account deficit in the balance of payments from a moderate 4.4% of Estonian GDP in 1995 to over 10% in 1997. This meant that Estonia was using foreign capital to finance a rapidly growing share of its investment and consumption, and the conditions were becoming ripe for a new type of problem that Eesti Pank had not yet come across as it solved crisis after crisis.

			CHAPTER 10. THE ROAD TO THE WAITING ROOM FOR MONETARY UNION

			In 1997 the Estonian kroon was approaching its fifth anniversary and the country was making efforts to start its accession negotiations with the European Union, but the year started for Eesti Pank with a political scandal. Relations between the political party that had been in government since autumn 1995 and the Reform Party set up by former Eesti Pank Governor Siim Kallas were becoming more tense. Kallas’s opponents delivered documents on the failed transactions of Põhja-Eesti Pank in 1993 to the police, and also leaked them to the press, raising questions about the merger of Eesti Ühispank and Põhja-Eesti Pank, which was owned at the time by the government and Eesti Pank.

			Newspaper headlines in January 1997 accused Eesti Pank of hiding transactions worth millions and of losing millions through Siim Kallas’s participation. In question was a loan of 10 million dollars by Eesti Pank to Põhja-Eesti Pank in autumn 1993 that PEP then lent on at an interest rate of 25% for one year and a day to the Swiss registered firm Paradiso SAL. PEP got two million dollars of the money back in interest payments, but the other eight million was lost.

			Transactions like this were not uncommon in banking in Estonia in 1993, though most of them proved unsuccessful. The Minister of Finance in 1997, Mart Opman, who had earlier managed a bank, said that his bank had received seven or eight similar proposals in summer 1993. It had replied to all of them that it needed some time to think and to look into the background, and none of the proposals were ever followed up. He said it was very difficult to believe that one of the men behind the transactions, Abram Sher, who was known all over Tallinn, had managed to persuade people to believe him415.

			Because PEP had received the money for the transaction from Eesti Pank and the contact details for the transaction partners had been passed on by a lawyer at Eesti Pank, Urmas Kaju, it was easy for political opponents to lay the affair at the door of Eesti Pank and Kallas rather than Põhja-Eesti Pank.

			A member of the Eesti Pank Supervisory Board, Mart Sõrg, worried that the bank’s image had been tarnished as even university students were writing dissertations criticising the central bank, which reflected not so much their own personal opinions but the attitude of commercial bankers to Eesti Pank416.

			Other members of the Supervisory Board also worried enough that they instructed Eesti Pank Governor Vahur Kraft to clean up the administration of the bank, clarifying the procedures for issuing authorisations, signing contracts, taking on financial liabilities, and storing documents.

			In the years to come it was the affair of the 10 million dollars that was the main stain on Kallas’s reputation, even after he was found not guilty by the courts in 1999 and 2000417.

			The chairman of the Eesti Bank Supervisory Board at the time, Uno Mereste, said that prior to this affair he had considered everybody who had worked to keep the Estonian monetary system functioning smoothly as completely dedicated partners in that task. He now felt though that he had been too romantic and naïve in this belief and he started to doubt other people and even have suspicions about some of them, although he had no particular information about them and was probably wrong. He said that bank staff noted that he had become much stricter in chairing meetings of the Supervisory Board and some thought he had been too pedantic, and he also noticed how some outsiders seem to suspect anybody who had any dealings with the management of the bank, which was very upsetting418.

			Floods of foreign money

			The 10 million scandal caused a great storm in the local media, but it was far from the most important subject in the economy at that time. Much more important was the start of the massive inflow of foreign capital and the launch of the securities exchange, which started in 1996, when the total value of bank loans increased by 71%. Lending increased further the next year, as flows of cheaper long-term money became available from international capital markets and from the growth in private deposits. Housing loans became more common and banks started to offer loans to young families and young teachers, loans for travel or medical costs, and various consumer loans, together with other loan products that were unavailable in the first half of the 1990s.

			There was also strong growth in loans in foreign currency during this time, and their share in the loan portfolios of the banks increased in 1996 from 12% to 32%, and to as high as 60% in 1997. This meant the banks were passing on more and more the currency risk from foreign currency loans to their clients. Eesti Pank noted in spring 1997 that more than 70% of the loans in foreign currency were in German marks, so the continuation of the monetary policy based on a fixed exchange rate meant that the exchange rate risk for those loans was minimal419.

			The first credit boom in Estonia since independence was regained coincided with a stock-market boom. From when the exchange opened in June 1996 to its peak in August 1997, the Tallinn stock exchange TALSE index climbed by 393%, with Hansapank shares climbing 427%, Hoiupank shares 642%, and Ühispank shares 665%.

			Such rapid growth in loans and the booming stock market worried Eesti Pank. Eesti Pank and the government received advice and guidelines from the International Monetary Fund, with whom they worked very closely in those years. They followed the memoranda of the IMF, which set targets for economic policy in Estonia and laid out ways of achieving them.

			The IMF missions came to Estonia once a quarter, firstly to help formulate the programme and then to observe and support its implementation. The provision of technical help became more and more important, and after the banking crisis it focused mainly on reforming the banking and financial sector and on strengthening supervision, while attention was also paid to fiscal and tax questions and to increasing statistical capacity420. The Baltic states took the advice from the IMF much more seriously than some other countries in transition, and they took an active role in developing the economic programmes and in carrying them out in full.

			Eesti Pank took its first step to control the credit and stock-market boom in April 1997, announcing measures to ensure the balanced development of the banking system. It announced that the capital adequacy rate would rise on 1 October from 8% to 10%, on 1 July the risk weight of amounts lent to local governments would rise from 50% to 100%, and changes would be made to the methodology for calculating the capital adequacy and reserve requirements.

			It said that the more smoothly the adjustment to changes could be made, the better able the Estonian economy would be to develop to its full potential and the earlier the whole of society would benefit. The more the banks intermediated inflows of capital, the more exposed they would be to the volatility of foreign capital, and the greater would be the risk of the Estonian economy overheating421.

			However, the commercial banks had set the machinery of foreign financing running at high speed, and it was not easy to slow it down. In any case the bank did not particularly want to do so, as this could have left them falling behind their competitors.

			Newspaper headlines in June said that a river of money was flowing out of the doors of the banks422, as the four largest commercial banks in Estonia had made transactions with Western countries to borrow 2.4 billion kroons in the spring and wanted to sell that money onwards to local businesses. The banks said there were a lot of good projects for financing, but the central bank was starting to wave a warning finger, and the newspapers wondered whether the unexpected flow of money would make the wheels of the Estonian economy turn or steer it into a bog.

			Another factor that raised optimism was the opening of the doors to the European Union. This could be felt even before the official announcement of the invitation to accession negotiations, when discussions started in advance of the fifth anniversary of the kroon about whether the kroon would ever make it to see its 10th birthday, because Estonia would join the European Union before then and by that time the euro would already be in use there.

			Eesti Pank found that the measures announced in the spring started to affect the banking market in August and September, but the change in circumstances did not affect behaviour in the Estonian financial sector significantly and the intense competition led banks to postpone any strategic adjustments423.

			In mid-September Governor of Eesti Pank Vahur Kraft urged caution on everyone, noting that the success of the time could cause problems in the future. The deepening of the current account deficit was the clearest sign of macroeconomic danger as Estonia was not earning enough income to cover its demand for consumption and investment. 

			He said that assessing risks and foreseeing dangers had to start at the level of individual people and companies, and the more conservative that level was, the less likely it was that the economy would suffer a shock. People had to ask themselves all the time whether they would have enough money to pay back their loan or make their lease payments even if the economy were to take a turn for the worse. However, the role of the private sector should not be overestimated, as the difficulties were being caused at the macro level by competition pressure and by some degree of irrational exuberance. He noted that people often said the reason for taking out a new car lease was the age and make of their neighbour’s car rather than their own expected future income and this meant it was wisest for the state to take a stabilising role to minimise dangers.

			He said the state should start to turn its attention again to macroeconomic measures, as the current stage of development was seeing new risks arise, which were a major challenge for those setting economic policy and for society as a whole424.

			Kraft wrote that the impression given in recent public debate that Eesti Pank played a major role in the macroeconomy and the government only a small role was not correct, and attention should instead be directed to the powers the government could wield through its fiscal policy. Eesti Pank recommended that the government run a budget surplus and build up reserves so that it would not become necessary to raise taxes if the economy were to turn down425.

			He said that the measures taken by Eesti Pank could actually act in the opposite direction to what was intended if foreign investors interpreted the strengthening of the financial system as a sign that it was quite safe to invest even more capital in the country.

			In fact, foreign investors soon started to withdraw short-term capital from Estonia, as they had a little earlier from South-East Asia, and to speculate against the fixed exchange rate in the hope that it was about to break.

			Foreign investors were scared, or encouraged depending on their goals, when the exchange rates of several South-East Asian currencies that had earlier been fixed to the dollar plummeted like stones, as stock markets became very volatile in those countries before taking a clear turn downwards in October.

			Speculation against the kroon, which had been slowly increasing since the start of September, increased dramatically in October. For the first time since the kroon was introduced, the liabilities of Estonian banks in German marks both on their balance sheets and off balance sheet in the form of forward transactions and similar, exceeded their assets in German marks, and the gap reached 2.5 billion kroons at the peak of speculation. A devaluation like those in South-East Asia would have caused the banks in Estonia to lose around a billion kroons, but maintaining the exchange rate gave income of around 100 million kroons as interest rates rose for the Estonian kroon.

			On 23 October the TALSE index on the Tallinn stock exchange fell by 15% in one day, and in the next four weeks it fell by more than 10% on three more days. By 20 November the TALSE was down 54% on its level of 22 October and 62% on its peak of 29 August. Other exchanges where Estonians had invested also dropped, with Riga down 33%, Vilnius down 23%, and Moscow down 34%.

			Eesti Pank issued a reassuring announcement on the first day of the fall, saying that the fall in the share prices of the banks was expected to end the period of overvaluation in the stock market without significantly affecting the positions of long-term investors, and that the currency board underpinning the Estonian monetary system offered sufficient protection for the credibility of the kroon. It said of rises in interest rates that the tensions in money markets in recent weeks were temporary in nature and caused mainly by the failure of larger banks to plan their liquidity.

			The next day additional measures to ensure the stability of the financial system were announced, which mainly involved increases in various reserve and capital requirements. The government followed a similar line, announcing that it would continue to direct money to the stabilisation fund that had been set up in the summer in expectation of faster economic growth at the recommendation of the IMF.

			The Deputy Governor of Eesti Pank, Peter Lõhmus, told the Supervisory Board that the measures that had been announced were not actually crisis measures, as they had already been agreed in the IMF memorandum and would have been introduced in any case. The Governor added that Eesti Pank was trying not to overreact in statements so as not to cause any great panic426.

			The growth in speculative attacks against the kroon stopped in first few days of November. Eesti Pank said this was because the ability of market participants to speculate was limited by the internal risk limits set by investors and by the local banking sector, and that the currency board system meant the local banking sector was not able to turn automatically to the central bank to finance the speculative pressure. The Estonian currency board system required all the loans and guarantees issued by Eesti Pank to be covered by the foreign currency reserve, and so it was neither able nor required to issue relatively unlimited liquidity loans to the banks in the same way as most other central banks. Eesti Pank also considered that the interest of market participants in taking speculative positions was limited by the rises in market interest rates and in future transactions prices, and also by the general stabilisation of the situation427.

			Eesti Pank and the government issued a joint press release on 7 November stating that there was no reason to believe the sharp fall in share prices and the rise in interest rates would deliver a serious blow to the economy or would reduce confidence in the financial sector. Rather they considered that the developments were beneficial as they would reduce excessive optimism in the economy.

			This announcement was not only intended to calm the public and as Deputy Governor of the bank Peter Lõhmus told the Supervisory Board at the end of November, the policy of the central bank had been successful and the banks had managed to survive through the critical days. He said they had succeeded in sending a serious signal to the outside world that everything was under control, and the local banking sector had understood that the turbulence was caused by their excessively expensive growth428.

			He predicted to a conference around the same time that how the fall in the stock market and rising interest rates would affect economic activity depended on how farseeing the business plans of companies and banks were and on what stakes had been invested in the stock exchange and its overheating. He noted that perfect information on the functioning of the financial market was needed if an adequate picture was to be gained of what was happening, and that this would require efficient supervision, not only of the banking sector. This comment turned out to be quite prophetic in the end.

			The first five or six months after the stock market crash seem to support the views of the optimists. Interest rates on loans issued to businesses in November and December rose on average by some four percentage points, more on short-term loans and less on long-term loans, but there was no major change in access to lending and the turnover of credit was the same as in the months before the crash. Interest rates came down in February, though they still remained a couple of points higher than before the crash. Things were less good for loans to private individuals, as the turnover of such loans was 40% less in the months following the crash than it was in September.

