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Foreword 
 

The Northern Dimension Research Centre (NORDI) is a research institute run by 

Lappeenranta University of Technology (LUT). NORDI was established in the spring of 2003 

in order to co-ordinate research into Russia. 

 

NORDI’s mission is to conduct research into Russia and issues related to Russia’s relations 

with the EU with the aim of providing up-to-date information on different fields of 

technology and economics. NORDI’s core research areas are Russian business and economy, 

energy and environment, the forest cluster, the ICT sector, as well as logistics and transport 

infrastructure. The most outstanding characteristic of NORDI’s research activities is the way 

in which it integrates technology and economics. 

 

LUT has a long tradition in making research and educating students in the field of communist 

and post-communist economies. From the point of view of these studies, LUT is ideally 

located in the Eastern part of Finland near the border between EU and Russia. 

 

This fifth volume in the series of NORDI deals with Estonia, Latvia, and Lithuania. These 

three former Soviet republics on the Baltic region will join the European Union in 2004. 

 

I want to express my gratitude to the EU’s Interreg IIIA programme and the cities of 

Lappeenranta, Imatra and Joutseno for their financial support towards NORDI. I also give my 

sincere thanks to Ms Piia Vahvanen from the Department of Industrial Engineering and 

Management in LUT, who has edited and finalised the book. 

 

 

Lappeenranta, February 2004 

 

Professor, Ph.D. Tauno Tiusanen 

Director 

Northern Dimension Research Centre 

Lappeenranta University of Technology 
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1. Introduction 
 

The first decade of post-communism was an extremely important socio-economic experiment, 

during which central planning was replaced by decentralized market. In this process, trial and 

error method has been used. In the turn of the century, there were many positive features 

visible in transitional economies (TEs). 

 

One of the most striking details in this context is the rather encouraging inflow of foreign 

direct investment (FDI) in TEs. Multinational companies have been willing to take risks in 

post-communist countries in relative large scale, which means that these risks are moderate. 

Thus, the scenery in TEs is extremely exciting from the point of view of international 

business studies. 

 

In the TE-region, a huge variety of economic trends can be observed. Among them, there are 

successes and failures. Not surprisingly, FDIs in this region show a high concentration in 

successful TEs. FDIs contribute to success and success attracts further FDI-inflow. This is 

visible in the most well-to-do TEs in Central Eastern Europe. 

 

The Baltic states, Estonia, Latvia and Lithuania which are all former Soviet republics, are 

conveniently located on the Baltic Sea surrounded in the West and in the North by prosperous 

Scandinavian countries. The geographic position of these three small TEs creates a favourable 

environment for economic success. 

 

At the same time, the small size of each national economy in the Baltics is a theoretical 

handicap. From the point of view of many international companies, the Baltic states are in the 

periphery with rather limited market potential. 

 

Considering this fact, it is of utmost importance for the Baltic states to take good care of their 

national economic policy-making. Stability and dynamism must be provided for potential 

outside investors. 

 

In this respect, the Baltic states have shown good management skill. Living-standards have 

shown increasing tendencies. There is no danger of serious social turmoil to occur in the 

Baltic region. FDI results are excellent in Estonia and fairly good in Latvia and Lithuania. 
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No attempt has been made in this short report to cover all aspects of Baltic transition. The aim 

here is to provide selected material on TEs in the turn of the century focusing on three small 

countries, which are rather seldom in headlines in financial and economic news. 
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2. The country profiles 
 

2.1.  The country profile of Estonia 

Estonia is a country located in Northern Europe. Estonia lies on the Eastern shore of the 

Baltic Sea, sharing a border with Latvia in the South and the Russian Federation in the East. 

Estonia is the smallest of the Baltic republics, both by area (45.215 km2) as well as by 

population (1,36 million in 2002). Estonia’s terrain is relatively flat and forests cover about 

40% of its territory. In addition to timber, important natural resources include substantial 

deposits of oil shale and limestone. 

 

Estonia declared its independence from the Russian empire in 1918 and quickly became a 

democratic, moderately prosperous European nation. But independence was short-lived, it 

was terminated by the 1939 Molotov-Ribbentrop Pact, after which the country was forcibly 

incorporated into the Soviet Union in 1940. At the end of World War II, Estonia was 

reincorporated into the USSR. Agriculture was collectivised, industry nationalised and 

economic activity brought under the control of the state. 

 

Estonia was one of the first republics to declare independence in the edge of the collapse of 

the Soviet Union, when the coup attempt against the Soviet President Gorbachev failed in 

August 1991.  

 

The Soviet era, however, had several profound impacts on Estonia of which many are still 

present. For example, the ethnic composition of Estonia has changed significantly since the 

end of World War II, when substantial immigration of people from other Soviet states (mainly 

Russians) facilitated the expansion of heavy industry. As a result of the heavy migration of 

Russian-speakers from 1945 through 1989, the percentage of ethnic Estonians in the total 

population fell from about 95% in 1954 to 62% in 1989. In the turn of the century the 

Russians compose about 28% of the Estonian population. 

 

Since regaining independence in 1991, Estonia has successfully implemented a broad range of 

stabilisation and structural reform policies, such as the introduction of a new currency under a 

currency board arrangement, far-reaching trade liberalisation, and an extensive privatisation 

programme. 
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Map 1.  Estonia and its main towns 

 
Source: CIA World Factbook 2000. 

 

2.2. The country profile of Latvia 

Latvia is located on the Eastern shores of the Baltic Sea and the Gulf of Riga. It has borders 

with Estonia in the North, Russia and Belarus in the East, and Lithuania in the South. Latvia 

is a very old European nation – origins date back 2000 years. 

 

Latvia has an area of 64.589 km2. A little less than half of the country is arable and about 40% 

is covered by forests. The country has very few natural resources and imports of all of its 

natural gas and oil needs as well as half of its electricity needs.  
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The population in Latvia is about 2,35 million (2002) of which about 70% lives in urban areas 

and approximately one third in the capital, Riga. Like in the case of Estonia, the share of 

Russian minority of the population is notable, about 30%. Compared to Estonia, Russian 

minority in Latvia is better integrated. 

 

Latvia had a relatively well-developed market economy during the independence period 

between 1918 and 1940. Most of its trade was directed toward West European countries, and 

its currency was convertible for most of this period. The economy was dominated by 

agriculture, but a fairly advanced industrial sector was emerging. 

 

The economic structure changed dramatically after the Soviet invasion in 1940. Large-scale 

nationalisations occurred during the 1940s and the early 1950s, and during the next decades 

the economic system in Latvia reflected those in the other Soviet republics. Large enterprises 

were created, which were almost totally dependent on imported raw materials from other 

Soviet republics and which exported most of their output to these republics. 

 

After regaining independence in August 1991 Latvia adopted a comprehensive reform 

package in 1992, involving price and trade liberalisation, small-scale privatisation and 

macroeconomic stabilisation. 

 

Map 2.  Latvia and its main towns 

 
Source: CIA World Factbook 2000. 
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2.3. The country profile of Lithuania 

Lithuania is situated on the Eastern shore of the Baltic Sea. The country is about the size of 

Ireland in terms of both population and area (3,5 million, 65.200km2). It shares borders with 

Russia (Kaliningrad), Poland, Belarus and Latvia. Unlike in Estonia and Latvia there is not so 

considerable minority of Russians living in Lithuania - only about 8% of the entire 

population.  

 

Lithuania has very few natural resources other than agricultural land (about two thirds of the 

country) and forests (about one fourth of the territory). Because of the lack of indigenous 

supplies of energy and other raw materials, Lithuania’s industrial sector is heavily dependent 

on imports of primary products. 

 

Lithuania declared its independence on the 16th of February 1918, and fought both German 

and Soviet forces to establish it. Between the Wars Lithuania was an independent state and it 

was basically a market economy. At the end of the period, most of the land was owned by 

private farmers, and three fourths of the population was employed in the agricultural sector. 