			The main topic of discussion in banking in those months, once the crisis was seen to have ended, was the political argument around the appointment of the Chair of the Eesti Bank Supervisory Board, as the mandate of the then Chair, Uno Mereste, ended on 12 December.

			Estonian President Lennart Meri proposed the economist Raimund Hagelberg as Chair, but this was rejected by the Riigikogu. The political party representing farmers complained that Eesti Pank had consistently refused to create sufficient credit facilities for the rural economy in the form of a long-term loan bank that would issue loans for 50 years at an interest rate that would suit the profit margins in agriculture.

			It argued against internal promotions where the new Chair of the Eesti Bank Supervisory Board would be a current member of the board, and said that there was too much continuity and things could not be allowed to go on like that429.

			Other politicians were also unhappy with Eesti Pank, and in a secret ballot Hagelberg got 40 votes while 47 were against, so no chair was appointed for the board.

			In May 1998, President Meri proposed Professor Vello Vensel of Tallinn University of Technology as a candidate, but this did not even get as far as a vote in the Riigikogu. This was because Vensel did not conceal from the politicians in meetings with them that he wanted to keep them away from the Supervisory Board of Eesti Pank and the reaction of the parties made it clear that rejection was certain in any vote.

			In June 1998, just before the mandates of the whole Supervisory Board ended, President Meri proposed Mart Sõrg, a Professor of banking from the University of Tartu, and this was just passed by the Riigikogu with 41 votes in favour and 39 against.

			A new banking crisis

			After this the next banking crisis erupted, one which had started with the stock market crash. The banks most affected were Hoiupank, Tallinna Pank and especially Maapank.

			The problems at Hoiupank were the least expected. The bank had grown out of the Soviet savings system and under Eesti Pank’s leadership it had successfully stood on its own feet and become the leader in the banking market not only by size but also for its innovation and ambition. The stock market crash proved fatal to the ambitious plans of the management of the bank, headed by Olari Taal, who were unhappy with Eesti Pank’s plan to sell its Hoiupank shares to Swedbank, which already owned 12.5% of Hoiupank that it had bought from Hansapank. They wanted to buy Eesti Pank’s block of shares themselves.

			The managing director of Hoiupank explained that they felt the supervisory board was intervening more and more in the day-to-day running of the bank and so to balance the hegemony of Swedbank, the Hoiupank team wanted to increase the participation of the bank’s employees in its ownership430.

			When Eesti Pank sold its block of 7.4% of the shares to Swedbank, HTAS, which was the company representing Hoiupank staff, decided to buy as many shares as possible in the planned public offering in autumn 1997. It also became the first underwriter of the issue, promising to buy 1.5 million shares if the issue was under subscribed.

			The stock market crashed during the second half of the subscription period and so the issue was under subscribed and the HTAS guarantee kicked in. HTAS had to buy 1.5 million shares at a price that was well above the market price following the crash, and to do so it took a large loan from the Japanese investment bank Daiwa, with the shares and a guarantee from Hoiupank as collateral. By doing this the HTAS management, which was also the management of Hoiupank, moved the risk of its own transaction onto all the Hoiupank shareholders. They later explained that they thought there was nothing to worry about because a guarantee fee of 45 million kroons would be received and HTAS had other assets besides431.

			The Hoiupank management kept the Daiwa scheme to themselves, with the managing director later admitting that it would have been more normal to have informed the supervisory board of the transaction, and that in retrospect it was hard to explain why this was not done. He said the main problem was probably tensions that had emerged between management and the supervisory board that were later compounded by a psychological block432.

			The Hoiupank management were able to hide the transactions of autumn 1997 from Eesti Pank and its banking inspectors for almost half a year. Neither did the transaction emerge at first during the merger negotiations between Hoiupank and Hansapank, which had to clear many obstacles but finally ended in a decision to merge the two banks. Pressure from Eesti Pank played a large role in all this, because the central bank was worried that the way Hoiupank was managed would deteriorate.

			Feverish merger negotiations were going on at the same time at the Tallinna Pank. This bank was bought to the surprise of many by Ühispank, to which a large part of the Tallinna Pank staff were deeply opposed. The staff felt they had better qualifications than the Ühispank staff, and though they were offered jobs at the new bank they did not all accept them, as they simply could not see themselves working there433. Competition was fierce within banking in Estonia.

			Eesti Pank was happy to approve both the transactions as there were now fewer subjects for supervision, and those that were left were assumed to be stronger. It said that competitiveness would now be strengthened in the Estonian banking sector, and that new opportunities would appear for further strengthening of banking in Estonia and for stable development of it434.

			Things did not go so well for Eesti Maapank, which had been created in early 1996 to meet the raised capital requirement of 50 million kroons by the emergency merger of Maapank, Virumaa Kommertspank, Rahvapank and Keila Pank. Of the four, Maapank had been close to bringing in foreign investors, though Eesti Pank had not given permission for this as the sources of funds and planned transactions were unclear.

			The preliminary unaudited data suggested the four banks should have created one bank with 83 million kroons in capital, with unaudited profit of three million kroons in 1995. Audit results however showed the three million kroons of profit were actually a loss of 27.3 million kroons, and the capital of the bank was reduced to 52.6 million kroons, which only just met the requirements for own funds, though not the capital adequacy requirement. The auditor thought it necessary to create a provision of 30.3 million kroons to cover the loan portfolios of Rahvapank, Keila Pank and Maapank435.

			The Ministry of Finance and Eesti Pank ordered analysis from a Danish economist, Eigil Molgaard, who concluded it had been a mistake to create the bank and the losses to society would have been less had the four small banks each been closed separately. The supervisory boards of the four banks had not recognised the financial risks in merging and so had not signed lasting or binding contracts covering the most important issues. The real risks to the four banks from loans and provisions that had to be written off were not made public, though it could be that the former managers hid them deliberately, as the true financial position of the bank was calculated in early 1996 and it became clear that the bank was on the point of collapse436.

			Despite the problems it had inherited, Maapank gradually began to have a more promising future. After the post-merger audit the equity of the bank was raised to the necessary level, though the way it was done resulted in the managing director and shareholder Malle Eenmaa later being sentenced to prison for corruption, as she recorded 29.5 million kroons from the American agricultural assistance fund under the equity of Maapank while she was a member of the supervisory board of the fund at the same time. In 1996 nobody saw this as a problem, and the head of banking inspection said that the capital adequacy of the bank was 8.01%, which met the requirements, and this was because of capitalisation from agricultural funds, adding that the bank had always had its own market sector in Estonia and this would remain case in the future437.

			After negotiations that had lasted for around a year, the European Bank of Reconstruction and Development (EBRD) took a 19% stake in Maapank in May 1997. Following the EBRD, investment in the equity of the bank came from the Baltic Fund, which collected money from investors interested in Baltic companies, while the Swedish development aid fund Swedfund gave subordinated loans that could be considered as bank equity in the calculation of prudential norms. Maapank could have turned itself into a newly capitalised bank by reforming and strengthening its core business, but instead it threw itself into promises of easy returns from the stock market. The Danish report said that the management and the supervisory board had failed to build a strong and effective organisation, and some of the constantly changing members of the management did not even want to do so. The management and the supervisory board had no professional background or experience of managing a bank with a wide network of branches. It criticised the stock exchange investments, saying that it had attracted some managers who probably did not want to manage a bank or run its organisation, administration or internal control, but wanted access to the bank so they could play their own games there. One of these games was financial investment by the bank, which started in October 1997 and ended in catastrophe438.

			The outcome for Maapank was more politically sensitive than what happened to other banks, and the political leader of the farmers, Juhan Telgmaa, told the Riigikogu that it had found its own niche that other banks did not want to fill or even ran away from. He said that Maapank was the only bank with branches in villages and communities across Estonia, and although those branches did not earn much income for the bank, or even were doing well to break even, they had an important role to play in regional policy. He asked whether Eesti Pank would recognise the important role that Maapank played in filling a niche in regional policy and would find some way of giving more support to Maapank as a provider of important services to people in the country439.

			Vahur Kraft, the Governor of Eesti Pank, responded that he could see no reason why Maapank deserved any special treatment and he noted that several other banks had a network of branches that was as big as, or even bigger than, that of Maapank.

			Many politicians continued to distrust Eesti Pank though despite this, because of the major clean-up in the banking market in three years following the monetary reform, the 10 million dollar affair, the Hoiupank Daiwa scandal, fear of consolidation in the banking sector and especially the merger of Hansapank and Hoiupank to create a potentially very powerful bank, and even accusations that the EBRD was investing in the share capital of several Estonian banks because it wanted to kill off competition between banks.

			Even after the stock market crash, it was still hoped that Maapank could be saved. At the end of June 1998, after the last hopes disappeared, Vahur Kraft spoke of the efforts made by Eesti Pank and the banking inspectorate to rescue Maapank.

			The first inspection in November 1997 by the banking inspectorate had identified 150 million kroons of provisions that were needed to cover losses in the bank’s securities portfolio, and so it asked Maapank to propose a restructuring programme because correcting the figures would have made it very difficult for it to conform to the prudential norms.

			However, neither the banking inspectorate nor Eesti Pank considered that the measures contained in the restructuring programme that Maapank submitted on 15 December were sufficient, and Eesti Pank argued that Maapank should call a general meeting of shareholders to decide how to cover the losses and raise additional capital.

			Maapank disputed the assessment of provisions by the banking inspectorate and wanted to wait for the opinion of its own auditor. Its supervisory board decided to exchange its securities portfolio for bonds, which they believed would allow the bank to continue to operate.

			The second inspection at Maapank in January 1998 assessed the assets of the bank and its security portfolio following the agreement with Hansapank, and concluded that the measures Maapank had taken were not sufficient to improve its position.

			In mid-March Maapank signed a sell option transaction for bonds with Hansapank to cover the accounting loss arising from the recognition of Hansapank’s bonds, but the banking inspectorate found that the transaction could not be used for that purpose and said that the correction on the Maapank balance sheet needed to be assessed by an independent auditor as well.

			Maapank held a general meeting of shareholders on 14 April, which decided to write off 48 million kroons of shares and announced that 50 million kroons of shares would be issued with a subscription deadline of 30 April. The issue was unsuccessful though.

			Maapank was inspected for the third time in mid-May to assess the quality of the bank’s assets at the end of April. It was found that Maapank’s equity was around 21.3 million kroons without the losses from the bond transaction with Hansapank, and on 26 May Eesti Pank ordered Maapank to meet the mandatory reserve requirement by 30 May, submit a capitalisation plan by 1 June, and restore its equity to the minimum level by 5 June at the latest.

			As Eesti Pank could see that the management of Maapank were not able to improve matters, they reached out to banks in Estonia and Scandinavia to look for foreign investors who might be interested in investing capital in Maapank. It was clear by the end of May though that no such foreign investors would be found, and at the start of June the panic unleashed by the previous managers of Maapank started to grab its clients.

			This meant that by the start of June Eesti Pank had two options of either declaring Maapank bankrupt immediately or ending its operations through voluntary liquidation. The second option would have involved restructuring the bank’s balance sheet by rescheduling loans, and this was strongly favoured by the biggest holder of Maapank bonds, the national government.

			Initial information was that other commercial banks would go along with this option and so it was agreed in principle to apply this solution, and until 27 June ways were sought of selling the assets of Maapank so that it could meet its liabilities to private depositors. By the end of June it was clear that the different ways of satisfying the claims of private depositors in full by involving the government and other commercial banks had not reached a satisfactory solution and that the necessary transactions had not been agreed. This was partly because it was not possible to calculate accurately the assets of Maapank, as some of them were liabilities whose size was difficult to establish and so the Supervisory Board of Eesti Pank saw bankruptcy proceedings as the only viable approach440.

			The Governor of the central bank said that the inspections at Maapank had discovered questionable deposits in foreign banks, from which the money was borrowed back, using those deposits as guarantees, and then reinvested in unclear circumstances. Furthermore, money was being pumped into offshore firms, and the profits received from them later vanished, and on top of this questions had arisen about how loan contracts were signed and provisions later made for the loans, as loans that might be considered good quality were frequently written off for no good reason, loans were issued to firms run by acquaintances and relations, and suspicious transactions were being made with the subsidiaries of Maapank. It was found that a lot of the assets of Maapank had been used as collateral or guarantees that the bank had not officially recorded in the registers.

			The special session of the Riigikogu to which Kraft was speaking decided by 54 votes to 4 to give the government a loan from the reserve for stabilising the economy of up to 266 million kroons to be used to compensate the claims on Maapank of individuals, companies and local governments. The government decided that it would compensate deposits in winter that year under the principles of the law guaranteeing deposits that had been passed but had not yet entered into force, and so up to 20,000 kroons would be guaranteed for each depositor. The decision sparked a lively debate in the Riigikogu, and rumours started to spread among the public of a devaluation of the kroon.