Lithuania was forcibly annexed by the Soviet Union in 1940, then occupied by Germany from 

1941 to 1944. The Soviet Union re-established its rule in 1944, although it was not recognised 

by most Western states. After the Soviet takeover, all industrial property and real estate was 

nationalised. In addition to this, a campaign was launched to force the collectivisation of 

agriculture via impoverishment and mass deportation of private farmers. Collectivisation was 

completed in 1952, and over time the economy was transformed into a heavily industrialised 

structure with emphasis on large-scale, highly specialized enterprises operating under the 

central planning system. Despite the lack of natural resources, the energy sector was 

developed, particularly in the nuclear field. 
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Map 3.  Lithuania and its main towns 

 
Source: CIA World Factbook 2000. 

 

Lithuania has an oil refinery in Mazeikiai, which receives crude oil by pipeline from Russia 

and can export refined products through the port of Klaipeda. In Ignalina there is an ageing 

nuclear power plant (similar in construction to the Chernobyl facility), representing over half 

of the country’s electricity-generating capacity. Besides these there are additional facilities for 

generating electricity with oil, gas and water. 

 

After violent clashes with Soviet troops throughout 1990, more than 90% of the population 

voted for independence in a referendum in February 1991. The Soviet Union recognised 
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Lithuania’s independence in September 1991, and the last Russian troops left Lithuania in 

1992. 

 

Table 1.  Some main statistical indicators of chosen countries in the Baltic Sea 
area 1999 

 Area 
1.000 km2 

Population 
Million inhabitants 

Density 
Inhabitants/km2 

 
Estonia 

 
45,2 

 
1,4 

 
32 

Latvia 64,6 2,4 37 
Lithuania 65,2 3,7 57 
Russia 17.075 146,0 9 
Finland 338 5,2 15 
Sweden 450 8,9 20 

Sources: Eurostat from national sources, CIA World Factbook 2000. 
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3. Living standard 
 

In the pre-war period, the Baltic states were all integrated into world economy on the basis of 

comparative advantage. In the Soviet period, Estonia, Latvia, and Lithuania became part of 

the “forced industrialisation” headed by central planners in Moscow. This period of 

communist rule brought about certain distortions to economic development path of the three 

Baltic states under review. The newly won independence in Estonia, Latvia, and Lithuania 

after the collapse of the Soviet Union has enabled local decision-making in the Baltic states. 

Economic development has been dynamic. 

 

It is interesting to compare living standard in the three Baltic states with that in Scandinavia in 

the early 21st century. To this comparison based on data from the World Bank (IBRD), 

Finland, Denmark, and Sweden are taken from the Nordic states. All three are members of the 

EU, but only Finland participates in the EMU (European Monetary Union). Denmark and 

Sweden have decided to maintain their respective national currency units. 

 

The standard method in international living standard comparisons is to take gross national 

product (GNP) or gross domestic product (GDP) figures per capita converted into US dollars 

or euros. In more accurate comparisons, the same figures purchasing power parity (PPP) 

adjusted are used. 

 

For some years, IBRD has used gross national income (GNI) figures in its annual yearbook 

(World Development Report). The World Bank also provides GNI figures PPP adjusted. 

These figures are called GNI converted to international dollars. The World Bank gives 

following explanations to its statistics (World Development Report 2004): 

 

Gross national income (GNI – formerly gross national product or GNP), the broadest measure 

of national income, is the sum of value added by all resident producers plus any product taxes 

(less subsidies) not included in the valuation of output plus net receipts of primary income 

(compensation of employees and property income) from abroad. Data are converted from 

national currency to current US dollars using the World Bank Atlas method. This involves 

using a three-year average of exchange rates to smooth the effects of transitory exchange rate 

fluctuations.  

 

GNI per capita is gross national income divided by midyear population. GNI per capita in US 

dollars is converted using the World Bank Atlas method. The World Bank uses GNI per 
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capita in US dollars to classify economies for analytical purposes and to determine borrowing 

eligibility. 

 

PPP Gross national income, which is GNI converted to international dollars using purchasing 

power parity (PPP) conversion factors, is included because nominal exchange rates do not 

always reflect international differences in relative prices. At the PPP rate, one international 

dollar has the same purchasing power over domestic GNI that the US dollar has over US GNI. 

PPP rates allow a standard comparison of real price levels between countries, just as 

conventional price indexes allow comparison of real values over time. The PPP conversion 

factors used here are derived from price surveys covering 118 countries conducted by the 

International Comparison Programme. For Organisation for Economic Co-operation and 

Development countries data come from the most recent round of surveys, completed in 2000; 

the rest are either from the 1996 survey, or data from the 1993 or earlier round, which have 

been extrapolated to the 1996 benchmark. Estimates for countries not included in the surveys 

are derived from statistical models using available data.  

 

PPP GNI per capita is PPP GNI divided by midyear population. 

 

Gross domestic product (GDP) per capita growth is based on GDP measured in constant 

prices. GDP is the sum of value added by all resident producers plus any product taxes (less 

subsidies) not included in the valuation of output. Growth in GDP is considered a broad 

measure of growth of an economy. GDP in constant prices can be estimated by measuring the 

total quantity of goods and services produced in a period, valuing them at an agreed set of 

base year prices, and subtracting the cost of intermediate inputs, also in constant prices. 

Growth is calculated from constant price GDP data in local currency. 

 

Table 2.  Gross national income, 2002 

 A: per capita , USD B: per capita, PPP 
adjusted, USD 

ERDI (B/A) 

 
Estonia 

 
4.130 

 
11.120 

 
2,69 

Latvia 3.480 8.940 2,57 
Lithuania 3.660 9.880 2,70 
Denmark 30.290 29.450 0,97 
Finland 23.510 25.440 1,08 
Sweden 24.820 25.080 1,01 

Source: IBRD. 
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World Bank’s “raw” figures (GNI per capita in USD without PPP adjustment) show extreme 

differences in living standard between the Baltic states and Scandinavia. Denmark, the best-

off country in the above table, is almost nine times richer than Latvia with the lowest 

marking. Finland and Sweden seem to be almost six times wealthier than Estonia.  

 

It is evident that these original figures calculated on the basis of official exchange rates (ERs) 

tell us very little because official ERs in all emerging markets contain serious distortions: ERs 

are not always reflecting local price levels correctly. Therefore, the original figures (marked 

with A here) cannot tell differences in real living standard in the region under review. 

 

GNI figures at the PPP rate, or calculated in “international dollars” (marked here B), give us a 

tool to compare welfare differences in real terms. In the light of PPP adjusted GNI data per 

capita, living standard differences between the Baltic states and Scandinavia are essentially 

more moderate than in the light of the “raw” figures. PPP adjusted, Denmark is not nine 

times, but 3,3 times better off than Latvia. Finland and Sweden are not six times, but only 2,2 

times richer than Estonia, per capita.  

 

When GNI figures at PPP rate (B-figures) are divided by the original figures (A-figures), we 

receive an index series called ERDI (Exchange rate deviation index). Dollar-based ERDI 

values reflect differences in relative prices (differences between the USA and the other 

countries, who are members of the World Bank). If ERDI in one country equals 2, USA has 

an average price level twice as high as in that country.  

 

ERDI value in above table is 2,70 in Estonia and Lithuania. It indicates that prices in the US 

are about 2,7 times higher than in these two Baltic states. Other way round it can be 

maintained that price levels in Estonia and Lithuania are roughly 37% of the American level. 

In Latvia, ERDI is somewhat lower, 2,60. 

 

If markets in the global economy were perfect, all ERDIs would be exactly one, that is, 

official exchange rates would correctly reflect local price levels. In economic language, 

ERDI=1 is the equilibrium ER. An ERDI value, which is over one, indicates that the currency 

in question is undervalued; and vice versa: an ERDI value less than one tells us, that the 

currency under review is overvalued (against the “anchor” currency, in this case US dollar). 

 

After the systemic change in TEs, it was assumed that price and trade liberalisation will 

rapidly bring most relative price ratios to world market levels. However, it was also assumed 

that “exchange rate protectionism” was needed for an interim period: ERs were set on a low 
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level, in order to give price competitiveness for exportables and restrict imports via 

undervaluation of currency (by making imports expensive calculated in local money). 

Undervaluation of a TE-currency means that local firms are not fully exposed to pressure 

from international competition. The higher is the ERDI value in any TE, the more effective is 

the “exchange rate protectionism”. The more competitiveness (f. ex. in quality of exportables) 

improves in a TE, the more the need to undervalue the currency declines. With full 

international competitiveness the undervaluation problem can be eliminated (the need of 

exchange rate protectionism disappears). 