			Reform of financial supervision

			The collapse of Maapank caused both Eesti Pank and the Ministry of Finance to think carefully again about how financial supervision was organised. During the final stages of the collapse, Eesti Pank had allowed the insurance firm Nordika Kindlustus to become a major shareholder in Maapank, while the insurance inspectorate was clearly opposed to this and the securities market inspectorate knew nothing about what was happening at Maapank, even though the biggest losses the bank suffered came from securities transactions.

			In fact, institutional reform of financial supervision had been under discussion at Eesti Pank and the Ministry of Finance for a couple of years by then. The Supervisory Board of Eesti Pank considered it a very complicated issue441 as it was very important for a single supervisory system to be politically independent and autonomous, which meant it should be as close as possible to Eesti Pank, and the process should not be rushed because a lot of legislative changes would be required.

			The banking inspectorate considered though that it would no longer be possible to apply the principles of consolidated supervision as broadly as would be needed. This had been under discussion since 1996, but it was made complicated by the lack of supervision over securities, and also because the banks were constantly developing new products and expanding their activities, including cross-border activities. At that point the banking inspectorate was simply not able to conduct supervision over the whole banking sector.

			The Ministry of Finance had earlier been interested in taking over the banking inspectorate, as it was already responsible for supervision of insurance and securities. It had lost interest in the meantime because of the question of subordination and also because of the running costs that the ministry would have to pick up if it took over supervision of banking. The question was raised once again however after the stock market crash.

			The Eesti Bank Supervisory Board decided in spring 1998 that it was time to establish a single supervisory institution for the financial sector. The working group set up at the central bank to discuss this reached the conclusion by the end of the year that a new and separate independent public law institution should be founded with sufficient autonomy and authority and political and financial independence442. The date for joining the supervisors together was set as 1 January 2002.

			The government and the Ministry of Finance disagreed about the subordination and financing of the supervisory institution, but not about the general outline of it, as they were following the framework of the IMF and the European Union. They abandoned the idea of setting up Finantsinspektsioon as a separate body under public law that would report directly to the parliament, as the legal framework for doing this was inadequate in Estonia in the early 2000’s.

			The main point of contention in the discussion in the Riigikogu was whether the supervision authority belonged with Eesti Pank or the Ministry of Finance, as there were no other serious questions about the new authority.

			Siim Kallas, who was Minister of Finance in winter 2001, argued that banking supervision at Eesti Pank, especially in 1993-1994, had been based on maintaining stability in the banking system as an important part of the monetary system of Estonia, but circumstances had now changed, and the key question for the stability and credibility of the Estonian monetary system was now fiscal or budget policy. This meant that Finantsinspektsioon would be much more connected with what was happening in the monetary system as a whole, and although banking supervision was 95% of the supervision work at that point, the trend in supervision was moving much more towards various other organisations.

			He also claimed that Finantsinspektsioon should be a government institution because all banking crises had ultimately to be resolved by the government and the parliament, which made banking crises a matter for the executive, and so it seemed natural to him that the supervisory authority should be connected to those who would have ultimate responsibility for resolution443.

			The Governor of Eesti Pank Vahur Kraft disagreed on the grounds that making Finantsinspektsioon a government institution would not reflect where the people with knowledge of supervision currently were, and nor the distribution of financial resources. This would mean a reform of the current infrastructure that had not been considered fully, and this would pose a serious risk of a fall in the quality of supervision.

			He said that a wide-ranging assessment by the IMF of supervision of the financial sector the previous year had shown unanimously that the quality of banking supervision work was much higher at Eesti Pank than at other institutions, and it came closest there to international standards.

			He continued that although the banking sector accounted for more than 90% of the Estonian financial sector, this share seemed to be decreasing, but consolidating all of the current supervision at the time would bring together in one place all those institutions that Eesti Pank needed information on, such as lease companies, and 98% of the financial sector would come under the consolidated supervision of Eesti Pank.

			If the financial supervision authority was set up as a government institution under the ministry and banking supervision was taken away from Eesti Pank, Eesti Pank would still have to undertake parallel monitoring of the financial sector in order to perform its main tasks of maintaining the stability of the currency and the financial stability that that required. This, however, would mean that the limited human resources for supervision were not being used as efficiently. 

			On top of this, the rapidly changing environment required the financial supervision processes to be constant and predictable to avoid any major costs to society that could arise from the risks taken by participants in financial markets.

			Eesti Pank was not convinced that a financial supervision authority run as a government institution under the ministry would be able to meet international principles of supervision and so do its work in the best possible way for the benefit of society. Estonia’s experience thus far had been that achieving results in financial supervision takes years, while in some areas no results had been achieved at all since independence had been regained. The other work of the Ministry of Finance would understandably and inevitably mean that financial supervision might not necessarily be a top priority issue for it444.

			It was decided that the institution would come under Eesti Pank, and on 9 May 2001 the Riigikogu passed a law that established Finantsinspektsioon from 1 January 2002 as an autonomous institution with its own budget operating at Eesti Pank.

			The law gave the Finantsinspektsioon Supervisory Board six members, of whom two were members by virtue of office and four were appointed. The Minister of Finance, who chaired the board, and the Governor of Eesti Pank sat on the board by virtue of office, and two of the other members were nominated by the Government at the proposal of the Minister of Finance, and two by the Eesti Pank Supervisory Board at the proposal of the governor of the central bank. The Supervisory Board then appointed the management board of Finantsinspektsioon. The costs of Finantsinspektsioon were to be covered by supervision fees paid by the subjects of financial supervision and procedural fees.

			The legislative background for Finantsinspektsioon was updated and amended repeatedly over the years, but the principles for management and funding remained the same throughout.

			There were other important changes to the laws on banking in the years that financial supervision was being reformed, as Estonia gained a law countering money laundering, and sections of the credit institutions act on ensuring the reliability of credit institutions and protection of clients interests were updated together with sections on bookkeeping and reporting, and supervision.

			The crisis becomes a twin crisis

			Before the reform of financial supervision however, other important events had occurred. The economy had not calmed down after the stock market crash and the resolution of the consequent problems at the banks, but rather it had been hit by a new and much broader crisis that started in Russia.

			Eesti Pank economists considered that the new crisis was actually a twin crisis from the monetary policy point of view, as separate crises in Asia and Russia became conflated445. 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 ability of the economy as a whole to adapt.

			At first Russia was affected by events in South-East Asia in the same way that Estonia was, as interest rates rose and portfolio investment halted. However, Russia was hit much harder because in 1996 and 1997 the government had taken a lot of short-term loans in roubles and foreign currency to cover its budget deficits. When investors lost confidence in the Russian economy, interest rates on government bonds rose to 110%-130%, but investors still showed little interest in refinancing Russia’s government debt.

			The IMF granted a loan of 4.8 billion US dollars in July 1998 and promised to lend a further 6.4 billion dollars before the end of the year, but this did not calm financial markets. Money continued to flow out of Russia and the state burned through its foreign currency reserves rapidly. On 17 August the central bank set the real exchange rate free to float and the government announced that it would temporarily stop servicing its bonds. By the middle of September, the rouble had fallen against the dollar from 6.3 roubles when the exchange rate was unpegged to close to 20 roubles, and hundreds of Russian banks had become insolvent.

			Economic analysts, including those at Eesti Pank, were not particularly worried about the Russian crisis at first. In the first half of August, Eesti Pank was relaxed about the danger to banking, reporting that the Russian crisis would have a limited impact on Estonian financial markets in the short term because the direct position in the banking system in Russia was only small and had shrunk rapidly before the exchange rate policy of the rouble was changed, and the Estonian securities market was still stagnating, meaning that any additional tensions would not be significant for financial intermediation, unlike at the end of 1997. It saw that the biggest threat to banking in the longer term would be a reduction in the turnover of companies oriented to Russian markets, as they may have problems in servicing their loans, while there could also be some danger from instability being transmitted from Russia to other financial markets, where Estonian commercial banks were much more exposed446.

			Neither did analysts expect any great shock for the non-financial economy at this time, because Estonia’s foreign trade had been successfully reoriented in the years following the monetary reform towards European Union markets. They thought that this process would now simply be accelerated without causing any great problems.

			However, the initial optimistic forecasts proved inaccurate for both the financial and non-financial sectors as Estonia was hit by its first economic crisis since the transition to a market economy. Half a year later Eesti Pank had to admit that no replacement markets had been found for food products that had been exported to Russia and it was unlikely that any such market would be found. Reorienting output that had previously gone to Russia to other markets would need strategic foreign investors to be brought on board and would take a lot of time447.

			On top of the loss of Russian markets, nominal interest rates on bank loans remained high until spring 1999, while inflation fell at the same time, raising real interest rates. There was no longer any sign of the rapid growth in credit seen in 1997, as the loan portfolios of banks and lease companies barely increased at all. There were increases however in the reserves of banks held against loan losses and in the amount of loans that were not repaid by their deadlines. Interest rates started to come down in spring 1999, but overdue loans only showed any signs of shrinking in volume in spring 2000.

			The first Estonian bank to fall victim to the Russian crisis was EVEA Pank, which served many clients operating in Russian markets and had made large investments in Russian government bonds. Fearing the worst, depositors hurried to withdraw their money from the bank, and at the end of September the outflow of funds meant that EVEA Pank was no longer able to cover its deposits in the state treasury on time.

			The Eesti Pank Supervisory Board had learnt the lesson from Maapank and it took the decision on 1 October to withdraw the operating licence from EVEA Pank and start bankruptcy proceedings against it. EVEA tried to demonstrate that the insolvency was not permanent, claiming there were international investors who had just signed agreements to expand its share capital and restore liquidity, offering to let depositors convert their deposits into Russian foreign currency eurobonds, shares in the bank or loans, and trying to write down some of its eurobonds until June the next year, but Eesti Pank was not convinced by any of these plans and EVEA Pank had to close down.

			The bankruptcy of EVEA Pank was the first where depositors were protected by the law guaranteeing deposits that had come into force on 1 October. The deposit guarantee fund paid out compensation to depositors at the end of 1998 of a maximum of 20,000 kroons to each depositor. As the banks had only just made their first payments into the fund, the fund had to cover the compensation by taking a loan with a state guarantee from Hansapank and Merita Pank.

			The collapse of EVEA Pank also brought down ERA Pank, which had bought 35% of the EVEA Pank shares in the summer. The Russian crisis also dealt a severe blow to Forekspank, which was one of the favourites of investors on the Tallinn stock exchange and was also oriented to Russian markets. Eesti Pank considered that unlike EVEA Pank and ERA Pank, Forekspank was sufficiently able to survive to justify investment in its equity and the completion of the merger with Eesti Investeerimispank (EstIB), which specialised in long-term loans to industrial firms. The merger had been started but had then been stopped because of the losses at Forekspank, and once it was completed Eesti Pank held a 57.9% share in Forekspank, which was renamed Optiva Pank448.

			The unequal treatment of the banks that had fallen into difficulties because of the Russian crisis attracted some criticism, and the owner of ERA Pank, Andres Bergmann, complained that it should have been Ühispank and Forekspank that went bankrupt, not EVEA Pank and ERA Pank449.

			More broadly, it was said that Eesti Pank policy was to encourage consolidation in the banking sector. Even Mart Sõrg, Chair of the Eesti Bank Supervisory Board was not convinced that it was wise to reduce the number of banks so sharply. He said there were six banks operating in Estonia in January 1999, and reducing their numbers could increase the of danger of monopolies appearing in the banking market, as savings and loan associations had market share of less than 0.1% and there were no mutual banks at all450. At the same time, he agreed that additional banking policy measures should be aimed at helping banks that were able to survive and putting into practice the lessons learned from the crisis.

			Evidence that Eesti Pank’s choices were at worst dubious but not actually wrong is shown by the sale of the investment in Optiva Pank as promised in 2000. The shares were sold to Sampo Pank, a commercial bank from Finland, and this meant that Eesti Pank recovered a large part of the money it had spent on rescuing Optiva, which had left it recording a loss in 1999.

			The twin crisis also led to foreign ownership for Ühispank, which had had a complicated origin and was now bought by the Swedish SEB, and for Hansapank, the leader in Estonian banking, which was bought by Swedbank of Sweden. Over 82% of the share capital of the Estonian banks was now held by financial conglomerates from Sweden and Finland, and Eesti Pank was very happy with this development. It said that consolidation and the inflow of foreign capital into banking in Estonia had made the sector more reliable, better managed, and more effective in its activities.

			Preparations for joining the European Union and adopting the euro

			While Estonia was struggling with banking crises and the reform of financial supervision, the European Union, which had opened accession negotiations with Estonia451, was gradually moving towards using the euro as the single currency. On 1 January 1999 the euro became legal tender in 11 member states of the European Union, and while cash continued to circulate in the national currencies, their exchange rates were now unchangeably fixed to one another. As the Estonian kroon was fixed to the German mark, it now automatically became fixed to the euro at a rate of 15.6466 kroons to 1 euro. When euro banknotes and coins came into circulation on 1 January 2002, the Estonian kroon was pegged to the euro as the German mark did not exist any more.