 

In other words, on the long run all emerging markets ought to have an official exchange rate 

which is in equilibrium  (ERDI value equals one). It is impossible to estimate how long this 

run will be in TEs. 

 

In the table above, Denmark has an ERDI value which indicates that her currency is 

moderately overvalued (3%). In Sweden, there is almost perfect equilibrium (ERDI=1,01). 

Finland, which is an euro country, there is an undervaluation of 8%. In 2002, dollar was said 

to be “overvalued” and euro “undervalued”: this tendency is reflected in the Finnish case. In 

2003, euro’s value against dollar improved dramatically correcting the situation.  

 

ERDI values calculated from World Bank’s statistics for 2002 show rather high level of ERDI 

for Baltic states (between 2,6 and 2,7). In Bulgaria the equivalent figure was 3,8, and in 

Romania 3,4. These two countries with high ERDI values (indicating low competitiveness) 

were relegated from the list of TEs seeking EU-accession. The richest TE (with EU-

admission), Slovenia had an ERDI of only 1,8 in 2002 calculated with IBRD data.  

 

The Vienna Institute for International Economic Studies (WIIW) has the best data-base 

concerning TE-region. This institute calculates her own TE-figures, f. ex., GDP per capita at 

current PPPs (euro-based), as well as ERDI values for all TEs. Thus, living standard level in 

the Baltic region can be analysed in the light of WIIW-data with euro-based comparisons.  
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Table 3.  GDP per capita 2002, at current PPPs (euro-based) 

 GDP EU=100 ERDI ERDI growth (%), 
1995-2002 

 
Estonia 

 
10.380 

 
44 

 
2,07 

 
-33 

Latvia 7.987 34 2,19 -32 
Lithuania 9.121 39 2,19 -45 
     
Greece 16.555 70   
EU (15) average 23.582 100   

Source: WIIW. 

 

There are clear similarities in the two tables brought up above. Estonia has the highest and 

Latvia the lowest living standard in World Bank’s GNI and in the WIIW’s GDP comparison 

within the Baltic region. Estonia’s living standard is 44% of the EU (15 countries) average, 

while Latvia scores 34% and Lithuania 39%. Scandinavian countries are not listed in WIIW’s 

comparison (Finland and Sweden are very close to EU-average). Greece is taken as a 

comparison: her living standard is 70% of EU average. Estonia with the highest living 

standard in the Baltic region, is still clearly behind Greece. 

 

WIIW’s ERDI-figures (euro-based) are clearly lower than IBRD’s (dollar-based) equivalents 

for Baltic states in 2002. Latvia and Lithuania have both an ERDI of about 2,2, while 

Estonian equivalent is lower (2,07). These ERDI values indicate, that price levels in the Baltic 

states are somewhat below 50% of the euro-area average price level.  

 

WIIW’s time series indicate that ERDI values in the Baltic states have declined dramatically 

since since 1995. In Estonia ERDI dropped from 3,09 (1995) to 2,07 (2002), a decrease of one 

third. Similar trend is visible in Latvia (ERDI-value in 1995 was 3,21 and 2,19 in 2002). 

Lithuania almost halved her ERDI-value from 3,96 in 1995 to 2,19 in 2002: a decline of 45%. 

 

In this context, it is appropriate to give a short description of ER regimes in the era of 

transition in the Baltic states. Estonia, Latvia, and Lithuania have all chosen the fixed ER 

policy with different concepts.  

 

In the very early stage of the transition, Estonia introduced its own currency, the Estonian 

kroon (EEK). At a time when the West was still urging the former Soviet republics to stay in 

the rouble zone, Estonia decided to separate herself from the inflationary development of the 

post-Soviet era. The country did not adopt any interim measures such as transitional 

currencies or coupons. The kroon was introduced in June 1992, through direct conversion 
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from roubles, with wages, prices and bank deposits and loans swapped at a rate of 10 Soviet 

roubles to one kroon. Each individual was allowed to exhange 1.500 Soviet roubles at a rate 

of 10:1, while the remainder was converted at a 50:1 rate.  

 

Estonian monetary policy is based on a currency board arrangement which means that base 

money issue has to be fully covered by gold and foreign currency reserves. The Bank of 

Estonia is obliged to buy and sell Estonian kroons at a fixed exchange rate. 

 

An orthodox definition of a currency board includes an institutional arrangement in which the 

board’s sole responsibility is to issue and redeem notes and coins at a fixed rate of exchange 

against a base currency. Alternatively, as is the case in Estonia, the principles of the currency 

board arrangement may be used within a central banking framework. The Estonian monetary 

system is based on the Currency Law, the Law on the Security of the Estonian kroon and the 

Central Bank Law. 

 

The first two set up a currency board-like system by stating that emissions of Estonian kroons 

must be fully covered by gold and foreign exchange reserves, by fixing the external value of 

Estonian kroon to the German mark at 8 EEK to 1 DEM, and by establishing full current 

account convertibility. Only the Estonian parliament can devalue the Estonian kroon, but the 

Bank of Estonia can revalue it. According to the Law on the Central Bank, the Bank of 

Estonia’s main goal is the stability of the Estonian currency: the Bank enjoys full 

independence from the government in conducting monetary policy. 

 

Latvia’s move towards national currency took place in two stages. In response to an acute 

shortage of Russian rouble banknotes in 1992, Latvia introduced the Latvian rouble (rublis) in 

May 1992, which became the sole legal tender two months later. In early 1993, the Bank of 

Latvia moved on to stage two, the introduction of a national currency, the lat (LVL). The 

rublis was gradually phased out and ceased to be legal tender in October 1993. 

 

Latvia did not establish a currency board system. After the introduction of lat, it was allowed 

to float freely. However, in February 1994, lat was pegged to the SDR (Special Drawing 

Rights, the currency basket of the IMF) at a rate of 0,799 LVL to 1 SDR. 

 

Like Latvia, Lithuania launched its own national currency in two stages. The talons were 

introduced in October 1992 as a transitional coupon. In the summer of 1993 the national 

currency, the litas (LTL), was introduced. 
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The introduction of the Currency Board arrangement in Lithuania on April 1st, 1994, was a 

significant step in the process of the stabilization of Lithuania’s economy. Under this 

arrangement the central bank’s lending to government is suppressed, and the amount of 

money in circulation is limited to the market value of the gold and hard currencies maintained 

in the Bank of Lithuania. According to the Currency Board arrangement, the litas is pegged to 

the US dollar at the rate of 1 LTL to 0,25 USD. Since that date, the Bank of Lithuania has 

been conducting a monetary policy that is based on strict rules rather than on discretionary 

behaviour. The exchange rate is an intermediate monetary policy target, and the Currency 

Board arrangement is the main instrument of achieving the stability of the exchange rate.  

 

In sum, all three Baltic states have chosen the fixed exchange rate regime. There are two basic 

reasons for choosing a fixed exchange rate policy. First, the fixed exchange rate is a policy 

tool used to stabilize the financial environment and to provide a nominal anchor for the 

economic system during transition from a centrally planned to a market economy. Second, the 

aim of the fixed exchange rate policy is – by using the stability of the currency – to introduce 

undistorted world market prices to the domestic economy. Through them, domestic agents can 

give adequate and predictable price signals in investment decisions.  

 

The launching of euro naturally caused a technical change in the currency system of Estonia: 

the anchor of EEK (German D-mark) ceased to exist. The central Bank of Estonia issued a 

statement in December 1998 that the official EEK-euro ER is 15,6466 to one. Thus, the fixed 

ER policy based on Currency Board arrangement continued with a new anchor, the euro, 

which is equivalent of EEK 15,65.   

 

Lithuania rearranged her currency peg in early 2002 (February 2nd) switching from dollar to 

euro. The new peg of litas is LTL 3,4528 equals one euro. In the time of this switch from 

dollar to euro peg, the new anchor (euro) was rather weak against US dollar. Thus, in early 

2002 the change of LTL peg meant a devaluation of LTL. However, soon afterwards euro 

strengthened strongly against dollar which made Lithuanian exports more expensive outside 

the euro-area. 
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4. Economic growth 
     

In the early period of transition, all TEs suffered a severe economic slump with high inflation. 

Transition did not start at the same time in all TEs. The communist system collapsed in 

Eastern Europe in 1989. The Soviet brake-down took place in 1991. Therefore, it is difficult 

to compare economic performance in Central Eastern Europe (CEE) with that in former 

Soviet republics (like the Baltic States). Therefore, it is appropriate to analyse economic 

growth since the mid-1990. In this comparison, CEEC-5 (countries with given EU-

membership in CEE-region) and CEEC-7 (including Romania and Bulgaria) are in the same 

list with the Baltic states. 

 

Table 4.  Gross Domestic Product (real change in % against preceding year) 

 1995 1996 1997 1998 1999 2000 2001 2002 Index 
1995=100 

2002 
Chech 
Republic 

 
5,9 

 
4,3 

 
-0,8 

 
-1,0 

 
0,5 

 
3,3 

 
3,3 

 
2,6 

 
112,6 

Hungary 1,5 1,3 4,6 4,9 4,2 5,2 3,7 3,3 130,4 
Poland 7,0 6,0 6,8 4,8 4,1 4,0 1,0 1,3 131,4 
Slovak 
Republic 

 
6,5 

 
5,8 

 
5,6 

 
4,0 

 
1,3 

 
2,2 

 
3,3 

 
4,2 

 
129,5 

Slovenia 4,1 3,5 4,6 3,8 5,2 4,6 3,0 3,0 131,1 
CEEC-5 5,7 4,7 4,7 3,5 3,2 3,9 2,2 2,2 127,2 
          
Bulgaria 2,9 -9,4 -5,6 4,0 2,3 5,4 4,0 4,3 104,0 
Romania 7,1 3,9 -6,1 -4,8 -1,2 1,8 5,3 4,5 102,8 
CEEC-7 5,8 3,8 2,5 2,4 2,5 3,7 2,7 2,7 122,2 
          
Estonia 4,3 3,9 9,8 4,6 -0,6 7,1 5,0 5,3 140,5 
Latvia -0,8 3,3 8,6 3,9 1,1 6,8 7,6 5,3 142,6 
Lithuania 3,3 4,7 7,3 5,1 -3,9 3,8 5,9 5,8 131,8 

Source: WIIW. 

 

The Baltic states have an excellent growth record in the post-1995 period. The highest TE 

growth between 1995 and 2002 can be in the above table found in Latvia, where the GDP has 

increased by no less than 42,6%. Estonia with higher living standard is not far behind with 

40,5%. Lithuania did not quite reach the same speed, but is with overall growth of 31,9% 

better positioned than the best performers in Central Eastern Europe (Poland, Slovenia, and 

Hungary). Thus, from the point of view of economic dynamism, the three Baltic states are the 

best new members of EU. 
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The above table shows an actual decline of GDP in Lithuania (-3,9%) and in Estonia (-0,6%), 

as well as clear deceleration of growth in Latvia in 1999. This disturbance in the growth cycle 

has a concrete explanation: 1998 Russia suffered a serious devaluation crisis in the aftermath 

of which import decreased by almost 30% in 1999. This event had harmful effects for export 

of all Baltic states. All three countries recovered quickly from that export demand shock. 

 

One important background factor in the Estonian, Latvian and Lithuanian growth 

performance is dynamic development of productivity. It can be measured by GDP per 

employed person figures.  

 

Table 5.  GDP per employed person at constant (1999) prices, in local currency 

 1995 2002 Growth, % 
 
Estonia 

 
101.610 

 
153.700 

 
51,3 

Latvia 3.370 4.790 42,1 
Lithuania 22.871 34.710 51,8 

Source: WIIW. 

 

In all three countries under review, GDP per employed person has increased more rapidly 

than overall GDP. In the given period of time (1995-2002), the growth in Estonia and 

Lithuania exceeds the 50% mark. Latvian equivalent figure is clearly more modest with 42%. 

 

It is interesting to analyse how personal income figures have developed in the Baltic growth 

process. This is measured by average gross monthly wages in euro at official ER (nominal 

wage), and by average gross monthly wages in euro at PPP. The latter is derived from the 

former multiplied by ERDI. Thus, the latter can be called “the real” average gross monthly 

wage (calculated in euro).  
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Table 6. Average monthly gross wages, euro-based 

 1995 2002 Growth, % 
 
Estonia 

   

     At official ER 160 373 133 
     At PPP 494 774 56,7 
    
Latvia    
     At official ER 131 292 123 
     At PPP 421 638 51,5 
    
Lithuania    
     At official ER 43 298 220 
     At PPP 369 651 76,4 

Source: WIIW. 

 

Nominal (euro-based) average wages have increased extremely rapidly: there is more than 

doubling in Estonia (1995-2002), and in Lithuania a more than threefold increase. “Real” 

wages (adjusted with PPP) have an essentially more moderate growth. However, also in this 

sphere, increase has been rapid: 57% in Estonia, 52% in Latvia, and over 76% in Lithuania. 

 

All figures in the above table are gross wages (without deducting taxes and social security 

payments). In the calculations with PPP adjustment the “multiplier” (ERDI) has decreased, as 

mentioned before. Thus, with time, these two time series (nominal and “real” wages) grow 

closer together, which is normal in economic development: official ER moves toward 

equilibrium. 

 

From the point of view of international competitiveness, one of the most important factors is 

development of unit labour costs (ULC). This factor is measured by using index numbers. 

 

 Table 7.  Unit labour costs, 1992=100 

 1995 2002 Growth, % 
 
Estonia 

 
384,8 

 
625,3 

 
62,5 

Latvia 399,2 533,4 33,6 
Lithuania 1.063,4 1.500,8 41,1 

Source: WIIW. 

 

There are remarkable differences in ULC growth rates between the three Baltic states. Estonia 

shows very strong increase of about 63% in 1995-2002, while the Latvian equivalent figure is 

only 34%. Lithuania has a marking of 41%, between Estonian and Latvian score. These 
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figures mean that Latvia is gaining ground in competitiveness in the Baltic region as far as 

labour intensive activities are concerned.  

 

4.1. Structural aspects of Baltic economies 

In the prewar period, the three Baltic states were well integrated into the global economy as 

relatively well-off countries with strong rural economies. Agriculture has good natural 

conditions with fertile soil. Large-scale industrialization took place in the Soviet era. 

 

In the post-Soviet era, the relative importance of the rural economy is not brought back to the 

prewar level. The relative weight of manufacturing has decreased in the post-communist 

period in the Baltic states. 

 

Table 8. Economic structure in 2002 

 Gross value added (GVA) by 
activities, % of total 

 

Employment by activities,  
% of total employment 

 Agriculture1 Manufacturing Agriculture1 Manufacturing 
 
Estonia 

 
5,4 

 
18,6 

 
7,0 

 
21,8 

Latvia 4,7 14,8 15,4 16,9 
Lithuania 7,1 19,4 17,9 18,6 

1 Agriculture, hunting, forestry and fishing 
Source: Canstat Statistical Bulletin (CSB), Riga 2003. 
 

Figures in the above table show that Lithuania is more agriculture-intensive (with over 7% 

share of agriculture in total GVA) than Estonia and Latvia. More than one sixth (17,9%) of 

Lithuanian active population is working in the primary sector (agriculture) which in European 

comparison is very high figure. Latvia is not far behind with 15,4% of working taking place in 

the farming sector. The equivalent figure in Estonia is with 7,0% essentially lower. 

 

Manufacturing counts for less than 15% of gross value added in Latvia employing about 17% 

of active population. In Estonia the equivalent figures are 18,6% and 21,8%, and in Lithuania 

19,4%, and 18,6%. Manufacturing thus has a rather modest importance of less than one fifth 

of the total GVA in all Baltic states. This sector employs over one fifth of active population 

(about 22%) in Estonia, but less than 20% on both Lithuania and Latvia. Primary and 

secondary sector together (farming plus manufacturing) employ less than one third of 

employed persons in both Estonia and Latvia. In Lithuania the equivalent share is somewhat 

over one third. 
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Thus, post-communist countries in the Baltic area can be said to be post-industrial service 

societies with roughly two thirds of active population employed mainly in various services. In 

both Latvia and Lithuania, the rural economy is still extremely important provider of work. 