			The disappearance of the German mark and the need to peg the exchange rate of the kroon to the euro instead inspired those who feared, expected or wanted a devaluation of the kroon. Ever since the kroon was first launched, Eesti Pank had been hearing these serious discussions based on nothing but rumour at least a couple of times each year. When it thought it actually necessary to react to these rumours, it did so by explaining that the central bank in Estonia could not devalue the kroon but only the Riigikogu could do that by changing the law on the backing for the kroon. It usually added that there was no economic, political or other reason for devaluing the kroon as the currency board system worked well for Estonia.

			The situation changed with the approach of membership of the European Union and a monetary union that employed a monetary system based on different principles.

			The simplest question was maintaining the exchange rate between the euro and the kroon, and this was done by a decree of the Governor of Eesti Pank. At the same time the Supervisory Board announced that Estonia would continue with its rigid currency board and monetary policy based on a fixed exchange rate, though it required some technical changes to the Estonian monetary system such as Eesti Pank paying interest on the excess reserves of banks at the deposit interest rate of the European Central Bank452.

			Other Estonian laws had to be changed when the euro was introduced, such as the reference to the German mark in the law on backing the kroon, which now had to refer to the euro. This caused even more speculation, with articles appearing in the press in autumn 1998 where bankers, economists and business leaders said the best time to devalue the kroon would be when its peg to the German mark was transferred to the euro453.

			The government, Eesti Pank and the Riigikogu found a simple solution to this by passing a law replacing the currency units in all other legal acts with the euro. It said that in all laws except those concerning foreign loan contracts and state guarantees, the currency of all European Union member states that had adopted the euro would be the euro at the exchange rates set by the Council of the European Union.

			The reference to the German mark in the law on the kroon was not changed to the euro, as the rules for what exchange rate to use for the euro was given by the new law on currency units. This approach meant not only that speculation was avoided, but also that Estonia had no need to ask for an exemption from the monetary union in its negotiations with the European Union, of the sort that Denmark and the United Kingdom had received. This meant that the law on the kroon was in any case only temporary and it would be annulled once Estonia joined the monetary union.

			Joining the monetary union posed more complicated questions than simply the replacement of the German mark with the euro though, such as whether it was possible to go directly over to the euro from a currency board system. One condition for joining the monetary union was that countries had to be in the ERM2 exchange rate mechanism and keep the exchange rate between their own currency and the euro stable. However, the ERM2 allowed fluctuations of up to 15% in the exchange rate, which was much more than under the Estonian system, and the European Central Bank did not want to take on any additional obligations because of Estonia’s desire to keep the kroon within tight bounds. The question was whether Estonia would have to join the ERM2 under the standard conditions or would be able to give a unilateral promise to hold its exchange rate against the euro within a 0% fluctuation band.

			It emerged from consultations with the European Commission and the European Central Bank that Estonia would not have to abandon it is currency board system when joining the ERM2, but it would not be able to base the currency board on any currency other than the euro or have a floating exchange rate where the currency could rise or fall against the euro or any other currency to a fixed timetable454.

			Some Estonian politicians and economists argued that the country had been operating with a single currency for longer than several European Union countries that adopted the euro in the first wave. Their exchange rates had still been floating in 1997, while the Estonian one had been fixed since 1992, and so the suggestion was put forward that Estonia could adopt the euro unilaterally. The government led by Mart Laar set up a working group in 2000 to analyse whether this could be done455.

			The European Commission was not impressed by this idea. Reflecting on a seminar held in Brussels in November 1999 on the currency board system, the Deputy Governor of Eesti Pank Peter Lõhmus said that Estonia had left a very good impression, but it was unacceptable for a country that wanted to join the European Union to decide unilaterally to adopt the euro as its currency456.

			At a meeting of European Union ministers of economics and finance in 2000, it was stated pointedly that 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, as that foresaw 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 euro457.

			Märten Ross who became a Deputy Governor of Eesti Pank in 2000, later explained that to those not very familiar with the European Union rules it seemed that adopting the euro would simply be a formality for Estonia, but in fact it was not so simple.

			According to Ross, despite the apparent simplicity, the assessment of readiness for accession to the euro never merely used the numerical indicators to give an automatic answer. 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 two years, but by whether the exchange rate had remained in its agreed fluctuation bands “without severe tensions”, a concept which was not clearly defined458.

			Although Eesti Pank did not favour unilateral adoption of the euro, unlike the government, it was interested in starting to use the euro as quickly as possible to put an end to the constant discussions about devaluation. Ross also noted that the weakness of a fixed exchange rate policy is its inability to refute effectively the widespread belief in the markets that the exchange rate should be changed in order to overcome major economic difficulties more easily. Unreasoned speculation about changes to a fixed exchange rate can weaken the stability of an economy, and this could come at a price.

			It may also be noted that there was some friendly rivalry between the Baltic states in their preparations to join the European Union and the euro. Juliet Johnson, an expert on the development of monetary and banking systems in post-communist countries, notes that at a seminar for central bankers in Vienna in 2000, the Latvians suggested that Estonia had only decided on a currency board system because there was nobody in Estonia who actually understood monetary policy. The Lithuanians meanwhile said that the only reason the Estonian currency board had not collapsed during the various crises was that Estonian banks had been saved by their Swedish owners. The Estonian central bankers obviously disputed both of these suggestions459.

			Estonia joined the European Union on 1 May 2004 and on 28 June 2004 it joined the ERM2, making a unilateral commitment to keep its exchange rate unchanged rather than applying the 15% fluctuation band. This meant that the first chance to join the euro would be on 1 January 2007, assuming that all the other conditions were met.

			At this point the chances of meeting all of the other membership criteria for inflation, interest rates, budget balance and national debt seemed very good. The Governor of Eesti Pank Vahur Kraft said that Estonian economy was unique among those of the countries joining the European Union, as inflation was low at 1.3% in 2003, the state budget was one of the few in the new member states that was under control, the national debt was smaller than any in the European Union, and the exchange rate for the kroon had been fixed to the euro for a long time already.

			However, Estonia’s ability to reach its targets was torpedoed by the dramatic development of the economy, which was reminiscent of 1997. The convergence report published by the European Central Bank in autumn 2004 said that the key to sustainable economic convergence with the European Union required fiscal discipline to be maintained, wage growth to be steadily slowed, and credit growth limited. The European Central Bank was concerned about the large current account deficit and recent signs of rising inflation460.

			The Eesti Pank economic forecast published in April 2005 warned the government of Andrus Ansip that a sustainable fiscal policy was made especially important by the transition to the euro that was due in 2007, and that adopting the euro would increase the credibility of Estonia’s economy461.

			It noted that the government had to constrain the growth of consumption expenditure considerably in the next two years if it wanted to launch its social policy initiatives by maintaining balance in the budget.

			When Vahur Kraft presented the Eesti Pank annual report to the Riigikogu in May, he criticised the government sharply for its plan to raise excise duties, which would make it much harder to meet the inflation criterion. He said that if Estonia had suddenly decided it did not want to join the European economic and monetary union and was taking short-term political decisions to raise some excises without any good grounds, it could put the credibility of the Estonian economy in doubt. The Estonian government had made promises when it joined the ERM2 such as maintaining a balanced budget and even running a budget surplus in some circumstances, while also reducing external imbalance and the current account deficit462.

			In autumn Eesti Pank started to become quite concerned about the growth in housing loans, which was faster than ever before at an annual rate of 57%. This led the central bankers to tighten some of the requirements for housing loans by changing their risk weighting in the calculation of capital adequacy from 50% to 100% from March 2006. They also requested the Finnish and Swedish financial supervisory authorities to apply a 100% risk weighting in capital adequacy calculations to housing loans given to residents of Estonia.

			Consumer price inflation reached 4.1% in 2005, and rose to 4.6% in early 2006, making it even harder to meet the inflation criterion for membership of the euro.

			Eesti Pank commented in spring 2006 that the robust economic growth had led to a rapid rise in government income, with some tax receipts higher than forecast. The surplus in the state budget in 2005 was the same as in 2004 at almost 1.8% of GDP, but the central bank argued that the faster growth in the economy meant the surplus should have been notably larger than in previous years463.

			On 28 June 2006 Estonia had been a member of the ERM2 for two years, which was one of the conditions for joining the euro. According to Ross, Estonia was thought to have a real chance of being ready to adopt the euro by spring or summer 2007, as it was forecast that by then it would only be the inflation criterion that would pose a problem. “The introduction of the euro calls for an economic policy that prevents an increase in the already strong domestic demand. The central bank has to monitor the loan market closely and take steps to restrain credit growth if necessary. From the government, we expect a surplus budget policy464”, said Eesti Pank.

			Although the government tried to keep its budget in balance and Eesti Pank took steps to limit growth in loans, this did not restrain the economy enough. The European Central Bank noted in its convergence report of late autumn 2006 that consumer price inflation in Estonia was substantially higher than the control value in the European Union treaties and was expected to remain high in the years ahead465.

			The plan to join the monetary union quickly had failed. Eesti Pank faced the prospect of several more years in the waiting room for the euro area, trying to convince the money markets that the kroon was still solid and to control the credit boom.

			CHAPTER 11. BECOMING PART OF THE EURO AREA

			Slovenia had joined the European Union at the same time as Estonia, but while that country started using the euro at the beginning of 2007 and its people had to get used to the new currency and new prices, Estonia was being given a presentation of the new two-kroon and ten-kroon banknotes in the museum of Eesti Pank, even though the kroon itself should have been scheduled for retirement to museums that year and the euro become the currency for the cash and bank accounts of Estonia.

			Nine months earlier the Governor of Eesti Pank, Andres Lipstok, had warned of the consequences of the failure to adopt the euro.

			He said that if Estonia did not have the euro by 2008 at the latest, the possible impact on the Estonian economy would need to be considered seriously. In the worst case scenario, it could lead households and foreign investors to ask seriously whether Estonian economic policy was sustainable.

			He worried that loans from abroad could become more expensive, not because of a rise in the overall interest rate set by the European Central Bank, but because of higher risk margins on lending. That would unquestionably harm the economy, as it would slow the rise in incomes and raise unemployment.

			He said it was hard to assess how foreign investors would see the Estonian economy if membership of the euro area were pushed further back466.

			Unfortunately though, Eesti Pank did not have any good suggestions for how to push inflation down to meet the European Central Bank’s criterion for joining the euro, as the steps it had taken to limit credit growth and economic growth were not having any noticeable effect. It discovered that there were limits to how far regulation could be tightened and that threatening the banks had no effect, because an open economy like Estonia’s always has some channels through which people and companies can borrow, or as Märten Ross, Deputy Governor of Eesti Pank put it, if money wanted to come to Estonia, then it was going to come467.

			It was seen that the powerful growth of the economy of around 10% in 2005 and 2006, which was threatening stability, was so strong that Eesti Pank could not restrain it alone, but needed backing from the government, business, and most certainly the commercial banks. However, the government was facing elections in early spring 2007, and the commercial banks did not want to lose market share to each other. Although they saw the risks of rapid growth, the government, banks and businesses did not consider it a top priority to minimise those risks, and this, together with economic forecasts that saw no notable fall in inflation, made Eesti Pank adjust its targets too.

			In early summer 2007 Andres Lipstok told the Riigikogu that the Eesti Pank forecasts for 2007-2009 showed clearly that it would not be possible for the euro to be introduced in Estonia before 2011468.

			Eesti Pank and the government were criticised widely for giving up and Indrek Neivelt, the former head of Hansapank, argued that Estonia should start setting its economic policy goal of joining the euro in summer 2008, because losing a couple of percentage points of growth in the economy because of a sharp cut in inflation was a small price to pay for minimising risks and keeping costs under control469.

			He said that international monetary markets had been expecting the previous year that Estonia would join the euro in 2007 or 2008 at the latest, and so exchange rate risk was no longer considered and interest rates were the same as in the euro area. Estonia had behaved very well in money markets he said, but if it announced it would join the euro area after 2010, it would be seen as just another problematic eastern European country, and the risk of a rise in interest rates would then be much greater.

			Another ex-banker, Aavo Kokk, agreed that without action it was probable that Estonia would need 15 or 20 years before it was able to join the euro, because the theory of communicating vessels suggested inflation in Estonia would be likely to remain 1.5-3 percentage points higher than the European average for the next 20 years470. It was argued that allowing the economy to develop of its own accord would mean Estonia could only meet the inflation criterion if the rapid growth was followed by a crash during which the government budget deficit did not go beyond its permitted level.