Data given above indicate that the primary sector in these two countries is very inefficient: 

farming contributes relatively modestly to GVA, but plays an important role in the 

employment figures. 

 

Obviously, in the transitional period there is an urgent need to renew and extend the stock of 

physical capital. Investment quota ought to be relatively high. 

 

Table 9. Investment quota 

 Gross fixed capital formation, as % of GDP, 2002 
 
Estonia 

 
28,5 

Latvia 25,7 
Lithuania 21,4 

Source: CSB. 

 

Estonia is investing in relative terms clearly more than Lithuania. Latvia is in her investment 

intensity between her Baltic neighbours. Investment quotas in the Baltic states are not 

excessive.  

 

Foreign direct investment (FDI) inflow has essentially contributed to the successful transition 

in the Baltic states. Inward FDI flow was rather strong already in the early transition period 

(1992-1996) in Estonia and Latvia, where almost one quarter of gross fixed capital formation 

was FDI. In Lithuania the corresponding figure was only 4%.  
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 Table 10. Inward and outward FDI flows as a percentage of gross fixed capital 
formation, 1991-2002 

 1992-1996 1997 1998 1999 2000 2001 2002 
 
Estonia 

       

     inward 23,9 20,6 37,6 23,5 32,9 37,8 16,8 
     outward   1,2 10,6   0,4   6,4   5,4 13,9   6,7 
        
Latvia        
     inward 23,5 49,3 21,5 20,7 21,6   7,9 18,0 
     outward  -4,3   0,6   3,3   1,0   0,5   0,6   0,4 
        
Lithuania        
     inward   3,7 15,2 35,4 20,7 18,0 18,2 24,7 
     outward    1,2   0,2   0,4   0,2   0,3   0,6 

Source: UNCTAD. 

 

Estonia has the highest overall figures in inward FDI-flows in the Baltic region. This country 

has also some outward FDI in the above table, which are very thin in Latvia and Lithuania. 

Outward investment in Estonia was over 10% of gross fixed capital formation in 1997 and 

2001. It can be assumed that the big bulk of Estonian outward FDI flows have had other 

former Soviet republics, including Russia, as target markets.  

 

Inward FDI stock in TE-region can be measured in relative terms by counting per capita 

figures (see Tiusanen: Pan-european Integration. EU’s Eastern Enlargement, NORDI 

publication, no 1, 2003). The relative importance of FDI stock to a national economy can also 

be measured by counting inward FDI stock as a percentage of local GDP. 
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Table 11. Inward FDI stock as a percentage of GDP in Central and Eastern 
Europe, 1995 and 2001  

Country, region 1995 2001 
 
Estonia 

 
14,4 

 
65,9 

Czech Republic 14,1 64,3 
Slovakia 4,4 43,2 
Hungary 26,7 38,2 
Latvia 12,5 32,4 
Lithuania   5,8 28,9 
Bulgaria 3,4 25,0 
Poland 6,2 24,0 
Slovenia 9,4 23,1 
Romania 2,3 20,5 
Ukraine 2,5 12,9 
Belarus 0,5 8,7 
Russian Federation 1,6 6,5 
   
Memorandum:   
Central and Eastern Europe 5,3 20,9 
World 10,3 22,5 

Source: UNCTAD. 

 

Estonia is on the top of the table in 2001 figures followed closely by the Czech Republic. The 

value of FDI stock in Estonia is about two thirds of the local GDP, while in both Latvia and 

Lithuania the equivalent share is less than one third. Estonia has been one of the most 

successful TEs in attracting FDIs. 

 

It was pointed out above that all Baltic states have experienced a period of strong economic 

growth since the mid 1990s. Amid this boom, unemployment has not been eliminated. Thus, 

it can be assumed that Estonia, Latvia, and Lithuania have a structural unemployment 

problem.  

 

Table 12. Labour market, 2002  
 Unemployed persons 

(thousands) 
Unemployment rate  

(%) 
 
Estonia 

 
67 

 
10,3 

Latvia 135 12,0 
Lithuania 224 13,8 

Source: CSB. 

 

Unemployment figures above are calculated according to labour force survey (LFS) method, 

or ILO (International Labour Organisation) model. The total number of unemployed persons 
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in the three Baltic states exceeded 400.000 in 2002. Unemployment rate in Lithuania was (in 

2002) almost 14%. Estonia had an equivalent figure of over 10%, and Latvia 12%. 

 

In this context it is worth noticing that in the Baltic region, especially in Lithuania, there is 

“relative overpopulation” in the rural economy. It means that primary sector is overmanned, 

and therefore, further urbanisation of the society ought to be advanced. There is obviously no 

short-term solution for this problem which is present in several TEs, for example, in Poland, 

Romania, and Bulgaria.  

 

In the sphere of external economic links, there is a tendency in all Baltic states to have a large 

trade deficit which is partially compensated by “invisible” income. In this context, net income 

in tourism is important, especially in Estonia. 

 

Table 13. Estonia  
 
Principal exports 2002 

 
% of total

 
Principal imports 2002 

 
% of total

Machinery & equipment 24,8 Machinery & equipment 29,7
Wood & paper 17,4 Chemicals 13,1
Clothing & footwear 14,7 Transport equipment 10,8
Furniture 8,8 Clothing & footwear 10,5
Foodstuffs 8,3 Foodstuffs 9,7
 
Main destinations of 
exports 2002 

 
% of total 

 
Main origins of imports 2002 % of total

Finland 24,8 Finland 17,1
Sweden 15,3 Germany 11,2
Germany 9,9 Sweden 9,5
Latvia 7,4 Russia 7,4
UK 4,8 China 5,2

Source: EIU. 
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Table 13. Latvia  
 
Principal exports 2002 

 
% of total

 
Principal imports 2002 

 
% of total

Wood & wood products 33,6 Machinery & equipment 21,3
Textiles 12,8 Chemicals 10,5
Metals 13,2 Mineral products 9,7
Prepared foodstuffs 7,2 Transport equipment 9,8
Machinery & equipment 6,5 Metal products 8,4
 
Main destinations of 
exports 2002 

 
% of total 

 
Main origins of imports 2002 % of total

Germany 15,5 Germany 17,2
UK 14,6 Lithuania 9,8
Sweden 10,5 Russia 8,8
Lithuania 8,4 Finland 8,0
Estonia 6,0 Sweden 6,4

Source: EIU. 

 

Table 13. Lithuania  
 
Principal exports 2002 

 
% of total

 
Principal imports 2002 

 
% of total

Mineral products 18,9 Mineral products 17,6
Transport equipment 16,0 Machinery & equipment 17,3
Textiles 15,1 Transport equipment 16,2
Machinery & equipment 10,0 Chemicals 8,6
Chemicals 6,4 Textiles & clothing 7,9
 
Main destinations of 
exports 2002 

 
% of total 

 
Main origins of imports 2002 % of total

UK 13,4 Russia 21,3
Russia 12,2 Germany 17,0
Germany 10,4 Italy 4,9
Latvia 9,6 Poland 4,8
Denmark 5,1 UK 3,3

Source: EIU. 

 

The export structures in Baltic states are dissimilar. The main export category in Estonia is 

machinery & equipment, which makes up about one quarter of total exports. The same 

product group in Latvia counts only for 6,5% of total export. The equivalent figure in 

Lithuania is 10%, but in that country 16% of total exports is transport equipment. 

 

In Latvia, one third of visible trade earnings come from wood and wood products. The second 

most important export category in Latvia is textiles (13% of total exports). Textiles are also 

remarkable source of export income in Lithuania with 15% of total export value. Clothing & 

footwear bring in about 15% of Estonian export income. Foodstuffs (prepared or unprepared) 
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are important in Baltic exports. However, this group of goods is not within the five most 

important export categories of Lithuania. 

 

Russia is on the second place among main buyers of Lithuanian export articles, after the UK. 

Russia, or other CIS countries, are not among the five most important destinations of Estonian 

and Latvian exports. In Estonia, the most important trading partner is Finland.  

 

The Baltic states have a thin resource base, and thus, must import a lot of input goods. The 

most important import category in Lithuania is mineral products. This group of products is 

not present in Latvian and Estonian statistics of five main imports. This fact can be explained 

by one simple factor: Lithuania inherited from Soviet period an important oil refinery unit, 

which uses plenty of Russian raw oil. There is no equivalent capacity in two other Baltic 

states, both of which import fuel (like gasoline and diesel), and therefore, have “chemicals” as 

an important import category. All three Baltic states import plenty of machinery & 

equipment, as well as transport equipment. No major player in the automotive industry has 

chosen the Baltic region as a manufacturing location in the transitional period.  

 

Russia is the most important importer for Lithuania. The most decisive detail for that was 

mentioned above: Russian oil comes to Lithuania in large quantities. Resource-rich Russia is 

rather important trading partner also for Estonia and Latvia, which is visible in the import 

figures. 

 

In the transitional period, the Baltic states have been able to find new export markets in the 

West. In this transitional process, contract manufacturing deals have played an extremely 

important role. Many Western companies have moved labour intensive activities to TEs, the 

Baltic states included. It is impossible to measure statistically the impact of contract 

manufacturing deals on foreign trade structure in the Baltic region. 

 

Contract manufacturing takes typically place in clothing and footwear. Companies with strong 

brands design their merchandise in emerging markets (in the West) and get it produced by 

manufacturers with competitive costs.  

 

Some years ago, China joined the World Trade Organisation (WTO), and as a consequence of 

that, her clothing and footwear exports will get free entry in the Western markets starting 

2004. It is assumed that global competition in all labour intensive branches will intensify by 

advancing trade liberalisation.  
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Labour intensive activities, which were moved in the 1990s from Western Europe to TEs, will 

possibly be moved further East in the future. Thus, changes in TEs foreign trade structures are 

likely to occur in the coming years.  

 

4.2. Current economic trends 

Estonian, Latvian, and Lithuanian economies have grown very strongly since the mid-1990s. 

This really positive phenomenon has already been discussed. Amid this strong economic 

expansion, relative price stability has been achieved and maintained. Fixed exchange rate 

policy, which is applied in all three countries under review, calls for relative price stability. 

 

ERDI (exchange rate deviation index) values have declined in the Baltic states. This means 

that the undervaluation advantage of currencies is eroding. There is the obvious danger that 

disequilibrium in the current accounts will develop. Deficits in CAs have been relatively 

deep, but there have been no unsurmountable problem to finance these deficits, yet. 

Government budgets show no excessive deficits. 

 

Table 14. Annual indicators, Estonia 

 2000 2001 2002 
 
GDP at market prices (EEK bn) 

 
87,2 

 
96,6 

 
106,5 

GDP (USD bn) 5,1 5,5 6,4 
Consumer price inflation (av; %) 4,0 5,8 3,6 
Population (m) 1,4 1,4 1,4 
Exports of goods fob (USD m) 3.311 3.338 3.498 
Imports of goods fob (USD m) -4.080 -4.125 -4.619 
Current-account balance (USD m) -294 -339 -806 
Foreign-exchange reserves excl gold (USD m) 921 820 1.000 
Total external debt (USD bn) 2,6 2,9 4,7 
Current account deficit (% of GDP) 6,8 6,2 12,6 
Budget deficit (-), surplus (% of GDP) -0,1 0,5 1,2 

Source: EIU. 

 

Estonian inflation (consumer price index) has in the new century shown abating tendency. In 

1998, the yearly inflation was still over 8%, but only 4% in 2000. In 2001, the same rate was 

5,8%, but went down to 3,6 one year later. Thus, it can be maintained that a relative price 

stability has been achieved with intensified competition.  

 

Import outlays are not even nearly paid by export income. Balance of trade is partially 

compensated by service income, which is flowing in especially via busy tourist streams. 

However, current account shows permanent deficits. 
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CA deficits have to a considerable extent been conveniently financed by high FDI inflows in 

the 1990s and also in the first years of the 21st century. CA deficit doubled in relative terms in 

2002 to 12,6% of GDP. Obviously, that high CA deficit level cannot be maintained for 

several years. Some correcting mechanism must be invented.  

 

In the state finances, Estonia has during the whole transitional period shown very prudent 

behaviour. Budgets are by definition in relative equilibrium ending up often with moderate 

surpluses. There is no deficit-spending financial policy in Estonia causing overheating of the 

economy in last years.  

 

Table 15. Annual indicators, Latvia 

 2000 2001 2002 
 
GDP at market prices (LVL bn) 

 
4,3 

 
4,8 

 
5,2 

GDP (USD bn) 7,2 7,7 8,4 
Consumer price inflation (av; %) 2,7 2,5 1,8 
Population (m) 2,4 2,4 2,3 
Exports of goods fob (USD m) 2.058 2.216 2.576 
Imports of goods fob (USD m) -3.116 -3.566 -4,020 
Current-account balance (USD m) -494 -732 -659 
Foreign-exchange reserves excl gold (USD m) 851 1.149 1,241 
Total external debt (USD bn) 4,9 5,7 6,1 
Current account deficit (% of GDP) 6,9 9,5 7,8 
Budget deficit (-), surplus (% of GDP) -2,8 -2,1 -2,5 

Source: EIU. 

 

Latvia’s inflation has been abating in the new century even more clearly than in Estonia. An 

annual inflation rate of less than 2% in 2002 is an excellent result. Also Latvia is struggling to 

balance her external economy Current account deficits of 7-10% of local GDP may be 

difficult to finance year after year. In 2002, CA deficit was with 7,8% of GDP more moderate, 

than in 2001 (9,5%). Hopefully, this tendency continues in the near future.  

 

Fiscal policy in Latvia is not as prudent as in Estonia. However, budget deficits have not 

exceeded 3% (of GDP) in 2000-2002, which is the “Maastricht limit” of EMU rules (budget 

deficit is not supposed to be over 3% of GDP).  
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Table 16. Annual indicators, Lithuania 

 2000 2001 2002 
 
GDP at market prices (LTL bn) 

 
44,7 

 
47,5 

 
50,7 

GDP (USD bn) 11,2 11,9 13,9 
Consumer price inflation (av; %) 1,0 1,3 0,3 
Population (m) 3,5 3,5 3,5 
Exports of goods fob (USD m) 4.050 4.889 6.031 
Imports of goods fob (USD m) -5.154 -5.997 -7.368 
Current-account balance (USD m) -675 -574 -734 
Foreign-exchange reserves excl gold (USD m) 1.312 1.618 2.356 
Total external debt (USD bn) 4,9 5,2 6,2 
Current account deficit (% of GDP) 6,0 4,8 5,3 
Budget deficit (-), surplus (% of GDP) -2,8 -1,9 -1,2 

Source: EIU. 

 

Lithuania has achieved the best results in price stability within the group of Baltic states. 

Clearly abating inflation approached zero in 2002. In the current account, Lithuania shows 

yearly deficits in the range of 5-6% of GDP. Thus, in her external bookkeeping Lithuania has 

more moderate inbalance than Latvia, and is considerably better off than Estonia in this 

respect in 2002: Estonia’s CA deficit (as % of GDP) is about 2,5 times higher than 

Lithuania’s.  

 

Budget deficit has declined from 2,8% (of GDP) in 2000 to only 1,2% in 2002. This tendency 

is very positive one, even if Lithuania has not reached budget surpluses, like Estonia in 2001-

2002.   

 

In sum, all three Baltic states have achieved relative price stability in the first years of the 21st 

century. Central governments’ bookkeeping especially in Estonia, but also in Lithuania and 

Latvia, is rather prudent – uncontrolled deficit-spending is not taking place. 

 

Current account deficits seem to be a headache in the Baltic states, especially in Estonia, 

which has the lowest ERDI-value (in euro-based calculations) in the Baltic region. A CA 

deficit of over 10% of GDP is not necessarily sustainable. 