			Eesti Pank was much less concerned about the risks from delaying euro adoption, and argued that the reliable economic policy in Estonia had confirmed the expectations of the analysts and international institutions that if the delay in the introduction of the euro was limited to a few years, it would not have any significant impact on the economy471. Eesti Pank had no option but to stand by calmly looking on as events unfolded. It said this was partly because central banks operating under a currency board cannot set domestic interest rates, and partly because a tight monetary policy in a small and open economy affects the current account deficit rather than inflation, and no other monetary arrangement would necessarily be any better at bringing inflation down decisively. Cutting excise duties or indirect taxes could lower inflation from its equilibrium level for a certain time, but not in the long term, and so would not help in meeting the inflation criterion sustainably472.

			The bank tried, together with the government and some other new member states of the European Union, to persuade the European Commission and European Central Bank to update its interpretation of the inflation criterion. Under the Maastricht Treaty, this criterion was derived from the average of the inflation rates of the three European Union countries with the lowest rates of inflation. Eesti Pank argued that it would be better to use the average of countries with the best price stability, because a very low inflation rate is normally a consequence of a one-off unfavourable shock caused by economic or political changes. It proposed that the definition of price stability should mirror the objective of the European Central Bank for a rate of inflation of below but close to 2% over the medium term. Changing the interpretation would have helped prevent the inflation criterion becoming a systemic obstacle to new member states meeting the requirements for accession to the euro area. However, discussions of this between the member states, the European Commission and European Central Bank were going nowhere in 2007 and produced no result.

			Economists from Eesti Pank later calculated that meeting the inflation criterion under the standard interpretation would have meant the Estonian economy growing by at least four percentage points less to bring inflation down to 2%, and this would have required the budget surplus to be 6-8% of GDP rather than the 2% that it actually was. Expectations for rising incomes would also have had to be dampened and made much less optimistic.

			In later years the economist Ilmar Lepik explained that although it seemed in retrospect that a larger surplus than actually existed would have been useful for achieving macroeconomic balance, there was no real willingness to run a surplus of up to 10% even in theory. 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, before Estonia joined the European Union. They noted that it was only a small exaggeration to say adopting the euro would have required Estonia to abandon its accession to the European Union473.

			Eesti Pank also ruled out any revaluation of the kroon to suppress inflation, like Slovakia had done before joining the euro in 2009. This would have meant temporarily abandoning the fixed exchange rate that everybody was so used to, only in order to refix the rate later. Eesti Pank feared that this would only harm the old and trusted system, but would not make the accession to the euro any faster.

			The economic crisis ends with a soft landing

			As growth had started to slow a little in the Estonian economy, the central bank hoped that the flourishing economy would manage to land softly, and that the delayed introduction of the euro would not cause any major tensions in the monetary system. The spring 2007 economic forecast by the central bank said that the peak of the credit growth was passing, but it warned the banks that if the forecast was not accurate, they should be ready for additional measures to be introduced474.

			Hansapank and SEB Eesti Ühispank, the Estonian market leaders which had issued some 70% of all the bank loans in Estonia, were based on Swedish capital and were given warnings by the central bank of that country. The Financial Stability Report published by the Swedish central bank at the end of 2006 focused largely on the risks in the Baltic states, saying that borrowers were exposed to currency risk because loans were generally in euros, and that currency risk would remain until those countries actually joined the European Monetary Union. It also noted that the two Swedish banks that had taken on the most risk in the Baltic states were earning an increasing share of their profit there, some 14 and 16%, and that problems in the Baltic states would have a major impact on those banks, especially on their earnings475. The tone of these comments was much more serious than it had been a year earlier when the Baltic states had first been mentioned in the context of financial stability in Sweden476.

			In the spirit of mutual dependence, the central banks of Estonia, Latvia, Lithuania and Sweden signed a memorandum of understanding in December 2006, which emphasised that primary responsibility for resolving any crisis fell upon the owners and managers of banks or subsidiaries with problems. The central banks promised to come to the aid of Swedbank and SEB, both of which were named in the annex to the agreement, if they were solvent but could not borrow enough money from the markets to maintain liquidity477.

			On top of the specific risks from the Baltic states, it worried the financial supervision authorities of Sweden, Finland and other countries that risk premiums had been extraordinarily low around the world for some time already, as this meant that investors were prepared to put their money into riskier projects because interest rates and returns were very low. The authorities feared that losses in some sector that had become flooded with cheap money would trigger a global reassessment of risks that could in turn lead to pressure to exchange riskier assets for more secure investments, which would lead to wide fluctuations in prices and a decline in liquidity.

			Kaarlo Jännäri, the head of the Finnish financial supervisory authority, who was coming up to retirement, told a conference marking the 5th anniversary of Finantsinspektsioon in Tallinn in January 2007, that he was worried that his successors would have a much less calm term of office than he had had478.

			Despite the increasing notes of concern, the economic indicators for Estonia were coming down at a gentle rate, and so Eesti Pank spent the whole of 2007 saying that despite the increasing anxiety in the global economy, the Estonian economy was adjusting smoothly. It advised people and businesses to adjust their behaviour to changes in circumstances, and not to be confused or intimidated by those who were warning of a collapsing Estonian economy479.

			The year 2008 started relatively calmly in Estonia, as the nationalisation due to insolvency of Northern Rock in the United Kingdom and the struggles with liquidity of the investment bank Bear Stearns in the USA seemed to have relatively little impact. The Prime Minister Andrus Ansip commented that if this was a crisis and a crash then it is just the sort of crisis and crash that he would like to see480. There was no guarantee that things would not get worse, but neither could he agree with the optimists who said that from now on things would only get better.

			In its own modest way, Eesti Pank said more or less the same thing, and Deputy Governor Andres Sutt told a conference in early 2008 that no mistakes had been made in choosing the direction of travel for the Estonian economy. He warned that the external environment for Estonia was unfavourable this time, unlike in earlier turns in the economic cycle, as the losses of international banks and their aversion to risk meant that companies around the world would find it harder to get funding481.

			However, he thought it unlikely that access to credit would be substantially reduced in Estonia, as good loan projects could still be funded with slower credit growth than before, and it was particularly important to continue investing and to make production processes more efficient given the current position of the economic cycle.

			The Governor of Eesti Pank, Andres Lipstok, wrote optimistically though that as real estate prices were coming more into line with the general indicators for the economy, labour resources would be released from the real estate sector in 2008 and 2009 and such workers would be able to find good jobs in other companies. He said that the credit-fuelled growth in the economy was coming to an end as expected, and that growth would be slower in the years ahead, though Estonia had sufficient export capacity, which needed to be used adroitly482.

			Growth slowed in the Estonian economy enough that the government had to produce a negative additional budget in May, which was passed by the Riigikogu on 19 June 2008. The income of 95.3 billion kroons that was planned at the end of 2007 was reduced by 6.1 billion kroons, and the planned spending of 92.7 billion kroons was cut by 3.2 billion to keep the budget at least in balance. This was an unpleasant but not unexpected necessity. Eesti Pank had recommended to the government back in February that it would need to be ready to make cuts.

			Things became even more tense in September as the cooling of the real estate market in the US and the build-up of bad real estate loans led the international financial crisis that had been brewing for a year and a half to explode with full force. In September and October the disappearance of trust between banks resulted in an increasing number of financial institutions facing liquidity problems. The crisis started in the US and quickly spread to Europe and around the world.

			At the start of September the US government recapitalised and took under its own control the financial institutions Fannie Mae and Freddie Mac, which had issued more than half of the mortgages in the USA. The next to fall into difficulties were the largest investment banks in the US, which had repackaged the mortgages held by themselves and other American banks as securities, and had sold them as liquid and low-risk investments to funds and banks all around the world. When one of the largest investment banks, Lehman Brothers, needed rescuing, the US government was not prepared to support its takeover by a stronger financial institution, and potential private investors also showed little interest because of the large losses and the difficulty in estimating its debts. The day that Lehman went bankrupt, 15 September 2008, is considered the start of the global financial crisis.

			In America, American International Group (AIG), a leading insurance company, faced liquidity constraints and the US Federal Reserve had to give it a massive liquidity loan. In Europe, several British banks were hit along with Fortis and Dexia in Belgium and Holland, the large mortgage lender Hypo Real Estate in Germany, UBS and Credit Suisse in Switzerland, and the Latvian Parex Banka, which was tiny in global terms but important for Estonia, where it owned a branch. Almost the entire banking system in Iceland became insolvent, including Kaupthing, the largest Icelandic commercial bank, which had a subsidiary in Sweden. The Swedish banks that were most important for Estonia faced lesser problems, and their main concern was that funding from markets became more expensive and the maturities on bonds became shorter.

			To keep the monetary system running, central banks injected extra liquidity into the market. The largest injections came from the US Federal Reserve, but extraordinary assistance was also given to financial institutions by European central banks and governments. The Federal Reserve introduced new monetary policy instruments and expanded the range of acceptable collateral to improve the availability of credit. The European Central Bank, the Bank of England, the Federal Reserve, and the central banks of Canada, Switzerland and Sweden made coordinated key interest rate cuts of 50 basis points on October 8 in order to boost the loan market, and China, South Korea, Indonesia, Hong Kong, Taiwan and the Philippines followed suit in Asia.

			The global crisis was discussed a great deal in Estonia, but it was not clear what the impact would be. The Eesti Pank annual report was presented to the Riigikogu by Andres Lipstok on 25 September 2008, rather than in June as usual.

			He told Parliament that the mayhem in global financial markets had not affected Estonian banks directly, but neither had it passed by entirely, as global events affect the Estonian banking system indirectly. The rise in Euribor, the interbank lending rate, to 5.2–5.4% had raised the loan servicing costs of Estonian companies and residents, and as it was quite a sharp rise, it would probably be felt by anybody who had a loan.

			He also noted that the aggravation of risks for the Scandinavian banks would compel them to adopt a more cautious credit policy in future, and this may reduce the growth rate of loans slightly faster than had been forecast, and restrain lending in the years ahead.

			He said that the previous week’s events on Wall Street and the bankruptcy of Lehman Brothers had also had some effect on the banking groups operating in Estonia, but this effect was currently impossible to assess, though initial information suggested that the Nordic banks were coping better than banks in many other regions483.

			The crisis brings the euro back within reach

			In some ways Eesti Pank had rather a back seat during the crisis, as the largest credit institutions in Estonia at the time were subsidiaries or branches of foreign banks, and so their liquidity depended primarily on their parent banks and mainly on the Swedish central bank and government. As the operations in Estonia of those credit institutions provided a large part of the profit at group level, the Estonian units could not be simply left to their fate without serious losses being caused to the parent bank484.

			Like those in many other countries, the Nordic governments and central banks sought to reduce the shocks from the chaos in the markets. The government of Sweden, the country that most affected banking in Estonia, set up a guarantee programme for the banks of 1.5 trillion Swedish krona in 3-5 year loans485, and a stabilisation fund of 15 billion krona together with a deposit guarantee fund of 33 billion krona, and it raised the deposit guarantee rate to 500,000 krona. The Swedish central bank started to hold repo auctions with longer maturities than usual, allowing Swedish banks to borrow a total of 22 billion US dollars. It also loosened the collateral requirements for intraday loans in the interbank settlement system, and started to accept the commercial paper of large companies with a good enough rating as collateral in repo auctions.

			The Estonian government announced a 100% guarantee from 9 October 2009 for deposits held in all Estonian credit institutions and branches of foreign credit institutions in Estonia for up to 50,000 euros per depositor, which was an increase over the previous 90% of up to 20,000 euros486. The guarantee rate was raised because of the pan-European Directive that the European Union had quickly agreed on in the face of the crisis in order to protect deposits better487.

			Eesti Pank’s main focus in these months turned again to the introduction of the euro, as the earlier obstacle had been the inflation criterion, which was now achievable because of the worsening global crisis. Oil and food prices had fallen on global markets and the sharp slowdown in the economy had weakened local inflation pressures.

			The pressures from the crisis also pushed Estonia to accelerate towards adopting the euro, as a large share of the loans issued in Estonia were in euros, some 80% of them in 2008, as the interest rate was lower on euro loans than on kroon loans. Borrowers were still being paid their wages in kroons though and so a devaluation of the kroon would have led their loan burdens to leap up dramatically.

			A new problem though was the budget deficit criterion, as the cooling of the local economy during the global financial crisis had made it very difficult to achieve even a moderate deficit, let alone a balanced budget.

			Deputy Governor of Eesti Pank Märten Ross spoke at the start of December to the finance commission of the Riigikogu, which is influential in budget issues, to discuss the state budget for 2009. He told them that the main short-term objective was the adoption of the euro, as this was the primary guarantee for stability, which would be key for the amount of investment in Estonia in the future and for interest rates and the sovereign rating. The inflation criterion and the fiscal deficit criterion would be key in 2009 in meeting the Maastricht criteria, which had to be done for the euro to be adopted.