 

Total external debt figures are not on critical level in any of the Baltic states. However, this 

figure grew rapidly in Estonia in 2002 from USD 2,9 bn (2001) to USD 4,7 bn, an increase of 

over 60%. Equivalent growth rates in Latvia (7%) and in Lithuania (19%) were essentially 

more moderate.  
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In TE-comparison, the Baltic states are economically in good shape. The Economist 

Intelligence Unit (EIU) measures regularly the attractiveness of the business environment in 

60 countries. The overall scores (on a scale of 1-10) and rankings are based on scores for 70 

indicators, grouped into ten categories of the business environment. The rankings are 

produced for a 5-year forecast period, as well as for the previous five years. In the latest 

available EIU assessment, the Baltic states score extremely well in the TE-group of countries. 

 

Table 17. Business environment scores and ranks 

 2003-07 
Total score 

Regional 
rank 

1998-2002 
Total score 

Regional  
rank 

 
Estonia 

 
7,57 

 
1 

 
6,89 

 
1 

Czech Republic 7,33 2 6,57 3 
Hungary 7,19 3 6,75 2 
Slovenia 7,19 4 6,30 5 
Poland 7,16 5 6,37 4 
Lithuania 7,14 6 6,27 6 
Latvia 7,03 7 6,16 7 
Slovakia 6,53 8 5,81 8 
Croatia 6,50 9 5,31 10 
Bulgaria 6,19 10 5,44 9 
Russia 5,86 11 4,61 15 
Romania 5,71 12 4,65 14 
 
East-central Europe 

 
7,08 

 
- 

 
6,36 

 
- 

Balkans 5,61 - 4,55 - 
Baltics 7,25 - 6,44 - 
CIS 4,75 - 4,08 - 
Eastern Europe average 5,68 - 4,89 - 

Source: EIU, Country Forecast September 2003. 

 

Estonia is in leading position in the latest EIU assessment (for 2003-2007) maintaining her 

previous rank. Also Lithuania (rank 6) and Latvia (rank 7) are in the same position as before 

(1998-2002). In the latest score-board, Baltics get 7,25 points compared with 7,08 in Central 

Eastern Europe, where the Czech Republic, Hungary, Slovenia, and Poland have higher 

scores and ranks than Lithuania and Latvia.  
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5. Foreign direct investment (FDI) in the Baltic states 
 

5.1. General features of FDI 

The combined population in the Baltic states is about 7,5 million, and the overall GDP is less 

than USD 30 billion a year (at official exchange rates). Quite obviously, none of the three 

small Baltic states can attract large-scale manufacturing from international companies on the 

basis of local demand only. Thus, it is understandable that some important industrial 

branches, like automotive industry, have had no vital interest in investing in Estonia, Latvia 

and Lithuania.  

 

However, the small size of the economy has been a relative, but not an absolute obstacle in 

attracting FDI. In relative terms, the most successful TE in FDI game has been the Czech 

Republic (population about 10 million) which in 2002 had a per capita FDI stock of USD 

3.600. About USD 1.000 less per capita were invested by foreign companies in three TEs: 

Hungary, Slovenia, and Estonia.  

 

Table 18. Foreign direct investment stock (USD million)  

 1995 2002 Growth 
1995-2002 (%) 

FDI stock 2002 
(per capita, USD) 

 
Czech Republic 

 
7.350 

 
37.000 

 
503 

 
3.600 

Hungary 11.926 27.000 226 2.700 
Poland 7.843 46.000 587 1.200 
Slovak Republic 1.297 10.000 771 1.850 
Slovenia 1.763 5.500 312 2.750 
Bulgaria 337 4.400 1.306 537 
Romania 971 8.600 886 384 
Estonia 737 3.600 488 2.600 
Latvia  616 3.000 487 1.250 
Lithuania 352 3.600 1.023 973 
Russia 3.966 25.000 630 172 
Ukraine 796 5.000 628 100 

Source: WIIW, 2003. 

 

Estonia with about 1,4 million and Slovenia with 2 million inhabitants are the smallest TEs in 

the above table. Both of them provide an attractive business environment, as we have seen in 

the EIU assessment for 2003-2007. Slovenia’s FDI figure per capita is USD 2.750, and 

Estonia’s equivalent result is USD 2.600. Hungary with a population of 10 million is in the 

same category (USD 2.700). Ukraine with a population of almost 50 million has received FDI 

USD 100 per capita, a very moderate figure.  
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FDI stock has increased in Estonia and Latvia about fivefold in 1995-2002. However, the FDI 

stock per capita was more than twice higher in Estonia than in Latvia in 2002. In the same 

period of time, Lithuanian FDI stock increased tenfold. However, her per capita FDI stock 

was less than USD 1.000 in 2002. 

 

Estonia and Hungary privatized state-owned enterprises (SOE) extremely rapidly after the 

collapse of communism by selling assets. Foreign companies were asked for bidding. Thus, 

these two countries received plenty of FDI in the early period of transition. Many capacities 

were acquired by Western companies in Estonia and Hungary. The privatization process in 

other TEs in the above table has been more complicated and longer. Therefore, it is 

understandable that Hungary and Estonia are not leading the FDI growth competition since 

1995.  

 

In the early stage of transition it was generally assumed that FDI inflow in TE-region was 

virtually always linked with cheap labour in manufacturing. Obviously, this was an important 

motive of many investors. Some investors, like Ford in Hungary, established so called off-

shore units: Ford started to produce car engines in Hungary, everyone of which were 

exported. TE-location provided a low-cost environment. 

 

This atmosphere of early transition does not necessarily exist any more. Certainly, there are 

still some relative advantages to be received in labour costs in East-West comparison. 

However, these relative cost comparisons are not always decisive in FDI-flows. More and 

more FDIs in TEs are in services, like in retail trade, financial intermediation and 

telecommunication. One of the biggest FDIs in the Baltic states is the € 600 million 

investment in Lithuanian Telecom by the Finnish/Swedish operator TeliaSonera.  

 

UNCTAD (United Nations Conference on Trade and Development) publishes yearly a report 

on FDI (World Investment Report). In the latest UNCTAD report (FDI Policies for 

Development: National and International Perspectives. New York, Geneva, 2003) there are 

several interesting observations on FDI scene in TE-region. These observations are 

summarized below. 

 

The automotive industry in TE-region (a major recipient of FDI) is still on a growth path. By 

contrast, the electronics industry in TEs, both local and foreign, faces global overcapacity, 

sluggish demand and cost competition from Asia, especially China. Electronics firms shed 

activities based on higher skills. 
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In the middle income countries such as the Czech Republic, Hungary, Poland, Slovakia and 

Slovenia, inward FDI increasingly targets logistical centers and R&D. Paradoxically, the 

emergence of foreign affiliates in some knowledge-intensive corporate services – such as 

regional HQ, call centers and back offices – has not helped the volume of FDI inflows 

because they can be established with small capital investments. The move to FDI based on 

higher labour skills makes the EU accession TEs direct competitors with other emerging 

locations.  

 

The Czech Republic, Estonia and Poland have to prepare for a time when privatizations are no 

longer a major source of FDI inflows. An increasing number of Greenfield projects (including 

ones financed by reinvested earnings) may indicate that such projects can at least in part 

compensate for the end of privatization-related FDI inflows. In Estonia reinvested earnings 

accounted for 40% of FDI inflows in 2002.  

 

UNCTAD report assumes that new EU members may become major sources of skill-intensive 

assets, combining their advanced education with competitive production costs. The legal 

regime of the EU provides the necessary framework for the free movement of persons, goods 

and capital within the region, in offering national treatment and in aiming for competitive 

equality within the grouping.  

 

These remarks picked up from the extensive UNCTAD report contain important signals to the 

Baltic states: the Baltic states are excluded from the dynamism of automotive industry FDI 

flow. In electronics sector, there seems to be a cutthroat competition in labour-intensive 

spheres: competition on really getting global. Estonia, Latvia and Lithuania are not in the 

heart of EU-enlargement geographically. Thus, they can hardly attract HQ locations for 

operations taking place in CEE-region.  

 

UNCTAD gives data of inward and outward FDI stock in transitional economies. Outward 

stock of foreign investment by the Baltic states is understandably very moderate. 