			 He said it was likely that the Maastricht inflation criterion would be met in 2010 and the cyclical economic downturn and falling commodity prices would help with this. The government could help meet the criterion by not raising administered prices either directly or indirectly and by political measures. Low fuel prices may allow the prices for some goods and services to fall as well.

			He continued that to meet the fiscal deficit criterion, the consolidated budget deficit would certainly need to be kept below 3% of GDP in 2009, which meant the state budget 2009 that was then being discussed in the Riigikogu should be cut by about 2-2.5 billion kroons, and the government should be prepared to make further cuts during the year488.

			The Riigikogu passed the 2009 budget after a lot of debate by 60 votes to 29, even as the rapidly deteriorating economy made it evident that the government would soon have to pass an additional negative budget. Nobody protested against the most important point that belts needed to be tightened for the sake of the euro.

			The government put its negative additional budget, drawn up to reflect the latest economic forecasts, to the vote in the Riigikogu on 20 February. The Minister of Finance, Ivari Padar, noted that it had been clear since the start of January that further cuts were needed in the budget as the risk forecasts by Eesti Pank and the Ministry of Finance expected the state budget to be up to 15 billion kroons in deficit that year. In response to the gloomy forecasts the government put forward an additional budget for 2009 of 88.2 billion kroons in revenue and spending of 91.89 billion kroons489. The original budget had had revenues of 96.58 billion kroons and spending of 97.22 billion kroons, which were some 9% and 5.5% larger.

			The budget passed together with a vote of confidence in the government by 61 votes to 35, and an important step towards the euro had been taken.

			The commission of experts at the Ministry of Finance, which was responsible for making sure Estonia was ready to adopt the euro and included Deputy Governor of Eesti Pank Rein Minka, met again and agreed to come up with a new plan for Estonia’s transition to the euro during March.

			Why not devalue?

			Eesti Pank’s role in organising the transition to the euro was not only to push the government to meet the Maastricht criteria and convince the European Central Bank that Estonia was macroeconomically ready, but also to prepare Estonia for the use of the euro in cash and to mint euro coins. It was also the job of the central bank to make sure that the interbank settlement systems were ready to use the euro for accounts, so that the systems allowing commercial banks to use the monetary policy framework of the European System of Central Banks would function and that Eesti Pank’s internal reporting and statistics would be done in the same way as in the European Central Bank.

			A lot of this work was technical in nature and simply had to be done, either at the transition to the euro or in some cases earlier. The hardest job was still getting Estonia ready for the euro under the convergence criteria because the crash in the Estonian economy was so steep in 2009, reaching 19% in the third quarter, while unemployment was so high at 14-15% in the second half of the year and budget cuts so deep that there were many, especially outside Estonia, who doubted whether Estonia would manage to meet the Maastricht criteria and whether there was even any point in even attempting to do so. It was suggested that the state budget should be allowed to run a large deficit like those in many other European countries, or that the kroon should be devalued to recover competitiveness rather than making harsh cuts in the nominal wages of workers.

			The decision of Estonia and the other Baltic states to favour cuts rather than devaluation attracted criticism from a lot of Western economists and analysts, including the Nobel Laureate Paul Krugman490. One reason why analysts in Western Europe and America were so sceptical was that mass wage cuts of tens of percentage points were unthinkable for them because nothing like that had happened in the West since the 1930s. They simply did not believe that incomes could be frozen and large enough cuts made quickly enough.

			Another point that foreign analysts did not entirely realise was how small Estonia is, and that this made holding onto the fixed exchange rate much more important for Estonia than it had been for countries like Argentina or the Asian countries. They also forgot that most of the loans taken by households and companies in Estonia were in euros and repaying those loans would be much harder for some time after any devaluation of the kroon. Many of those who favoured a devaluation rather than wage cuts thought the devaluation would start the economy going faster than cuts would, as they believed wage cuts would send the domestic economy into a downward spiral.

			To give a clear sign that Eesti Pank had no intention of devaluing the kroon and that the Swedish Riksbank supported them in this, the two central banks signed an agreement to protect Estonian financial stability. The Riksbank undertook to exchange 10 billion Estonian kroons for Swedish krona if Eesti Pank needed it and the agreement made Eesti Pank better able to ensure the liquidity of the banks under the currency board system. The Riksbank gave its reason for signing the agreement that the Estonian crisis was weakening confidence in the Swedish banks in financial markets and this could have serious consequences for the Swedish economy.

			The Head of the Swedish central bank Stefan Ingves later commented that the Estonian currency board system meant that there was no other way to offer the banks more than a very small amount of support, and Swedish authorities would have had to take full responsibility for ensuring liquidity. The agreement was a good example of how responsibility can be divided between countries with tightly linked financial systems491.

			He denied, however, that the Riksbank was in favour of fixed exchange rates in the Baltic states because the Swedish banks would have made losses from a devaluation, explaining that with or without devaluation the Baltic economies would need to grow at a modest pace over the long term to regain balance. In this case the loan losses of the banks would have been the same either way, but the timing would have been different. He believed that there would be less public support for harsh measures to support the economy if they were imposed from outside rather than taken by the government, especially in Latvia, which was suffering the most of the Baltic states. He also thought the devaluation would not be simple because it would be followed by large and probably uncontrolled fluctuations in the exchange rate.

			However, a lot of Swedish companies, remembering their own experience of 1992, argued enthusiastically in favour of devaluation of the Estonian and Latvian currencies. In 1992 the Swedish krona had been pegged to the currency unit of the European Union at the time, the Ecu, but in autumn of that year Sweden had had to let the krona float and devalue it after a difficult battle against currency speculators that led the Riksbank to raise its short-term interest rates up as high as 500%. The book Hard Landing written about Estonia’s economic miracle by Swedish businessman Dag Kirseblom asked when the impossible devaluation would become possible, and if it was when unemployment reached 20%, 25% or 30%. He forecast a limit of toleration of unemployment of 20-25% and expected that to be reached in autumn or at the latest winter 2009492. He said that only six months earlier there had been a general feeling that the devaluations of Baltic currencies would be bad for Swedish banks and for Sweden as a whole, but a lot of Swedish economists were implying that the best strategy for the Baltic states themselves would be to devalue, so they could get their economies going again.

			He said that Swedish banks had changed their emphasis in the past couple of months, and they were now saying that the policy of cuts in the Baltic states, known as internal devaluation, would end up causing just the same loan losses for the banks. The only difference was that this would happen faster with a normal devaluation process. He argued that a substantial devaluation, or even better allowing the currency to float, would give the Estonian economy the boost it needed towards recovery, and that, unlike a shrinking economy, a growing economy would engage people and companies, who would then be better able to meet their loan obligations493.

			By the end of 2009, many people in Estonia were very tired of the cuts both to their personal budgets and to the state budget. This was reflected in the discussions about the state budget for 2010, but the Riigikogu still clearly passed a budget deficit that remained within the limits of the criterion. Of no lesser importance was that the fiscal deficit for 2009 remained within the 3% criterion, while inflation had also fallen to the required level. All the fears and expectations of a devaluation of the kroon had again been left unfulfilled, and Estonia came through the crisis using only internal devaluation.

			In the end Eesti Pank never actually used the exchange agreement with the Riksbank of Sweden as doing so would have meant in reality abandoning the strict currency board arrangement. The exchange facility would not have been shown as a loan on the Eesti Pank balance sheet, but in effect it would have meant issuing unsecured money into circulation, which is counter to the principles of the currency board.

			The exchange facility also raised the question for those assessing Estonia’s readiness for the euro of whether the stability of the kroon was actually backed independently or whether foreign financial aid played an important role in it. Ilmar Lepik later said that the real possibility had arisen that an agreement signed to provide stability would end up working against its own intended goal, and so the Estonian and Swedish central banks allowed the agreement to lapse quietly at the end of 2009 without extending it. An Eesti Pank economist commented that it was of course impossible to calculate the actual impact of the agreement on Estonian monetary stability given the storms that were blowing through financial markets at the time494.

			The European Commission and the European Central Bank assessed Estonia’s compliance with the Maastricht criteria in the Convergence Reports of May 2010, and on 13 July, European Union finance ministers finally approved Estonia’s accession to the euro area on 1 January 2011, the date that had been set as the target in Estonia’s transition plan for the euro. The national working groups had already re-intensified their preparatory work for the changeover in the second half of 2009, but the decision of 13 July gave the final impetus to the practical preparations.

			Entry into the storms of monetary policy

			Estonia started using the euro on 1 January 2011, when it became the 17th member of the monetary union. Eesti Pank became a member of the Eurosystem and a full member of the numerous committees and working groups of the Eurosystem and the European System of Central Banks, whose decisions guided money and banking in Europe. The Governor of Eesti Pank became one of the central bankers responsible for setting monetary policy in the euro area, where over 340 million people lived.

			It is hard to imagine a more dramatic time to enter the world of large-scale monetary policy than the moment when Estonia joined the euro area. Several countries in the euro area, most prominently Greece, but also Ireland, Portugal, Cyprus and Spain, had become unable to pay their sovereign debts without external help because interest rates had risen so high after the crisis in financial markets in autumn 2009. The institutions of the European Union, including the European Central Bank, together with the IMF had worked hard on resolving the crisis before Estonia joined the euro area, but without obvious success. This led some commentators to suggest that Estonia had leapt out of the frying pan into the fire. Many economists were sketching out ways that the euro area could collapse in those years and the consequences of this happening, and the European Central Bank was also assessing those risks and analysing whether one member state could leave the euro area or be ejected from it495.

			The European Central Bank and the central banks of the euro area member states, which together make up the Eurosystem, had their hands tied in resolving the crisis in that their focus had to remain on price stability in the euro area and they were not allowed to finance governments. Deputy Governor of Eesti Pank Martin Ross explained to the Riigikogu in May 2011 that as part of the central banking system of the euro area, Eesti Pank had to participate in taking monetary policy decisions for the Eurosystem and in implementing them to achieve the joint goals of euro area monetary policy. There was no mystery about what the goal of euro area monetary policy was, as it was very clearly price stability. Price stability is defined as annual growth in the harmonised consumer price index of the euro area of below, but close to, 2% over the medium term, and no country, including Estonia acting in its own national interest, could deflect the Eurosystem, which includes Eesti Pank, from that joint goal. He said that meeting this main goal was the principal national interest in the euro area496 497.

			At the time he was speaking, inflation was rising in Estonia and throughout the euro area, and the economy was starting to recover gradually. This encouraged the European Central Bank to raise its own monetary policy interest rates in April by 0.25 percentage point, and by a further 0.25 percentage point in June. By doing this the central bank raised one of its most important monetary policy tools, the main refinancing rate, from 1% to 1.5%, which in normal times would still be considered a very low level.

			At the same time the European Commission and the finance ministries in the countries hit by crisis were taking steps to rescue those countries. The most immediate impact came from a mechanism set up for mutual financial assistance, initially and temporarily in the form of the European Financial Stability Fund, and later in the permanent European Stability Mechanism. At the same time the member states expanded substantially the package of rules for budgets and state debt.

			The hope that this would restore confidence in the euro area countries in crisis was disappointed though. The fear that Greece would be forced to leave the euro area one way or another and the uncertainty about what would happen next forced up the interest rates on the sovereign bonds of many euro area countries, deepening their difficulties. As a result, the European Central Bank cut its interest rates in November and December 2011 to their lowest ever level of 1.00%.

			This was not all, because Eesti Pank Governor Andres Lipstok wrote in the Eesti Pank 2011 annual report that under normal circumstances small changes in interest rates are enough to affect prices and economic activity, but unfortunately the crisis was so broad that extraordinary measures were required in the euro area. Bond markets needed to be supported to protect the banks, unlimited liquidity loans had to continue to be offered to them, three-year loans on very favourable terms had to be provided, the range of collateral that was eligible for liquidity loans had to be extended, and the minimum reserve requirement ratio for the banks had to be lowered from 2% to 1%498.

			Eesti Pank confirmed together with the other central banks in the euro area that all the extraordinary monetary policy measures taken because of tensions in financial markets were only temporary, although it later became apparent that temporary was being interpreted quite loosely, and 2011 may be seen as the start of a new era in central banking in Europe.

			New leaders in a new era of monetary policy

			There were major changes in 2011 in the management at both European Central Bank and Eesti Pank, some of them planned some of them not. The President of the European Central Bank, Jean-Claude Trichet, who had introduced the extraordinary monetary policy, stepped down in the autumn when his term of office ended, and the heads of state of the euro area chose Mario Draghi as his successor. A lot of attention at the time was focused on the resignation of Jürgen Stark as a member of the Governing Council and chief economist at the European Central Bank, who left because he considered the extraordinary monetary policy through which central bank money was used to buy euro area sovereign bonds, if only from secondary market, as unacceptable and harmful.

			Märten Ross and Rein Minka, the long-time Deputy Governors of Eesti Pank, left their positions in summer 2011. The vision of Ross for the role of Eesti Pank as a central bank of the euro area in questions of monetary and economic policy clashed with that of Chair of the Supervisory Board Jaan Männik, but they also had different expectations of Eesti Pank as an organisation.

			When Jaan Männik, who had been in business for a long time, became Chair of the Supervisory Board, he had been asked to focus on cost efficiency at the bank499. In his opinion however, the management of the bank did not work hard enough on this. He complained that when he came to Eesti Pank he faced two main issues, one of which was the cost efficiency of the organisation. He felt that Eesti Pank was a bit too costly and he wanted to talk about it, but nobody wanted to listen to him500.

			The Supervisory Board was not unanimous about removing the deputy governors, but there was a majority in favour. The new deputy governors appointed by the Supervisory Board were Ülo Kaasik, the head of the monetary policy department at the bank, and Madis Müller, who had previously worked at the World Bank.

			In late summer the Supervisory Board also started looking for a successor to Governor Andres Lipstok, whose term of office was due to end on 6 June 2012. At the end of August the board announced that its members had proposed Ardo Hansson, Jürgen Ligi, Andres Sutt and Andres Tupits as candidates for Governor, and on 6 September it voted for Hansson and Sutt to advance as candidates.

			The economist Rainer Kattel wrote about the changed role of Eesti Pank, calling it a paradox that the central bank was so trusted by politicians and the public while the role the bank played in the Estonian economy was steadily shrinking because of the nature of monetary and economic policy in Estonia. Traditionally central banks had had an important role in monetary policy by managing the money supply, the price of money through interest rates, and inflation, but in Estonia that role effectively did not exist.

			Before Estonia joined the euro, he said, the currency board system had tied the hands of Eesti Pank in monetary policy by restricting its ability to print money only to the reserves of foreign currency and not to the whims of the government, and so its ability to affect the economy was limited. After Estonia joined the euro area, the central bank had exactly the same amount of influence over the economy and the government as before, as effectively it had none.

			It continued that choosing a new Governor for Eesti Pank meant choosing just how comfortable life should be at the institution, and that it would choose a leader who would make the bank’s role out to be bigger than it actually was501.

			On 11 October the Eesti Pank Supervisory Board nominated Hansson as Governor with five votes against three for Sutt. The Governor of Eesti Pank had never before been appointed so openly and with so much competition.

			Hansson had declared after the first round of voting that he considered the extraordinary monetary policy of the euro area that was causing conflict between central bankers to be unavoidable in such difficult times. He said that as no permanent crisis resolution mechanism, and not even a temporary one, was yet in place, the European Central Bank and other central banks were the only institutions that were able to react quickly and in large volumes502.

			By the time Hansson officially assumed his new position on 7 June 2012, the need of southern European countries for help from the central banks had increased further. That summer, Mario Draghi had calmed financial markets by saying “within our mandate, the ECB is ready to do whatever it takes to preserve the euro. And believe me, it will be enough”.

			The asset purchase programme started by the European Central Bank and the monetary policy loans issued to credit institutions expanded the Eesti Pank balance sheet from 1.9 billion euros at the end of 2010 to 8.4 billion euros by the end of 2017. The main cause of this was the purchase of euro area securities under the asset purchase programme. As there were no Estonian sovereign bonds to buy, Eesti Pank mainly purchased bonds from European institutions, and at the end of 2017, Eesti Pank’s portfolio of bonds bought under the asset purchase programme stood at 5.0 billion euros.

			The discussion at European level, and especially in Germany, about the asset purchases by the European Central Bank turned around whether the purchases breached the terms of the Treaty on the Functioning of the European Union as it concerned monetary financing of governments by central banks503. It was interpreted that buying sovereign bonds from the secondary market, even in very large amounts, did not break the prohibition on financing of governments.

			Ardo Hansson also contributed to the monetary policy debate in interviews in the Estonian and international media and in 2014, before the purchase programme was expanded, he was quite sceptical about it.

			He argued that if the European Central Bank bought sovereign bonds from euro area states, it would push bond yields down further. Yields were already at their lowest ever levels though, and this would allow national governments to borrow even more, as the interest costs would be so low, and this could be considered a case of government financing by the European Central Bank, which was prohibited504.

			In spring of the next year he had grounds to be moderately optimistic about the initial results of the policy of printing money.

			He noted that some things had improved a little. It had been feared that interest rates were so low that it was not possible to squeeze any more impact out of them, but in fact this was not so, and the further fall in interest rates was being passed on more and more to banks and companies. This was an unexpected benefit, at least in the short term. He also noted that there was some evidence that investors had changed the structure of their portfolios and that the purchases of sovereign bonds from investors and companies by central banks were allowing those investors to use that money to buy corporate bonds or to invest directly or consume. He said that it was too early to assess the impact because there was only evidence from one month, but the initial indicators were not all bad505.

			When interviewed by Politico in autumn 2017, Hansson was supporting the expansion of the asset purchase programme to corporate bonds while still emphasising that the monetary policy of the Eurosystem did not consist exclusively of asset purchases.

			He said that focusing on asset purchases may give the impression that the volume of purchases was equal to setting the monetary policy rate, but in fact asset purchases and monetary policy activities were not entirely the same thing, as monetary policy work covers a much broader range of activities.

			He said that what mattered is what was being bought and he was much happier buying private sector bonds than those from the public sector. The aim was for businesses and households to spend more, but central government bonds were being bought because there were simply more of them. He said that buying more from businesses and less from the public sector would have a more direct effect and thus a bigger effect506.

			By the start of 2018 he was talking about exiting the extraordinary and very loose monetary policy.

			He said the danger was that the European Central Bank might miss the right moment and allow inflation to rise too fast, because then they would have to reduce monetary policy support rapidly and sharply to get inflation back under control, and this was his biggest concern. This would cause problems for banks and the whole of the economy, and lead to a sudden revaluation of assets. A timely and gradual exit from the purchases would be much better, and so he did not like to see excessive caution that may appear reasonable and natural, but is in fact careless507.

			The weight that the financial world accorded to Ardo Hansson was shown by the discussion that started in the international financial media as Mario Draghi approached the end of his term of office on 31 October 2019, as to whether Hansson could be a possible next President of the European Central Bank, at least until he stated clearly himself that he had no interest in the position. The successful choice of Governor had given Eesti Pank a much larger role in Europe than might have been expected from the smallest central bank in the euro area.

			As the Estonian government had not issued any bonds, Eesti Pank often had to explain that Estonia was not losing out on something that was available to euro area countries that had issued bonds. Many people seemed to think that the asset purchase programme was just a great pool of money that needed to be mopped up, and so now would be the right time for the Estonian government to issue bonds and in that way take advantage of the euro area central banks buying them up from the secondary market.

			Eesti Pank explained that first of all the government should not be deciding to borrow just because the cost of borrowing had fallen, and secondly that borrowing and spending a large amount at that moment would have amplified the economic cycle, even while the government’s fiscal policy was supposed to be balancing it out. The Deputy Governor of Eesti Pank Ülo Kaasik explained that it was only reasonable to borrow a large amount to spend if the economy was performing badly. It may have made sense to take a large loan during the previous economic crisis, but at that time there was not enough confidence in the Estonian state for it to be able to access a large loan. He added that the government should use its fiscal policy not only to smooth the economic cycle, but also to give confidence in the state so that it would be possible to borrow money when necessary to survive through bad times508.

			By 2018 the monetary policy that had provoked these arguments and expectations was passing its peak. During that year the Eurosystem gradually reduced its monthly purchases of sovereign and other bonds, which had peaked at 80 billion euros a month, with Eesti Pank setting its own record for purchases in May 2016 at 209 million euros. In December the Governing Council of the European Central Bank decided that it would end net purchases from 2019, though it would continue to reinvest the money received from bonds that had reached maturity.

			This change was welcomed by Eesti Pank, not so much because the bank had been a reluctant supporter of extraordinary monetary policy, but more because of the bank’s own capital. It had been evident since 2012 that Eesti Pank’s own capital was barely enough for it to participate in the monetary policy operations of the Eurosystem.

			When Governor Lipstok had presented the 2011 annual report of the bank to the Riigikogu, he said that Eesti Pank’s capital had to be built up in relation to the capital of the Eurosystem until it was the same size as Eesti Pank’s share in the capital key of the Eurosystem. This meant the bank had to increase its capital from 370 million euros to around 1.3 billion euros, as its capital was 0.07% of the total capital of the Eurosystem, while Eesti Pank’s participation in the Eurosystem was 0.26%509.

			The central banks shared the profit from the monetary policy operations of the Eurosystem, but they also had to be ready to cover the losses in proportion to their capital key shares in the European Central Bank. Losses could arise if the counterparty to a monetary policy operation became insolvent and if liquidating its collateral did not produce sufficient funds.

			The initial concerns about the lack of capital that were provoked by monetary policy loans to the banking sector did not in fact affect the Eesti Pank balance sheet, because very few such loans were issued. Every year after it joined the Eurosystem, the bank was able to report that Estonian monetary policy counterparties had not used the lending facilities of the standard monetary policy framework of the Eurosystem, including the marginal lending facility. The main reason for the low take-up was that the bank groups were using centralised liquidity management and the local banks had sufficient liquidity buffers, meaning that local banks were not very dependent on the liquidity supplied by the central bank510.

			The Financial Stability Review for the second half of 2018 discussed changes in the financing of banks that could in future increase the demand for monetary policy loans from Eesti Pank. It said that the money laundering scandal at Danske Bank had led that bank to withdraw its operations from Estonia, while the Baltic branches of Nordea Pank and the Baltic subsidiaries of DnB Pank had merged to create the pan-Baltic Luminor Pank with head offices in Estonia, and this had weakened the dependence on the Nordic countries, which had been very strong for the previous 15 years. It also noted that financial stability in Estonia would start to be affected directly by whatever happened in Latvia and Lithuania, while the role of Nordic parent banks in funding banks in Estonia was reduced.

			There was also discussion about increasing the capital of Eesti Pank using the large bond portfolio bought as part of the asset purchase programme, which was to stop growing in 2019 but was not at that point expected to start shrinking.

			After its first year in the euro, Eesti Pank had not emphasised the low level of its capital, but had continued to increase its capital from profits earned. It is standard practice in Estonia for 25% of the profit of Eesti Pank to be paid into the state budget, while the other 75% goes into the bank’s reserves. This 75% that was paid into Eesti Pank’s capital had raised that capital to 463.7 million euros by the end of 2018, which was some 120 million euros more than it was when Estonia joined the euro.

			Eesti Pank and the euro

			At the same time that Eesti Pank was being taken ever more seriously as a member of the Eurosystem, there was an on-and-off discussion in Estonia about the role of Eesti Pank and the need for it at all. The topic came up when the Eesti Pank annual report 2017 was presented to the Riigikogu, when one politician who was among the loudest critics of Eesti Pank asked Ardo Hansson whether it would be reasonable to get rid of Eesti Pank as an unimportant institution during the national administrative reform process, and hand its functions over to Finantsinspektsioon instead. He also suggested setting up the post of Estonian delegate to the European Central Bank, with a support staff of 10-20 people.

			Hansson replied that the general structure of the Eurosystem meant that this idea was not realistic, as decisions within the Eurosystem were taken jointly, but were implemented in each state separately, and this meant that no member state of the Eurosystem could manage without a central bank. He pointed to the example of Luxembourg, which earlier had not had a central bank but which had had to establish one after it joined the euro area. Eesti Pank organises the circulation of cash in Estonia and has other functions that an Estonian delegate based in Frankfurt would not be able to carry out. In any case, the Estonian central bank was the smallest in Europe by some margin511.

			The other functions that Eesti Pank has alongside organising the circulation of cash include its changed role in payments and settlements. Its role prior to the start of 2014 had been very clear, as national interbank settlements were made through the Eesti Pank system. Before the monetary reform, payment documents had passed through Eesti Pank on paper, and there then followed several electronic payment systems, the last of which was ESTA in 2005-2014, which was very advanced for its time as payments moved much faster than in most other European payment systems. Interbank settlements happened 10 times a day, and payments reached the account of the recipient in another bank within one hour on average.

			The creation of the Single Euro Payments Area (SEPA) by the European Union left Eesti Pank with the difficult decision of whether to invest in its own retail payments system to meet the technical standards of SEPA, or to replace it with a pan-European settlement system. At first, moves were made to develop the Eesti Pank system, but this plan was abandoned in 2013 as the local banks started to use the STEP2 payment system run by EBA Clearing, which was owned by the large commercial banks of Europe.

			Deputy governor Madis Müller said that the central bank had made a good offer to the banks that would have maintained the speed of payments in Estonia and made the price significantly cheaper for the banks. However, the commercial banks were free to choose which system to use and many banks had preferred the solutions that were chosen by their parent groups. This meant that the payment price would have been very high for the remaining banks and Eesti Pank would not have been able to guarantee the speed of payments for a large part of the Estonian market512.