 

Table 19. FDI stock 2002 (USD million)  

 Inward stock Outward stock 
 
Estonia 

 
4.226 

 
670 

Latvia  2.723 67 
Lithuania 3.981 60 

Source: UNCTAD. 
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According to UNCTAD data, Estonia has the largest inward FDI stock with USD 4,2 bn (in 

absolute value, not per capita). Estonia has outward FDI stock in total value of USD 0,67 bn, 

which is a very modest figure. 

 

Latvia’s inward FDI stock is in UNCTAD statistics with USD 2,7 bn smaller than in Estonia. 

Outward stock is only USD 0,07 bn. The equivalent figure in Lithuania is even smaller, USD 

0,06 bn. Inward FDI stock in Lithuania is about USD 4 bn. 

 

It is understandable that TEs have low outward FDI stock figures. Russia is an exception of 

this rule: her outward FDI stock in 2002 was as high as USD 18 bn. Hungary’s equivalent 

figure is with USD 4,6 bn rather high, but the Czech Republic has an outside FDI stock of 

only USD 1,5 bn, Poland USD 1,3 bn, and Slovenia USD 1,1 bn. 
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6. EU funds for the new members 
 

Positive economic theories maintain that economic integration between two or more countries 

is likely to bring benefits to all participants. It is assumed that these benefits will be 

considerable if two regions (countries) with large gaps in welfare merge. Capital from the 

richer participant will start flowing to the poorer one which will enhance income levels in 

both regions (countries). Thus, evening out income differentials is supposed to enhance 

overall welfare. 

 

In many contexts, the Republic of Ireland, which joined the EU (that time EC) together with 

Great Britain and Denmark, is mentioned as a positive case of economic integration. In the 

time of joining EU, the living standard in Ireland was about one third lower than the EU 

average of that time. 

 

It is often pointed out that after joining the EU, the Irish government has embraced policies 

based on free trade, low taxes, discipline in fiscal policy, and price stability. Since the mid-

1980s, the Irish economy has experienced a strong economic boom as a result of heavy 

support from Brussels combined with strong private capital inflow. As a result, the Irish living 

standard in the early 21st century is above the EU average. However, similar economic 

miracle has not taken place in Greece, which joined the Union in 1981. Some observers have 

pointed out that the easy availability of EU money has contributed to Greece’s economic 

problems by freeing public sector money for additional consumption. Flow of EU fund may 

thus have dissimilar effects in various countries in the catching up process. 

 

In the EU budget, there are two major categories of expenditure. Almost half of the EU 

money is spent to finance common agricultural policy (CAP). The second important position 

in the Union expenditure is regional aid. The aim of regional aid is naturally to even out 

income differentials between countries and regions.  

 

The Union managed by Brussels can not levy taxes, which are collected by nation states. EU-

members then pay contributions to the Union. These contributions have a set ceiling: no EU-

member can be asked to contribute more than 1,27% of her GDP to the budget of the Union. 

This rule created in 1999, was not abolished in the wake of the EU-enlargement. 

 

The rules in allocating regional aid (structural funds) are extremely complicated. The main 

part of this regional aid package is allocated to those regions, in which the average living 
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standard (GDP per capita, PPP-adjusted) is less than 75% of the EU average. Marginal 

amount (10-13% of total) can be allocated to regions suffering from special structural 

changes. 

 

The allocation of regional aid obviously contains the danger that waste is involved. It is not 

self-evident that all regions within the Union have the necessary absorption capacity. It is 

possible that money is thrown into a “black hole” and disappears without any positive affects. 

 

Thus, each EU-member puts together a medium-term development programme as a 

framework for aid inflow. These national programmes, which can contain infrastructure, 

support for local companies, training for workers, and R&D activities, must be accepted by 

the centre (European Commission).  

 

It is in the interest of the Commission that the recipients of regional aid have incentive to 

spend the given money sensibly. Therefore, in the aid package there is normally a co-

financing requirement, which means that the local authorities must bear half (or less) of the 

financial burden of the planned project. This responsibility-sharing is supposed to minimize 

potential waste involved in EU-funding which is given in the form of grants, not loans. 

 

In the enlargement documents, it is defined that the new members of the Union will receive 

transfers in 2004, the year of the accession, 1% of their combined GDP, increasing to 1,5% by 

2006. In comparison, Greece received the equivalent of 3,5% of her GDP in 2003.  

 

Table 20. EU contribution for the new members (euro billion in 1999 prices)  

 2004-2006 
CAP 9,8 
Regional aid 21,8 
Other 9,1 
Total 40,7 

Source: EIU. 

 

Obviously, there is some tension between old and new members of the Union concerning 

allocation of funds. New members of the Union cannot close the living standard gap in three 

years. Thus, tensions within the Union in aid packages are likely to continue. 
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Table 21. Regional aid to the new members per capita (euro, 1999 prices)  

 2004-2006 
 
Czech Republic 

 
228 

Estonia 441 
Hungary 279 
Lithuania 569 
Latvia 296 
Poland 294 
Slovenia 203 
Slovakia 289 
Average 292 

Source: EIU. 

 

The average per capita regional aid from the Union in 2004-2006 in the post-communist 

accession countries will be about 300 euros which is a very modest figure indeed. Far the 

highest figure in the above table can be found in Lithuania. There is one very special 

component in this above-average figure: there is a Soviet-type nuclear power station in the 

Lithuanian territory called Ignalina; it was agreed to close down this unit when Lithuanian 

EU-membership documents were signed. EU promised to pay a special contribution for this 

operation which is included in the total aid package for Lithuania. 

 

Estonia has the second highest figure with 441 euros in the above table. Latvia’s figure is with 

296 just above the average (292 euros). Slovenia, the richest country in the group, has the 

lowest figure in the table (203 euros). 

 

Altogether, EU’s development aid flow to her new members cannot be called excessive in the 

first phase of the Eastern enlargement. Therefore, private capital import, especially in the 

form of FDI, will be a very decisive factor in the post-communist societies during the second 

half of first decade of the 21st century. The Baltic states, especially Estonia, have successfully 

attracted FDI in the post-Soviet period. Hopefully, this positive trend will continue after the 

inclusion of the Baltic region in the European Union. 
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7. Conclusions 
 

The Baltic states were formerly Soviet republics, which means that their independence and 

transition period started in 1991. In comparison to CEECs (Central and Eastern European 

Countries), the Baltic stated had especially difficult early period of post-communism. 

 

Since the mid-1990s. the Baltic states have grown more rapidly than other TEs with EU 

accession. Amid strong economic dynamism in Estonia, Latvia, and Lithuania, relative price 

stability has been achieved. Current accounts, especially in Estonian case, show rather high 

deficits. ERDI values have declined: this fact is an important background factor in current 

account inbalancies.  

 

The Baltic states have been rather successful in attracting FDI in the transitional period. 

Estonia has been the clearly most successful economy in the FDI-competition in the Baltic 

region.  

 

Even if economic growth in the Baltic states has been very strong since the mid-1990s, no full 

employment has been achieved. There are some 400.000 people out of work in the region. 

This figure is relatively low in pan-European framework. Thus, the Baltic states are not going 

to cause considerable turmoil by labour mobility in the Eastern enlargement process of the 

EU. 

 

There are some structural problems in the Baltic economies. The rural economy, especially in 

Lithuania, but also in Latvia, is still employing a rather big part of population. The primary 

sector is in need of some modification, which takes time. 

 

Public finance is in rather good shape in all Baltic states. There are no excessive budget 

deficits and high public sector debt burdens in the three TEs under review. 

 

It is assumed that Estonia, Latvia, and Lithuania are all interested in monetary union (euro) 

membership after entering the EU. New members of EMU are required to be in ERM 

(European exchange rate mechanism) for two years before entering the monetary union. It can 

be assumed that the Baltic states will enter EMU relatively soon. Exact dates cannot be 

predicted in this context. It can only be pointed out that ERDI values are presently still 

relatively high in all Baltic states which means that exchange rates are not “in equilibrium”. In 

an optimal case, exchange rates of new EMU-members ought to be in relative equilibrium. 
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Estonia is more prosperous than her Baltic neighbours, Latvia and Lithuania. However, 

differences in living standard within the Baltic region are not striking. This is obviously good 

news from the regional stability point of view. No excessive migration within the region after 

the EU-entry can be expected to happen. 
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