			Eesti Pank took responsibility for managing the Estonian part of the TARGET2 pan-European system for large payments. TARGET2 is also used to settle liquidity management loans for banks between the central bank and the commercial banks.

			The speed of payment that ESTA had managed was only beaten in Estonia in 2018-2019 when some of the banks joined the new pan-European instant payment system run by EBA Clearing, and the European Central Bank together with the central banks of the euro area created their own instant payment settlement system to provide competition and an alternative to EBA. Both systems allowed member banks to settle client payments in real-time 24 hours a day and seven days a week. Since 2012 Eesti Pank has taken the lead role in the Estonian Payment Forum that it set up together with the Estonian Banking Association and the Ministry of Finance.

			The development of digital solutions and financial technology could be the source of the largest changes that are ahead for the central bank in payments and the circulation of cash. The Eesti Pank strategy for 2018-2022 commented that the existing financial infrastructure could start to see competition from securities and cash settlement systems based on the blockchain. The central bank is very directly affected by the concept of digital base money, which would make electronic central bank money available more widely and not just to commercial banks.

			For this reason, one of Eesti Pank’s strategic goals is to be an influential expert on new financial technology that affects the payment environment and financial stability. The first public test of this came at the end of 2017 when the head of the Estonian e-residency programme, Kaspar Korjus, promoted the idea of an estcoin as an Estonian national cryptocurrency. As this suggestion coincided with the peak of the global craze for cryptocurrencies and initial coin offerings (ICO), the story about estcoin flew around the world as if it was an already done deal even before Eesti Pank had managed to react to the fresh new idea. Deputy Governor of Eesti Pank Madis Müller urged Estonia to keep a cool head over cryptocurrencies and digital currencies.

			He said that it was difficult for a central bank to comment on the estcoin proposal, as the description of the idea had not said clearly what practical problem for e-residents the estcoin was supposed to solve. Because the whole topic was new there was a lot of confusion, and the talk of innovation could attract investors to some very dubious projects. He worried that rushing in too fast and positioning the country too quickly as a legal space that promoted and supported ICOs could easily end up causing more harm than benefit for the successful concept of Estonia as an e-state513.

			The growth in the importance and use of all sorts of non-cash settlements, even those which were actually reliable, did not mean that Eesti Pank could abandon the traditional circulation of cash. Rather the opposite, because if the business models of the banks were changing how they handled cash, then it was necessary for the central bank to stand ready to cover an unexpected spike in demand for cash if some crisis arose.

			Eesti Pank carries out its financial supervision jointly with Finantsinspektsioon, which was established in 2002, the Nordic financial supervisory authorities, and pan-European institutions like the Single Supervisory Mechanism and the European Systemic Risk Board, which were established in the second half of 2010.

			After the global crisis of 2008-2009, macroprudential supervision was added to financial supervision, and Eesti Pank took responsibility for it in Estonia. The aim of macroprudential supervision is to increase the resilience of the financial system and to minimise the systemic risks to financial stability. It should ensure that local financial intermediation works smoothly even if euro area monetary policy interest rates are not particularly appropriate for Estonian conditions and needs.

			In the mid-2000s, Eesti Pank had had difficulties because the growth in loans from banks seemed to be too fast, but none of the tools available to the central bank seemed able to slow it. Many other central banks had faced similar problems. After the crisis of 2008-2009, the banks were required to hold capital buffers in the form of a systemic risk buffer, a systemically important institutions buffer, and a countercyclical buffer, and the central bank, or in some countries the financial supervisory authority, regularly assesses the level for these that would be appropriate for the economic environment. Estonia also applied macroprudential requirements for housing loans that banks had to stick to when lending to their clients514.

			Macroprudential supervision is impossible without economic analysis, and the analysis is also needed for Eesti Pank to carry out another of its legal obligations of advising the Estonian government in issues of economic policy. By law, the government may not take any important economic policy decisions without first listening to Eesti Pank’s opinion515.

			Indeed, after the financial crisis there was increased competition in offering advice to the government, because the European Commission took responsibility for analysing the level and sustainability of the national debt and government budgets of all member states much more thoroughly and strictly than before. The analysis of the European Commission did not replace that of Eesti Pank though, because they had separate points of emphasis and strengths. On top of its mandated programme, Eesti Pank also focused in these years on Estonian competitiveness and the labour market, which affects competitiveness very much. To carry out this analysis, Eesti Pank, the Ministry of Finance, the European Commission, the OECD, the IMF and many other institutions need statistics on the Estonian economy that Eesti Pank collects from financial institutions and payment systems.

			Eesti Pank is also involved in the world outside Europe, as it participates in international institutions like the International Monetary Fund.

			Most of this work cannot be given over to foreign countries or pan-European institutions though, and even if it could, it would not necessarily be cheaper that way. The Eesti Pank budget for 2019 showed the costs of Eesti Pank, excluding the very volatile costs of cash handling, to be 0.075% of Estonian GDP. In 2011, the first year that Estonia used the euro, this figure was 0.096%, and when Estonia joined the European Union in 2004 it was 0.114%. Eesti Pank covered these costs from its own revenues, and in most years of its operation it has earned a profit.

			The role of Eesti Pank has clearly changed over the years, though it has not diminished. Eesti Pank is no longer the sole decision-maker in monetary policy or in any other area, but is one decision-maker within a broader international network. What is often even more important than being one of the policy setters, is how the decisions are implemented within Estonia. For all this work to be done intelligently, effectively and successfully, every country, even within the euro area, needs to have its own central bank. For Estonia that central bank is Eesti Pank.
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			In 1991–1992 he was a manager at AS Norax, and in 1992 he was head of the software support department of Tradex GmbH.
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			Andres Sutt was born on 11 November 1967 in Tartu and went to Secondary School no 1 in Tartu, now the Hugo Treffner Gümnaasium, which he finished in 1986. In 1989 he went to study finance and credit at the University of Tartu, from which he graduated cum laude in 1993.
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			In 1999 he became an advisor to the Executive Director of the Nordic-Baltic constituency of the International Monetary Fund, a position he held until he was appointed Deputy Governor of Eesti Pank in 2001. He was Deputy Governor until 2009.
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			Ülo Kaasik

			Deputy Governor of Eesti Pank since 2011

			Ülo Kaasik was born on 1 May 1975 in Tartu and went to Secondary School no 2 in Tartu, now the Miina Härma Gümnaasium, which he finished in 1993. After school he went to the University of Tartu, where he started studying mathematics before changing in 1995 to the Department of Economics, from which he graduated with a BA in Business Administration in 1999. During his studies in 1997–1999 he was also a teacher of IT in Kõrveküla Basic School.

			In 1999 he went to work as an analyst in the Research Department of Eesti Pank, and he held that position until 2003 while at the same time studying for his MA in Economics in the Department of Economics of Tallinn University of Technology.

			In 2003 he became adviser to the Prime Minister of the Estonian Republic in economic matters, but he returned to Eesti Pank in 2005 as Head of the Economic Policy Office in the Economics Department. He became Head of the Economics Department in 2007 and Deputy Governor in 2011.

			Ants Veetõusme

			Chair of the Supervisory Board of Eesti Pank, May 1991 – December 1992

			Ants Veetõusme was born on 3 May 1949 in Tallinn, but he was deported with his mother a few weeks after his birth to the Kirov Oblast in Russia. They were able to return to Estonia in 1954 and Veetõusme went to Secondary School no 1 in Haapsalu, which he finished in 1968, when he went to study finance and credit at the University of Tartu.

			After graduating in 1972 Veetõusme was sent to work as an auditor in the Estonian branch of the USSR state bank, where he worked until he became head of the finance department of the Tööstusaparaat manufacturing facility in 1975. In 1978 he returned to the state bank as deputy head and later head of the Tartu department and in 1987 he became head of the Tartu department of Sotsiaalpank.

			In 1988 he was one of the main drivers of the founding of Tartu Kommertspank, and he chaired its management board in 1989–1990.

			In 1990 he was chosen as a candidate for the Estonian Supreme Council for the People’s Front and he was also elected as Chair of the Eesti Pank Supervisory Board in spring 1991, and as Mayor of Tartu in autumn 1991. He chaired the Supervisory Board until the end of 1992 and remained Mayor of Tartu until November 1993. In 1993 he was elected to the Tartu city council, which he chaired in 1993–1996.

			Veetõusme has also been involved in sports management as president of the Estonian Fencing Association in 1992–2004, and chairman of the board of the Estonian Academic Sports Federation since 2005. He has also had various roles in the Estonian Olympic Committee.

			Uno Mereste
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			Uno Mereste was born on 27 May 1928 to a working class family in Tallinn and went to a trade and commerce school for boys and a school for finance, which he finished in 1946. He then went to study finance at the Tallinn Polytechnic Institute, from which he graduated cum laude in 1950. In the same year he started teaching at the school for finance and in 1951 he started studying geography as a distance learning course at the University of Tartu. In 1954 he moved to Tartu and worked at the university, first as a trade economist and later as a teacher in the department of finance and credit. In 1959–1961 he also studied for a doctorate in economics at the institute of economics in Moscow.
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			He became an emeritus professor of Tallinn University of Technology in 1997 and his term of office as Chair of the Eesti Pank Supervisory Board ended in 1998. In 1999 he was elected again to the Riigikogu.

			Uno Mereste had wide-ranging interests and was a polymath as a scientist, who made a major contribution to developing technical language in Estonian. The lexicon of economics that he wrote in two volumes is the largest reference book on economics in Estonian.

			Uno Mereste died on 6 December 2009.
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			Mart Sõrg was born on 17 March 1943 in Põlvamaa and went to school in Põlva, finishing it in 1961. In 1962 he started distance learning studies in finance and credit at the University of Tartu while also working as an inspector of credit at the USSR state bank.

			After graduation he worked in financial planning for agriculture in the Rapla region in 1967-1969, becoming head of department in 1970–1975. He also continued his studies at the University of Tartu and in 1973 he received his doctoral degree in finance, money circulation and credit.

			He went to teach in the department of finance and credit at the University of Tartu in 1975 and after receiving a further doctoral title from the Leningrad institute of finance he became a professor in Tartu in 1989 and a member of the Supervisory Board of Eesti Pank in 1990.

			He was appointed Chair of the Eesti Pank Supervisory Board in 1998 and served two terms in the position until 2008. He was a professor in money and banking at the University of Tartu until the same year, and held various administrative positions within the university.

			He has been an emeritus professor of University of Tartu since 2008 and he is also an advisor to the Tartu savings and loan association.

			Jaan Sven Männik

			Chair of the Supervisory Board of Eesti Pank, June 2008 – June 2013

			Jaan Männik was born on 15 April 1945 in Sweden where he studied mechanical engineering at Lund University of Technology and graduated in 1971.

			He worked for several large engineering companies in Sweden and Canada as consultant and project manager, and in 1989–1991 he was the investment supervisor for Telia AB in Stockholm.

			In 1991–1992 he was involved in the negotiations between the Estonian government and Telia of Sweden to set up Eesti Telefon, and he became head of Eesti Telefon for the Tallinn region in 1993, and chair of the board in 1997. In 2000 he became chair of the board of Eesti Telekom, the listed company that owned Eesti Telefon, and he held that position until 2007.

			He was appointed Chair of the Eesti Pank Supervisory Board in 2008 and he served one term of office until 2013. He has since been involved in politics without joining a political party.

			Mart Laar

			Chair of the Supervisory Board of Eesti Pank since June 2013

			Mart Laar was born on 22 April 1960 in Viljandi and went to Secondary School no 46 in Tallinn, which he finished in 1978, going on to study history at the University of Tartu in the same year. After graduating he started teaching at Secondary School no 24 in Tallinn, before becoming Head of the Department for the Protection of Cultural Heritage of the Ministry of Culture in 1986. He entered politics in the late 1980s, when he was one of the founders of the Society for the Protection of Estonian Cultural Heritage and later involved actively in the Estonian Citizens’ Committees movement.

			In 1990 he was elected to the Estonian Supreme Council and to two organisations working towards Estonia’s independence, Eesti Kongress and Eesti Komitee, and in 1992 he was part of the Isamaa party that won the first elections after independence was regained in Estonia. In 1992 he became Prime Minister at the age of 32, and his government was in power until 1994. He was Prime Minister again in 1999–2002, and Minister of Defence in 2011–2012, and he was a member of the Riigikogu from 1992 to 2013. He received his doctorate from the University of Tartu in 2005 and wrote many history books, and in 2006 he was on the Supervisory Board of Swedbank.

			In 2006 he received the Milton Friedman Prize from the Cato Institute and since 2007 he has been a member of the Mont Pelerin Society.

			When he was appointed Chair of the Eesti Pank Supervisory Board in 2013 he left active politics. He was reappointed Chair of the Eesti Pank Supervisory Board for a second five-year term in 2018.
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